Bankof America '}}

February 13, 2012

Re: Comments on Notice of Proposed Rulemaking on Prohibitions and Restrictions on
Proprietary Trading and Certain Interests in, and Relationships With, Hedge Funds
and Private Equity Funds'

Ladies and Gentlemen:

Bank of America Corporation, together with its subsidiaries and affiliates (“Bank
of America”), appreciates the opportunity to comment on the Agencies’® notice of
proposed rulemaking® (the “Proposal”) implementing the statutory text of the Volcker
Rule.* We recognize that the Agencies have sought to implement the Volcker Rule within
the framework established by Congress while at the same time limiting negative
consequences for the financial markets and the broader economy. The difficult challenge
that the Agencies faced in achieving these goals is reflected in the 1,347 questions in the
Proposal on which the Agencies have sought public input.

Despite the Agencies’ commendable efforts under difficult circumstances and a
compressed time frame, we believe that the Proposal is rife with unintended consequences,
many of which would undermine the safety and soundness of U.S. banking entities and
U.S. financial stability if left unaddressed. @We expect that additional unintended
consequences for the products and services we provide to our customers will be revealed as
we continue to assess the complex and extraordinarily far-reaching impact of the Volcker
Rule’s prohibitions on proprietary trading and sponsoring or investing in what the Proposal
deems to be “hedge funds” and “private equity funds.”

" RIN 1557-AD44; RIN 7100 AD 82; RIN 3064-AD85; RIN 3235-AL07.

* As used in this letter, “the Agencies” refers to the Board of Governors of the Federal Reserve System
(the “Federal Reserve”), the Commodity Futures Trading Commission (the “CFTC”), the Federal Deposit
Insurance Corporation (the “FDIC”), the Office of the Comptroller of the Currency (the “OCC”) and the
Securities and Exchange Commission (the “SEC”).

* See Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships
With, Hedge Funds and Private Equity Funds, 76 Fed. Reg. 68,846 (Nov. 7, 2011).

* See Bank Holding Company Act § 13 (as added by Dodd-Frank § 619).



We believe that alternatives to the approaches taken in the Proposal are available
that would fulfill the requirements of the statute, are within the authority of the Agencies to
adopt, more closely reflect congressional intent and cause less damage to our individual
and corporate customers, market liquidity, cost of capital, the availability of credit, U.S.
competitiveness, safety and soundness and U.S. financial stability. We respectfully submit
that the Agencies should use the discretion and authority granted to them by Congress to
implement the Volcker Rule in a less burdensome and needlessly costly manner.

In doing so, the Agencies should adopt a principle of “do no harm” to the safety
and soundness of U.S. banking entities and U.S. financial stability as they consider the
final rule. The United States enjoys the deepest and most liquid financial markets in the
world. When weighing the range of policy alternatives available to them to craft
regulations that faithfully implement the Volcker Rule, the Agencies should make every
effort to preserve the ability of corporations, municipalities and other institutions to raise
capital efficiently and inexpensively in the United States, and should continue to encourage
and support investment in the United States by domestic and foreign institutions and
individuals. Moreover, we believe that the Agencies should be informed by the
cost/benefit analysis required by the Business Roundtable decision.” The Agencies need
not sacrifice any of the policy goals underlying the Volcker Rule. To proceed otherwise
risks causing irreparable harm to the U.S. and global financial systems and the individuals
and institutions served by them. One cannot assume that if the final rules get it wrong, any
harm created can easily be undone by subsequent Agency action.

Bank of America also believes that the Agencies should reconsider the timeline for
implementation to provide market participants with greater clarity, avoid unnecessary
market disruption and comply with congressional intent. It is also critical that the
Agencies establish an appropriate supervisory framework among the five Agencies in
order to avoid crippling interpretive uncertainty, increased risk of regulatory inconsistency
and avoidable costs.

The remainder of this letter proceeds as follows: we first provide an overview of
proprietary trading, which we believe is essential background in considering the potential
harmful, unintended consequences of the Proposal. We then highlight some of these
unintended consequences, providing specific examples of how the Proposal could harm
activities of banking entities that should be viewed as permitted under the Volcker Rule.
More specifically, we discuss the potential impact of the Proposal’s approach to
proprietary trading on critical market making, underwriting, hedging and risk management
activities of banking entities. We also focus on several issues relating to the Proposal’s
limitations on investing in and sponsoring hedge funds and private equity funds, including
the overbroad scope of the Proposal’s definition of “covered funds,” and some of the
significant, harmful results of this approach. Finally, we discuss the need for clarity
regarding the conformance period for compliance with any final rules and, to avoid
unnecessary uncertainty, duplicative costs and opportunities for regulatory arbitrage, the

* Business Roundtable v. SEC, 647 F.3d 1144 (D.C. Cir. 2011). Please see Part III of Appendix B for a
discussion of the need for a cost/benefit analysis of the type required by the D.C. Circuit in the Business
Roundtable case, which was not conducted in connection with the issuance of the Proposal.
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need to designate one Agency as responsible for implementing, interpreting, and ensuring
compliance with the final rules.®

At the end of each of these sections, we provide recommendations to address the
unintended consequences of the Proposal; for convenience, these recommendations are
collected in Appendix A. The technical supplement attached as Appendix B provides a
more detailed discussion of each of these topics, and includes factual information on
anticipated impacts and discusses the Agencies’ authority under the statute to avoid them.
A link to the relevant section of Appendix B is embedded in the text box section headings
of sections | through XVI11, and in some subheadings of subsection XII1, of this letter.
Appendix A includeslinksto the relevant discussions in thisletter and in Appendix B.

l. Proprietary Trading Overview

The Volcker Rule prohibits covered banking entities from engaging in certain types
of proprietary trading. In response, Bank of America, like many other banking entities, has
disbanded its segregated proprietary trading unit well in advance of the statute’s effective
date. At the same time, however, the statute acknowledges the importance of market
makers as liquidity providers and expressly permits market making-related activities, risk-
mitigating hedging, underwriting, trading on behalf of customers and trading in
government securities.” While we recognize the Agencies’ struggle to reconcile the
general prohibition with these permitted activities, the narrow and overly prescriptive
definitions, conditions and descriptive factors in the Proposal will negatively impact
markets in direct contravention of the clear language of the statute. In short, we believe
that the Proposal’s restrictive interpretation of the permitted activities provided by the
statute will increase volatility and reduce liquidity for many types of assets, impair the
fragile economic recovery, raise costs for corporations, municipalities and other issuers
seeking capital markets solutions to their funding needs and reduce the availability of
credit.

Covered banking entities serve a crucial function as market intermediaries,
particularly in markets like the fixed income markets, where several million individual
securities exist that are not fungible with one another and generally are not listed or traded
on an exchange. Investors look to market maker intermediaries, like Bank of America, to
provide liquidity by standing ready to offer to purchase or sell such securities, even when

% The Proposal raises many issues that we have not addressed in this comment letter. These issues, many
of which are important for Bank of America’s customers, the stability of financial markets and safety and
soundness considerations, are raised by trade association letters, including those of the Securities Industry and
Financial Markets Association (“SIFMA”), The Clearing House, The Financial Services Roundtable, the
American Bankers Association, the American Bankers Association Securities Association, the International Swaps
and Derivatives Association, the Investment Company Institute, the U.S. Chamber of Commerce, the Loan
Syndication and Trading Association, the American Securitization Forum and the letter submitted by Cleary,
Gottlieb, Steen & Hamilton LLP on behalf of a group of dealers, asset managers, pension funds, hedge funds and
other clients and customers of dealers, whose recommendations Bank of America supports.

7 See Bank Holding Company Act § 13(d)(1).



the market marker has not identified another party to enter the offsetting trade.® Given the
Proposal’s restrictions on this intermediary function, banking entities likely will either
refrain from providing liquidity for some instruments or be forced to pass on their
additional risks and costs to investors by changing the prices at which they are willing to
transact with those investors. This would increase costs for both retail and institutional
investors. As a result, it will be more expensive for issuers to raise money to meet their
capital needs. These costs, which could be substantial, could in turn threaten our economic
recovery. As described more fully in the Oliver Wyman study, a reduction in liquidity in
just the corporate bond market could have an impact on the scale of tens of billions of
dollars annually for issuers.” When the costs to investors in this and other markets, like
municipal securities, mortgage-backed securities and equities also are factored in, the real
economic costs of the Proposal could easily exceed $100 billion. '

Moreover, if covered banking entities can no longer offer such services because
they are deemed to be prohibited proprietary trading, it is unrealistic to believe that hedge
funds or other non-covered entities would rapidly fill the immense liquidity gap left by
covered banking entities, if they could do so at all. Bank of America’s fixed income and
equities sales forces employ more than 1,500 salespeople globally to cover institutional
clients that include investment advisors for retirement accounts, pension funds, collective
trust funds, mutual funds and other similar investment vehicles. Hedge funds and other
non-covered entities, which are not subject to the same scrutiny and regulatory oversight as
covered banking entities, are not scaled for and not in the business of meeting the liquidity
demands of customers. Hedge funds are purely proprietary traders. Covered banking
entities, on the other hand, are expected to provide liquidity to their clients, even in
distressed markets, and the Agencies should not introduce new risks to the economy by
assuming that these other unproven and untested sources of liquidity will materialize.

. The Proposal’s market making-related activities exception is too
restrictive, based on inaccurate assumptions regarding how banking
entities engage in market making, and would diminish market liquidity

The Proposal’s approach to market making reflects a bias towards an agency-based
model that is not appropriate for most markets and asset classes. Thus, the Proposal would
implement the market making-related activities exception by reference to a series of factors
that make sense only in the context of an agency-based trading model that exists in just
certain segments of highly liquid equity markets rather than the principal-based trading

¥ A single issuer may raise capital over time through numerous bond issues; none of these bonds will be
identical to any other bond of the issuer. Bank of America Corporation, for example, has nearly seven thousand
distinct bond issuances in the market, each with its own maturity, interest rate and other characteristics.

? See Oliver Wyman, The Volcker Rule Restrictions on Proprietary Trading (2011).

' The Oliver Wyman study estimated the costs from a reduction of liquidity to be $90 billion to $315
billion for investors, based on existing holdings, and $12 billion to $43 billion annually for corporate issuers.
Based on this analysis, which was limited solely to the U.S. corporate credit market, we extrapolate that the
liquidity impact to markets more broadly could easily exceed $100 billion.
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model that prevails in virtually all corporate and sovereign (including U.S. government)
debt, swap, commodity and equity markets.

The Proposal treats principal trading, which involves price making and the
provision of liquidity to customers, and is a fundamental part of market making, as
prohibited proprietary trading for which the market making-related activities exception is
largely unavailable. In particular, the limits on the extent of and sources of revenue arising
from principal trading on behalf of customers will materially restrict this essential
customer service. As discussed further below, the Proposal’s requirements that
anticipatory positions be related to the “clear, demonstrable trading interests” of clients''
and that market making-related activities be designed to generate revenues primarily from
bid/ask spreads and certain other fees and commissions, rather than price appreciation or
hedging,'? simply do not work for most asset classes.

The model for principal-based market making we describe is the model employed
for most segments of the U.S. Treasury and other U.S. government agency securities
markets. While the U.S. Treasury market is regarded as one of the most liquid in the
world, many segments of it, depending on the characteristics of a particular debt security,
are far from liquid. Moreover, the market making function in this market operates in the
same fashion as it does for other debt markets, where distinguishing a bid/ask spread from
price appreciation is generally not possible. Based on the restrictive market making
requirements included in the Proposal, Bank of America believes that, but for the Volcker
Rule’s express carve-out for proprietary trading of U.S. Treasury and other government
agency securities, it would be constrained in providing liquidity to these important
securities markets. We respectfully request that the Agencies carefully consider this
disparate treatment and broaden the permitted market making-related activities exception.

Anticipatory Positioning

A market maker buys or sells securities and other instruments not only in response
to, but also frequently in anticipation of, client demand. In the principal-based trading
model, a market maker must acquire inventory to sell to clients that want to buy. Given
the vast number of available financial instruments and individual CUSIPs" within a
particular asset class, a market maker cannot wait for a customer order or inquiry before
acquiring this inventory. The need to hold inventory to meet future customer demand is
greatest in low-volume markets, such as the corporate debt market, resulting in a conflict
with the Proposal’s requirements that anticipatory positions be related to the “clear,
demonstrable trading interests” of clients. Difficulties in fulfilling this condition also may

' See Preamble to the Proposal, 76 Fed. Reg. at 68,871.
12 See Proposal § _.4(b)(2)(V).

'* A CUSIP is a 9-character alphanumeric code given to every security that trades in the U.S. market to
facilitate clearing and settlement. Each issuance of securities is given its own distinct CUSIP number. For
example, according to data provided by SIFMA, there are approximately 1.1 million separate outstanding security
issuances in the municipal market and approximately 50,000 separate security issuances in the corporate bond
market.



arise in high-volume equity markets, where a market making desk may purchase a
particular security being added to an index in anticipation of future customer buying
demand, but has not yet received any customer orders. In addition, as part of standing
ready to provide liquidity to customers, a market maker must be able to make a price to
purchase securities that customers want to sell. This critical function results in the
acquisition of inventory that may not readily be resold. To illustrate the disparate volume
characteristics which exist across markets, in 2010, the turnover—i.e., the volume traded in
a financial instrument as a percentage of the outstanding volume issued of that
instrument—was approximately 80 percent in the $7.5 trillion corporate bond market and
20 percent in the $2 trillion asset-backed securities market, according to data from SIFMA.
In contrast, according to the World Federation of Exchanges, turnover in the equity market
was 260 percent.

Distinguishing Bid/Ask Spread from Price Appreciation

The Proposal’s requirement to capture a bid/ask spread is based on flawed
assumptions regarding the way markets operate and the nature of the bid/ask spread.
Distinguishing between price appreciation and a bid/ask spread is not an appropriate
bright-line test to separate permitted market making-related activities from proprietary
trading or an appropriate basis to transform what is fundamentally a market making
position into a proprietary trade. If the Agencies continue to insist on the use of this
bright-line test, much legitimate market making activity may be discontinued.

Because market makers hold inventory to meet expected client demand, or as a
result of purchases from clients looking to sell, a market maker is exposed to the risk of
changes in the price of those instruments. A principal trader’s profits or losses therefore
depend on its management of that risk, and not necessarily on capturing a bid/ask spread.
In markets without reliable public statistics on bid/ask spreads, such as many fixed income
markets, it is difficult to conceive how to distinguish the bid/ask spread from price
appreciation in, for example, a basic transaction where a market maker purchases a
corporate bond from a client for $90 and subsequently sells it for $92.

Even in more liquid and transparent equity markets, it is sometimes difficult to
differentiate between the bid/ask spread and price movement, be it appreciation or
depreciation. For example, an equity block positioner may accommodate a customer who
wants to sell a block of stock whose size is many times larger than the stock’s normal daily
trading volume trading. The customer is willing to sell the block at a discount to the
current trading price to compensate the market maker for the risk attendant with selling
such a large block of stock into the market over a potentially extended period. While the
discounted purchase price is intended to compensate the market maker for the risk it
assumes, the security may incidentally rise in value'* beyond the discount before the
market maker is able to fully liquidate its block position.

'Y We note that the security may equally depreciate in value due to changes in the market, raising in
reverse the problem of separating the price depreciation and spread in the transaction.
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In certain markets the bid/ask spread may change over a relatively short period of
time, in reaction to broad developments in the market, the particular asset class or the
issuer, in which case the change in the bid/ask spread is actually reflective of price
appreciation or depreciation, but in any event is not susceptible to being readily
determined. In the high-yield corporate bond market, for example, an individual bond may
be quoted with a bid/ask spread of 25 basis points, but in recent times, markets often have
moved 100 to 200 basis points during a single trading day.

Furthermore, in markets such as equity derivatives, acting as a market maker does
not contemplate capturing a bid/ask spread on any individual trade, but rather managing
the aggregate volatility inherent in the market maker’s total position through efficiently
and cost-effectively hedging that volatility. In these markets, we are uncertain how to
approach the requirement to monitor, capture and identify the bid/ask spread on a trade-by-
trade basis.

Thus, isolating the spread component attributable to the profit or loss that a market
maker may incur is extraordinarily difficult in most markets. Moreover, since market
makers have never attempted to measure the intermediation service they perform for the
markets in terms of capturing, for each trade, the bid/ask spread, they do not have the
means to do so. Complex and likely expensive new systems will need to be built to
attempt to differentiate the bid/ask spread on each trade executed by a market maker from
price appreciation or other factors that arise inherently from the role of buying and selling
positions as principal in a market intermediation role.

Swaps

The market making-related activities exception is particularly problematic as it
relates to swap intermediation. Market making for swaps, regardless of type (for example,
equity, interest rate, commodity, credit or other fixed income), involves much more than
providing two-way markets. Rather, it is a sophisticated business involving interrelated
customer transactions, inventory building, hedging, trading, positioning and portfolio
optimization—all conducted dynamically, interchangeably and holistically in support of
intermediation for customers. These functions are all allied, integral and inseparable—
every instrument in a portfolio contributes to the portfolio’s risk profile, instruments may
be used interchangeably based on the bundle of risks that they represent and hedge
positions may be indistinguishable from non-hedge positions. The Proposal does not
adequately take this complexity into account and would impair customer liquidity by
effectively delegitimizing this proven and efficient risk-intermediation model. "

" For a detailed discussion of the issues raised by the Proposal with respect to market making in swap
markets, see the comment letter submitted by International Swaps and Derivatives Association.
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Metrics

While Bank of America recognizes the need for certain quantitative metrics to
facilitate a framework for objectively distinguishing market making from proprietary
trading, the Proposal’s requirement that banking entities calculate seventeen metrics at
each “trading unit”'® is excessive, would generate an unmanageable amount of data across
possibly hundreds of trading units globally, would yield numerous false positives and
would require the construction and programming of highly sophisticated systems to
capture metrics that are not currently employed or maintained. For example, Bank of
America acts as a market maker in forward contracts for as many as seventeen types of
crude oil products, fifteen types of fuel oil products, sixteen types of heating oil products
and dozens of different North American natural gas products. The amount of data that
would result from calculating the Proposal’s seventeen metrics just for the trading units
involved in this small segment of the commodities market would be substantial and
daunting. When factoring in all the other Bank of America global trading units that act as
market makers in different asset classes, the data to be produced by Bank of America
reaches astronomical proportions. On a typical day, Bank of America estimates that it
enters into approximately two million principal transactions across its global trading
businesses. Further, as described above, there is no current or reliable method to
distinguish a bid/ask spread from price appreciation in these or many other markets. When
extrapolated across the entirety of the commodities market, as well as the equities, fixed
income and derivatives markets for all covered banking entities’ global operations, it is
difficult to comprehend how regulators will be able to analyze the information to draw
useful conclusions.

Recommendations

To address the foregoing concerns, particularly the Proposal’s apparent
fundamental premise that all activity is prohibited proprietary trading and not entitled to
rely on a permitted activity exception until proven otherwise, we suggest a simplified
approach: instead of a presumption of proprietary trading that must be rebutted, there
should simply be a prohibition to which banks must adhere as in other regulatory contexts
(e.g., existing prohibitions on insider trading, excessive markups, etc). The Agencies
could then audit banking entities’ adherence to compliance policies and procedures
through the supervisory process, informed by reasonable metrics at a business-by-business
level, to reasonably ensure compliance with the prohibition.

Bank of America further strongly supports the suggestions of other commenters to
revise the Proposal to ensure that markets remain liquid and customers continue to have
access to market making services across financial markets. Specifically, Bank of America
recommends that the Agencies:

'% See Proposal, Appendix A.



= presume that trading desks that are primarily providing liquidity to customers,
as demonstrated by useful metrics, and subject to appropriate compliance
procedures, are engaged in market making;

= define market making-related activities with reference to a set of factors rather
than hard-coded requirements;

= replace the condition that market making-related activities be designed to
generate revenues primarily from bid/ask spreads and certain other fees and
commissions, rather than price appreciation or hedging, with guidance that the
Agencies consider as an indicator of potentially prohibited proprietary trading
the design and mix of such revenues, but only in those markets for which it is
quantifiable based on publicly available data, such as segments of certain
highly liquid equity markets;

= climinate the requirement that anticipatory positions be related to “clear,
demonstrable trading interests” of customers;

= rely on a smaller number of customer-facing trade ratios, inventory turnover
ratios, aged inventory calculations and value-at-risk measurements to identify
prohibited proprietary trading, with acknowledgement that differences between
asset classes and in market conditions may impact the applicability of certain
metrics or thresholds;

= calculate quantitative metrics at the line of business level (at Bank of America,
for example, Global Credit Products or Global Equities) rather than at a trading
unit level in the organization; and

= explicitly allow interdealer market making.

1. The Proposal would impede the ability of banking entities to manage
risk in a safe and sound manner through overly burdensome risk-
mitigating hedging compliance requirements

The Volcker Rule expressly permits risk-mitigating hedging activities,'” which the
Financial Stability Oversight Council (“FSOC”) has recognized to be a “core banking
function.”'® The Proposal, however, would impose a detailed set of conditions that the
activity must satisfy in all instances, regardless of the facts and circumstances relevant to a

' Specifically, the statutory Volcker Rule permits “risk-mitigating hedging activities in connection with
and related to individual or aggregated positions, contracts, or other holdings of a banking entity that are designed
to reduce the specific risks to the banking entity in connection with and related to such positions, contracts, or
other holdings.” See Bank Holding Company Act § 13(d)(1)(C).

'8 See Financial Stability Oversight Council, Study & Recommendations on Prohibitions on Proprietary
Trading & Certain Relationships with Hedge Funds & Private Equity Funds 1 (2011) (“FSOC Study”™), available
at http://www.treasury.gov/initiatives/Documents/Volcker%20sec%20%20619%20study%20final%201%
2018%2011%20rg.pdf.



http://www.treasury.gov/initiatives/Documents/Volcker%20sec%20%20619%20study%20final%201%2018%2011%20rg.pdf

given risk."” For example, the requirement that a hedging transaction be “reasonably
correlated”® to a given risk could be read to require that banking entities link hedges to
risks in a manner that is inconsistent with dynamic hedging, portfolio hedging and scenario
hedging. Because many financial products lack a specific instrument that can be used to
hedge against their risk, the difficulty of complying with these requirements could dissuade
or prevent risk managers from entering into prudent hedging transactions. In the context of
dynamic hedging, these requirements become particularly problematic because the
“reasonable” level of correlation between the hedge and the position moves constantly with
changes in, among other factors, prices, index levels and volatility.

Similarly, the requirement that hedges not create ‘“significant” new risk to a
covered banking entity?' ignores the fact that risk attaches to any hedge, and judgments
about the degree of such risk depend on the facts and circumstances of a transaction.
Many optimal hedges necessarily carry or introduce new risks because they cannot
perfectly correlate with the risk of the position hedged against, or because the trader must
hedge against the most likely and material risks. Accordingly, this requirement would add
another layer of difficulty to the use of the dynamic, portfolio and scenario hedging
techniques described above. We are also concerned that individual traders, when uncertain
whether a hedging transaction would be viewed as creating “significant” new risks, will
elect to “play it safe” from a regulatory perspective and either not execute the hedging
transaction, thereby actually increasing the risk to the banking entity, or not enter into the
original transaction, thereby reducing liquidity to the market. What is more, distinguishing
between permitted risk-mitigating hedging and prohibited proprietary trading based on
whether a hedge will introduce a “significant” risk introduces an unpredictable element
that will make it difficult for risk managers to determine, on an ex ante basis, whether a
particular transaction is permitted. This introduces yet another unnecessary obstacle to
prudent hedging and risk management and endangers the safety and soundness of U.S.
banking entities.

Recommendations

Paradoxically, as proposed, the risk-mitigating hedging exception likely will
increase, not decrease, the risks posed by and to U.S. banking entities in many
circumstances. Bank of America strongly supports the proposals of other commenters that
the Agencies revise the Proposal’s risk-mitigating hedging exception to:

= establish a presumption of compliance for banking entities adhering to
reasonably designed policies and procedures for managing risk;

' See Proposal § _.5.
2 See id. § _.5(b)(2)(ii)-(iii).
' Seeid. § .5(b)(2)(iv).
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= characterize reasonable correlation between a transaction and the risk intended
to be hedged as evidence of compliance rather than as a strict requirement;

= encourage, rather than discourage, scenario hedges;

= climinate as unworkable the requirement that hedges not create “significant”
new risks;

= define risk-mitigating hedging with reference to a set of relevant descriptive
factors rather than specific prescriptive requirements; and

= expand the scope of allowable anticipatory risk-mitigating hedging to include
hedges taken more than “slightly” before exposure to the underlying risk.

The Proposal also does not exclude from the prohibition on proprietary trading
derivatives on positions that banking entities are permitted to hold. Bank of America
strongly agrees with commenters that suggest the Agencies revise the Proposal to
encourage hedging of positions that are expressly permitted by:

= excluding derivatives based on loans, foreign exchange and commodities from
the definition of “covered financial position”; and

* including derivatives based on government securities within the scope of the
government obligations exception.

IV. The Proposal’s underwriting exception fails to permit many activities
that are commonly part of underwriting and, as a result, would
increase costs to issuers seeking to raise capital

Congress permitted underwriting activities under the Volcker Rule,** and the FSOC
has identified underwriting as a “core banking function.”” The underwriting activities of
U.S. banking entities are essential to capital formation and, therefore, economic growth
and job creation. Specifically, Bank of America believes that requiring underwriting
activities to be undertaken “solely” in connection with a distribution®* could prevent U.S.
banking entities acting as underwriters from taking naked syndicate short positions in the
securities being distributed to facilitate aftermarket transactions and reduce volatility.
Furthermore, an overly narrow interpretation of the scope of activities permissibly
undertaken to meet the “near term demands of clients”* could present a number of
obstacles to ordinary underwriting-related activities, including engaging in the “block
trade” or “bought deal” form of underwriting or refinancing or replacing bridge loans (or
commitments for such bridge loans) with securities that may be sold into the market over
time.

*2 See Bank Holding Company Act § 13(d)(1)(B).

» See FSOC Study, supra note 18, at 1.

* See Proposal § .4(a)(2)(ii).

* See Bank Holding Company Act § 13(d)(1)(B); see also Proposal § _.4(a)(2)(v).
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In 2011, Bank of America underwrote in markets around the world more than 242
equity issues that raised more than $42.2 billion of equity capital for its equity issuer
clients. In the global fixed income market, Bank of America underwrote in 2011 more
than $301.7 billion of debt securities in 1,576 separate issuances for its corporate and
sovereign debt issuer clients. Capital formation activity is too important to our issuer
clients and the U.S. and global economies to inadvertently limit by attaching overly
restrictive limits, especially since it was never the intent of Congress to limit underwriting.

Recommendations

Bank of America recommends that the Agencies revise the Proposal to:

= establish a strong presumption for banking entities with adequate compliance
and risk management procedures that all activities related to underwriting are
permitted activities; and

= remove the word “solely” from the “in connection with a distribution” prong of
the underwriting exception.

V. By limiting the type of transactions that banking entities can enter into
with customers, the Proposal would make it harder, and in some cases
impossible, for banking entities to help end user customers hedge
against risks or finance their activities

U.S. corporations rely on U.S. banking entities to provide them with financial
instruments that help mitigate commercial risk. The Proposal recognizes the important
function that U.S. banking entities perform in helping U.S. corporations hedge their risks
by exempting spot commodity and foreign exchange positions from the definition of
“covered financial position.”*® Bank of America strongly supports the position of other
commenters that the Proposal, through narrow market making, risk-mitigating hedging and
“on behalf of a customer” permitted activities, would limit the ability of banking entities to
provide risk mitigating hedges to customers. By reducing the risk management options
available to commercial end users, the Proposal would discourage end user investment and
threaten the fragile economic recovery.

Customers also request banking entities to enter into fully collateralized total return
swaps as one of the measures they use to finance their positions. Such fully collateralized
total return swaps perform an economic function similar to repurchase transactions, which
are expressly excluded from the scope of proprietary trading”’ because they are entered
into for the purpose of financing and, as with the transactions currently included within the

%0 See Proposal § _.3(b)(3)(ii).
7 Seeid. § .3(b)(2)(iii)(A).
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“on behalf of customers” exception,” are not entered into principally for the purpose of
near-term resale or short-term trading profits. In connection with such transactions, a
banking entity earns the equivalent of a financing fee and is not otherwise profiting from
the change in the value of the securities subject to the total return fully collateralized
financing swap.

Recommendations

To ensure that end user customers can continue to effectively hedge their exposure
to price fluctuations, Bank of America strongly supports the recommendations of other
commenters that the Proposal be revised to:

= exclude commodity futures, forwards and swaps and foreign-exchange
forwards and swaps from the definition of “covered financial position”;

= expand the “on behalf of a customer” exception to include any transaction
where a banking entity provides a risk-mitigating hedge to a customer or enters
into a fully collateralized total return financing swap; and

= allow banking entities to anticipatorily hedge against specific positions they
have promised for a customer once the promise is made, and not only after the
position is taken.

VI. The government obligations exception fails to exempt all municipal
securities and foreign sovereign debt

The Proposal’s government obligations exception related to “municipal” securities
covers only a fraction of the municipal securities market. We estimate that approximately
40 percent of the $3.7 trillion outstanding municipal securities would not fall within the
Proposal’s current exception, which is limited to the obligations of any State or any
political subdivision thereof and does not extend to transactions in the obligations of any
agency or instrumentality thereof.”” We strongly believe that the exception for municipal
securities should extend to all securities included in the definition of “municipal securities”
in Section 3(a)(29) of the Securities Exchange Act of 1934, as amended (the “Securities
Exchange Act”). We are not aware of any defensible policy justification for treating the
debt issued by an agency or instrumentality differently from the debt issued by a State or
its political subdivision. The narrow interpretation contained in the Proposal also is
inconsistent with Section 24 of the National Bank Act, which has long expressly permitted
national banks to invest in, underwrite or deal in municipal agency securities so long as the
national bank is well-capitalized. Any further fragmentation of the municipal market

* See id. § _.6(b).
¥ Seeid. § .6(a)(1)(iii).
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would decrease liquidity, increase costs to tax-exempt organizations that access the capital
markets and harm investors needing secondary market liquidity. This problem is
particularly acute for retail investors, who directly, or indirectly through funds, hold
approximately two-thirds of outstanding municipal securities.

Furthermore, the Proposal’s government obligations exception does not extend to
trading in foreign sovereign debt. This omission ignores the fact that many U.S. banking
entities are primary dealers in foreign sovereign debt and that many countries encourage,
or even require, that a branch or a subsidiary of a U.S. banking entity hold the host
country’s sovereign securities to satisfy local liquidity or capital requirements. Moreover,
in light of the narrowness of the market making-related activities and risk-mitigating
hedging exceptions discussed above, the failure to include foreign sovereign debt within
the government obligations exception could negatively impact the market for these
securities across the globe, a concern shared by many foreign governments. A comity-
based approach that provided an exception for trading in foreign sovereign debt would help
maintain maximum liquidity in sovereign debt markets and comport with other global
precedentgofor the consistent treatment of U.S. debt and the debt of other highly rated
countries.

Recommendations

Bank of America recommends that the Agencies amend the Proposal to:

= expand the exception for municipal securities to cover all securities included in
the definition of “municipal securities” in Section 3(a)(29) of the Securities
Exchange Act; and

= allow trading in sovereign debt of any foreign jurisdiction not deemed high risk
or, at a minimum, of a country that is a member of the G-20.!

** For example, in its 2008 consultation paper on liquidity management, the U.K.’s Financial Services
Authority proposed treating the debt of the countries of the European Economic Area, Canada, Japan, Switzerland
and the United States equivalently for purposes of a liquidity buffer that U.K. banks would be required to maintain.
See  Financial Services Authority, Strengthening Liquidity Standards 52 (2008), available at
http://www.fsa.gov.uk/pubs/cp/cp08_22.pdf.

3! The G-20 is comprised of the countries of Argentina, Australia, Brazil, Canada, China, France,
Germany, India, Indonesia, Italy, Japan, Mexico, South Korea, Russia, Saudi Arabia, South Africa, Turkey, the
United Kingdom and the United States, as well as the European Union.

14



VII. The Proposal should expressly clarify the permissibility of acting as an
Authorized Participant for exchange traded funds and as a market
maker for shares of exchange traded funds

The market for exchange traded funds (“ETFS’), both in the United States and
abroad, is large, deep and liquid and important to retail and institutional investors alike.
According to the Investment Company Institute, as of November 30, 2011, in the United
States alone, the shares of over 1,000 ETF issuers, with aggregate assets in excess of $1
trillion, were traded. This represented approximately 25 percent of all equity trading
volume on U.S. securities exchanges.”® In Europe there are approximately 1,185 ETFs
while ETFs are also listed on many exchanges in Asia.

The Proposal’s market making-related activities and underwriting exceptions,
however, can be read to prohibit a U.S. banking entity from serving as an Authorized
Participant™ to an ETF. Authorized Participants play key roles in seeding new ETFs and
making markets in ETF shares. They also regularly engage in customer-driven “create to
lend” transactions, in which a market maker employs its ability as an Authorized
Participant to create new ETF shares to fulfill the needs of customers who seek to borrow
them.

In addition, many ETFs could be deemed to be hedge funds or private equity funds
within the meaning of the Volcker Rule as a result of the operation of the overbroad
designation of “similar funds.”** With respect to an ETF deemed to be a “similar fund,”
banking entities, including their foreign affiliates, would effectively be prohibited from
sponsoring or investing in such ETFs or otherwise holding the shares of such ETFs in
inventory as part of ordinary course market making activities. U.S. banking entities,
including their foreign affiliates, play an outsized role in the U.S. and global ETF markets.
By threatening the ability of U.S. banking entities to continue to serve as Authorized
Participants to ETFs and to make markets in ETF shares, the Proposal creates significant
uncertainty about the future functioning of the ETF market, which could have widespread
negative impacts on the financial markets more generally.

Recommendations

Bank of America joins other commenters in requesting that the Agencies amend the
Proposal to clarify both that:

32 See Exchange Traded Funds Assets: November 2011, ICI (December 29, 2011),
http://www.ici.org/etf resources/research/etfs 11 11. The total number of ETFs in November 2011 was 1,127.

3 For an explanation of the role of an Authorized Participant, see Part I1.6 of Appendix B to this letter.

** See Bank Holding Company Act § 13(h)(2); Proposal § .10(b)(1)(ii)-(iv).
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e U.S. banking entities may rely on the underwriting and/or market
making-related activities exceptions to continue to serve as Authorized
Participants to ETF issuers and as market makers for ETF shares,
including in connection with seeding ETFs and engaging in “create to
lend” transactions, as they currently do today; and

e ETFs will not be deemed to be “similar funds,” including foreign ETFs
and ETFs that may fall within the definition of “commodity pool.”

VIIl. The Proposal should be modified to fully permit loan securitizations

While the Proposal expressly provides that the ability of banking entities to sell
loans and securitize them will not be prohibited by the Volcker Rule, various requirements
arising from the Volcker Rule’s prohibitions on sponsoring and investing in a hedge fund
or private equity fund apply to a variety of different types of loan securitizations,
constricting the essential activity of loan creation in contravention of congressional intent
and posing risks of material interruption to credit markets. For example, loan
securitization vehicles, also known as collateralized loan obligations (“CLOS”), are an
integral part of the $2.5 trillion U.S. syndicated loan market. Since such loans generally
range from $20 million to $2 billion and beyond and often are too large to be held by one
single lender, they are syndicated among a lender group, which may include CLOs. In
2011, for example, CLOs purchased approximately 40 percent of the $222.6 billion of
newly originated institutional loans.”> The participation of CLOs in the syndicated loan
market provides many businesses with access to capital that would otherwise be
unavailable. Of additional concern is the effect the Proposal would have on the supply of
two other types of securitized assets: asset-backed commercial paper and securities issued
under a municipal tender option bond program. By limiting the supply of these securities,
the Proposal could substantially diminish liquidity in the asset-backed commercial paper
and tender option bond markets, with negative implications for investors in money market
mutual funds as well as on the availability of credit funding for municipalities and
corporations that issue these securities.

Recommendations

Bank of America recommends that the Agencies revise the Proposal as follows to
address harmful effects on the securitization market that Congress did not intend:

= provide an exception for securitization vehicles from the definition of “covered
fund” and grandfather preexisting sponsorship of, investment in and other
relationships with such vehicles;

% See Standard & Poor’s, Leveraged Commentary and Data.
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= if the Agencies do not provide an exception for securitization vehicles from the
definition of “covered fund,” provide an exception from Super 23A to ensure
that banking entities are not inadvertently prevented from engaging in
customary transactions with related securitization vehicles or required to choose
between compliance with the Volcker Rule and fulfilling contractual
obligations;

= clarify that the definition of “ownership interest” does not include debt asset-
backed securities;

= provide exceptions for asset-backed commercial paper and municipal tender
option bond programs; and

= revise the exception permitting ownership interests in an issuer of asset-backed
securities so that it:

= encompasses risk retention requirements under regimes outside the
United States as well as under Dodd-Frank;

» recognizes the different form taken by risk retention requirements in
jurisdictions outside the United States (i.e., not a legal retention
obligation of the sponsor or originator but rather a required condition of
investment by any regulated investor, which would include credit
institutions and investment and insurance companies); and

= permits the amount of risk retention to exceed regulatory minimums of
Dodd-Frank or foreign jurisdictions.

IX. The Proposal’s treatment of traditional asset liability management
activities as prohibited proprietary trading undermines the Volcker
Rul€’ s goals of enhancing the safety and soundness of banking entities
and U.S. financial stability

Rather than furthering safety and soundness and, in the case of depository
institutions, protecting the federal safety net, the Proposal will decrease safety and
soundness and potentially place greater pressure on the federal safety net by prohibiting
many traditional asset liability/liquidity management activities (collectively, “asset
liability management” or “ALM?” activities) as proprietary trading for which no permitted
activity exception applies. ALM activities are highly regulated by the banking Agencies
and are necessitated, in the first instance, by the risk inherent in the core consumer and
commercial banking business of making residential mortgage and other consumer and
corporate loans (a banking entity’s assets) and taking deposits from customers (a banking
entity’s liabilities) and by the banking entity’s core funding of such activities. These assets
and liabilities make a bank’s balance sheet and capital requirements inherently sensitive to
various risks such as interest rate movements and the overall economic conditions that
drive them. The importance of this activity is illustrated in just two numbers: on its
balance sheet, Bank of America Corporation has more than $933 billion of loans and more
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than $1 trillion in deposits.’® The FSOC Study recognized that the appropriate treatment of
ALM activities is “one of the more significant scope issues™’ under the Volcker Rule and
concluded, after noting that “these activities serve important safety and soundness
objectives,”® that the Volcker Rule should not prohibit ALM activities.

Nonetheless, the highly technical definition of “trading account” in the Proposal,
which is far broader than that mandated by the statute, will capture as prohibited
proprietary trading many ALM activities that (a) are not speculative and not undertaken for
the purpose of generating a near-term profit and (b) are undertaken to achieve the safety
and soundness goals of protecting the banking entity’s balance sheet and capital and
assuring that it has sufficient liquidity, under all scenarios, to meet the needs of its
depositors and other creditors. These ALM activities fall entirely outside the statute’s core
definition of proprietary trading but nonetheless are swept up by the Proposal’s far broader
definition of proprietary trading. Moreover, the risk-mitigating hedging exception is not
available with respect to many ALM activities that would not appear to fulfill the
numerous hard-coded conditions set forth in the Proposal with respect to that exception.
For example, ALM activities, of which stress testing against adverse scenarios is an
important component, result in risk management transactions being entered into or exited
in contemplation of future potential events and consequently fail the risk-mitigating
hedging activities exception’s severely restrictive condition on anticipatory hedging. At its
core, liquidity management is not properly characterized as hedging, and therefore would
likely never qualify under the risk-mitigating hedging exception. Further, the special
exception for bona fide liquidity management appears to be of no practical use. So far,
Bank of America has been unable to identify a single subsidiary that would qualify for the
bona fide liquidity management exception. It is too narrowly drawn, capturing only near-
term liquidity activities notwithstanding the fact that banking entities are required under
existing and proposed regulatory requirements, such as Basel III and regulations
implementing Section 165(d) of the Dodd-Frank Act, to undertake transactions for
liquidity management with a medium- and long-term (at least a year) horizon.*

3 Unless otherwise noted, all financials are as of September 30, 2011. For Bank of America
Corporation’s financials, see Bank of America Corporation, Form 10-Q Quarterly Report for the Period Ended
September 30, 2011. For Bank of America, N.A.’s financials, see Bank of America, N.A., Consolidated Reports of
Condition and Income for a Bank with Domestic and Foreign Offices-FFIEC 031 for the Period Ended September
30, 2011.

7 FSOC Study, supra note 18, at 47.
*1d.

* See Basel III: A Global Regulatory Framework for More Resilient Banks and Banking Systems
(revised June 1, 2011), available at http://www.bis.org/publ/bcbs189.pdf; Basel III: International Framework for
Liquidity Risk Measurement, Standards and Monitoring, available at http://www.bis.org/publ/bebs188.pdf;
Regulation YY: Enhanced Prudential Standards for Early Remediation Requirements for Covered Companies, 77
Fed. Reg. 594, 607-09 (proposed on Jan. 5, 2012). Of Bank of America Corporation’s $933 billion of loans,
approximately $754 billion are attributable to its largest commercial bank, Bank of America, N.A.
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Recommendation

To avoid undermining the safety and soundness of U.S. banking entities and to
protect the federal safety net and financial stability, Bank of America requests that, and
believes the Agencies should, as advocated by The Clearing House and other
commenters: *’

= create an ALM exception to the definition of “trading account” with the
appropriate conditions and safeguards identified by The Clearing House in its
comment letter.

X. The extraterritorial reach of the Volcker Rule will diminish the safety
and soundness of U.S. depository institutions and impair ther
competitiveness

A very significant and, we believe, unintended consequence of the Proposal’s
exception for certain overseas activities®' is to harm the overseas branches of U.S. banks
with respect to their ability to engage in transactions to continue to serve their overseas
customers who enter into various transactions with them and otherwise operate in
accordance with prudential guidelines. By defining “resident of the United States”* to
include branches of U.S.-organized banks and effectively providing that foreign
organizations will be subject to the Volcker Rule if they enter into transactions involving
the purchase or sale of covered financial instruments with a party that is a “resident of the
United States,” foreign financial institutions, which otherwise would not be s