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Subject:

Restrictions on Propr ietary Trading and Certain Interests in, and Relationsh ips
with, Hedge Funds and Private Equity Funds

The O ffice of the Superi ntendent o f Financial insli lUlions Canada (OSFI) is the prude ntia l regulator and
supervisor of Canad ian banks and federa lly-regu lated non-bank depos it-taking institut ions, insurance
com panies and pensio n funds. G iven that Canadian banks have significant operat ions in the United States,
OSF I welcomes the opportun ity to comment on the above proposed restrictions, commonly known as the
"Vo lker Rule", whose ai m is to restrict banki ng entit ies' abil ity to engage in proprietary tradi ng and the ir
re lationshi ps w ith hedge fu nds and private equity firms.
The global financia l cris is and the ensuing fa il ure of many fi nanc ial institutions have left a legacy of
I'rillions of dollars in lost economi c output, millions of lost j obs and hi gher fi sca l defi cits in many
countries arou nd the world including the Un ited States. G-20 leaders have in response agreed on a
comprehensive package of fin anc ial sector reforms to reduce the risk of futu re crises and to strengt hen
banking systems around the world. These reforms are be ing supplemented by add itional actions in many
j uri sdictions to strengthen the ir domesti c banki ng systems inc luding in the US . Thus, OSF I strong ly
supports the objectives of the proposed restrictions on ban king entiti es, namely to ensure thal the trad ing
acti vities of bank s operating in the US and th eir rc lationsh ips with hedge funds and private eq uity firm s
do not undermi ne the fi nanc ia l condit ion o f those banks, nor the stability of the US fin anc ia l system as a
who le.
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The proposed restrictions could hinder foreign bank risk management practices...

Despite those laudable objectives OSFI is concerned that the current draft of the proposed restrictions
could inadvertently hinder the ability of foreign financial institutions to efficiently manage their risks,
thereby potentially undermining the financial condition of those entities and the systemic stability of
foreign financial systems. This is an especially acute concern for Canadian banks and the Canadian
financial system more broadly given the deep inter~linkages that have existed for many decades between
the Canadian and US financial systems.
Canadian financial institutions use US~owned infrastructure to conduct financial transactions in support of
their market~making activities in Canada, and in their risk management activities more broadly in support
of their Canadian and US banking operations. Some obvious examples include:
•
•
•

Active reliance on the systems operated by The Depository Trust & Clearing Corporation
(DTCC) for clearing and settlement of transactions involving US securities;
Regular use of US financial exchanges for transacting futures and options derivatives involving
both Canadian dollar and other currencies to manage financial risk exposures; and
The ubiquity of other US-owned infrastructure in global financial markets, such as Bloomberg
and the custodial services provided by some major US banking groups.

US financial institutions and US~owned financial system infrastructure thus play critical roles in key
global markets. As a result, OSFI is concerned that the draft regulations may have the unintended
consequence of significantly impeding Canadian and other foreign financial institutions' ability to
manage their risks in a cost~effective manner, which could give rise to prudential concerns in Canada and
abroad. In other words, OSFI would not wish to see US regulators taking actions that may enhance the
stability of their financial system at the cost of undermining the stability of other systems around the
world .

.•. and they could undermine the ability of foreign banks to efficiently manage their liquidity

OSFI understands that the proposed restrictions would only allow proprietary trading by banking entities
in US Treasury, state, and municipal general, limited, and pass-through obligations. However, Question
122 of the consultative document asks whether US agencies should adopt an additional exemption for
proprietary trading in the obligations offoreign governments and/or international and multinational
development banks under section J3(d)(J)(J) of the BHC Act? If so, what types of obligations should be
exempt? How would such an exemption promote and protect the safety and soundness of banking entities
and the financial stability ofthe United States?
OSFI strongly believes additional exemptions from the restrictions on proprietary trading should be given
to foreign goveI11ment securities, at least for banking groups whose parent bank is located outside of the
US. Many foreign banks play imp011ant market~making roles in the trading of government securities in
their home jurisdictions. They also actively rely on goveI11ment securities of their home jurisdiction to
efficiently manage their liquidity and funding requirements at a global enterprise~wide level; a practice
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that will be further reinforced in the future by new bank liquidity requirements that have been proposed
by the Basel Committee on Banking Supervision. Thus, OSPI believes a failure to include these
additional exemptions at least for banking entities whose parent bank is located outside of the US would
undermine the liquidity of government debt markets outside of the US and could significantly impede the
ability of foreign banks to efficiently manage their liquidity and funding requirements at an enterprise
wide level.

In closing, OSPI applauds the tremendous amount of work being done by US agencies to strengthen the
US banking system and reduce the risk of it contributing to a future financial crisis. But in implementing
reforms we urge the agencies to be mindful of the fact that US financial institutions and markets (and
their supporting infrastructure) are deeply connected to the broader global financial system. Indeed, in
many cases they represent core segments for global financial intennediation. Thus, when implementing
refonns like the Volker Rule it is impOitant to not only focus on the implications for the US financial
system, but also to take care that these restrictions do not give rise to prudential issues for other
jurisdictions.
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