
 
   
 
 

 

   
  

 
 

  

 

 

 

 

 

 

 

MEMORANDUM 

TO: File 
FROM: Division of Trading and Markets  
RE: Meeting with representatives from Barclays 
DATE: November 17, 2011 

On November 17, 2011, staff from the Division of Trading and Markets, Division of Investment 
Management, Division of Corporation Finance, Division of Risk, Strategy, and Financial Innovation, 
the Office of Compliance Inspections and Examinations, the Office of General Counsel, and counsel 
from the Chairman’s office met with the following representatives of Barclays – Emma Bailey, 
Adam Brown, Patrick Durkin, Alex Guest, Fred Orlan, Allison Parent, and Eric Yoss.  

The participants primarily discussed issues regarding the exemption for trading in government 
obligations, the criteria for permitted market making activities, the framework for monitoring 
permitted hedging activities, the impact of the restrictions on non-U.S. activities, and quantitative 
metrics.  In addition, Barclays provided a handout to the Staff as a supplement to the discussion.  
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Introduction
�

° The proposed rule represents a coordination of the regulatory challenges and the need to lim it negative m arket im pacts. 

°	 The proposal issued on O ctober 11,2011 contains a num ber of principles that w e support,including but not lim ited to: 

} Preserving banks« role in client facilitation activities,such as m arket m aking and underw riting 

} Recognizing the differences am ong liquid and illiquid asset classes 

} Em phasizing risk-based com pliance m onitoring 

} Acknow ledging the m arketplace«s use of a portfolio-based approach for m itigating risk 

} Em phasizing internal m onitoring in coordination w ith regulators 

°	 At the sam e tim e,several provisions of the proposed rule m ay result in negative m arket im pact in certain asset classes and 
adverse econom ic consequences for U S investors and issuers. 

° Today«s discussion w ill focus on im provem ents to five elem ents of the proposed restrictions on proprietary trading: 

A 

B 

D 

E 

Exem ption for trading in governm ent obligations
�

Criteria for perm itted m arket m aking activities
�

Fram ew ork for m onitoring perm itted hedging activities
�

Im pact of restrictions on non-U S activities
�

Q uantitative m etrics
�

C 
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  A G overnm ent Debt Exem ption 

Exem ption for US governm entobligations should be expanded to include 
futures on US Treasuries 

R ationale for expanding exem ption to U S Treasury futures 

° Safety and Soundness 

° Treasury futures play an im portantrole in the m arketliquidity and price discovery ofthe Treasury cash m arket,such thatthe tw o 
products are intrinsically linked1.W hen people say the Treasury m arketis the m ost liquid in the w orld,they are referring to the 
com bination ofU S Treasury cash instrum ents,and Treasury futures 

} Futures accountfor over 55% ofoverall Treasury volum e,and com prise over 75% ofvolum e in long-dated m aturities 

} Failure to exem ptTreasury futures w ill distortprice discovery and reduce liquidity in the Treasury cash m arket 

} A n exem ption for Treasury futures is necessary in order to give effectto the intentbehind statutory exem ption for U S 
Treasury cash instrum ents 

° N o increm ental risk to banking entities 

° The return profile oftrading a cash Treasury is alm ost identical to trading a Treasury future,so there is no additional risk being 
created by exem pting futures 

} O n the contrary,failure to exem ptTreasury futures w ould require banks to take extra risk as a resultofbeing unable 
to trade the futures com m ensurate w ith the cash instrum ent 

° Consistent w ith existing exem ptions 

° Exem pting Treasury futures is consistentw ith existing exem ptions for US governm entdebtand repurchase contracts,as Treasury 
futures m irror the characteristics ofthose tw o instrum ents in a single instrum ent 

° H edging exem ption is inadequate 

° Existing hedging exem ption w ould adversely affecthow Treasury futures are used in connection w ith the Treasury auctions to 
allow prim ary dealers to participate in auctions ataggressive levels 

° Dealers m ay be reluctantto participate as they currently do ifam biguity exists around the use offutures as a m ethod for 
distributing risk over tim e ¬ resulting in reduced Treasury liquidity and/or w ider spreads 

1. Brandt,M .W .,K.A.Kavajecz,and S.E.Underw ood (2007).ƒPrice Discovery in the Treasury Futures M arket,≈ Journal of Futures Markets 27,1021-51. 
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B M arket M aking Exem ption 

Som e m arketm aking criteria w ill dam age m arkets w ithoutadvancing the 
purpose ofthe rule 

Current R equirem ents for Perm itted M arket 
M aking Activities 

° R equirem ents should account for principal trading and derivative trading 
m arkets,including:
�

} Assum ption of principal risk,a fundam ental aspect of m aking m arkets,
�

1. Internal com pliance program m ust be established 

m ay result in asset appreciation as m arkets m ove
�

and sell on a regular or continuous basis
�
2. Trading desk holds itself out as being w illing to buy 

}	 U npredictable tim e horizons in w hich custom er dem and m aterializes 

°	 R egulations should account for the fact that tw o-sided m arkets do not exist for 
3. all instrum ents,particularly those in m ore illiquid m arkets 

custom ers,or counterparties 

4.	� The banking entity has all of the appropriate dealer 
registrations to transact in that activity 

5. Activity is designed to generate revenues prim arily 

6.	� Com pensation arrangem ents of m arket-m aking 
personnel are not designed to rew ard proprietary 
risk-taking 

7.	� Activity m ust be consistent w ith the com m entary, 
provided in Appendix B of the proposal,that speaks 
to the principles distinguishing m arket m aking from 
prohibited proprietary trading 

Suggested M odifications to R equirem ents 

2. Trading desk holds itself out as being w illing to buy and sell on a regular and 
continuous basis to the extent tw o sided m arkets are m ade in a given 
instrum ent 

3. Activities should be designed not to exceed the reasonably expected near-term 
dem ands of clients,custom ers or counterparties 

5. Activity is designed to generate revenues prim arily from fees,com m issions, 
bid/ask spreads or other incom e attributable to satisfying reasonably expected 
custom er dem and not attributable to asset appreciation or hedging 

R ecom m endations 

reasonably expected near-term dem ands of clients, 
Activities should be designed not to exceed the 

from fees,com m issions,bid/ask spreads or other 

hedging 
incom e not attributable to asset appreciation or 

3
�



             
           

  

 

        

 

8 

7 

6 

5 

4 

3 

2 

1 

-

B M arket M aking Exem ption 

A gencies should be careful to notdisruptthe creditm arkets,w hich has been
�
a significantfunding source for corporates and has over $7 TN outstanding
�

O utstanding US corporate bond m arket debt outstanding ($ TN ) 
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C H edging Exem ption
�

H edging requirem ents should not discourage m arket m aking or risk
�
m itigation 

Current Requirem ents for Perm itted H edging 

1.   The hedging trade is m ade in accordance w ith 
internal com pliance program
�

2.   The trade hedges one or m ore specific risks arising 
in connection w ith individual or aggregate positions 

3.   The hedge reasonably correlates to the risk it is 
intending to m itigate
�

4.   The hedge does not give rise to significant 
increm ental exposures that are not also hedged
�

5.   The hedge is m onitored on ongoing basis to confirm  
(i) com pliance w ith the policy, (ii) m aintenance of 
reasonable correlation, and (iii) m itigation of any 
significant subsequent exposure arising from  the 
hedge 

6.   Com pensation arrangem ents of person perform ing 
the risk-m itigating hedging activities are designed 
not to rew ard proprietary risk-taking 

7.   Additional docum entation requirem ents for hedges 
established at a different level than the underlying 
transaction 

Recom m endations
�

° R equirem ents should allow  banks to leverage existing effective risk-
m onitoring procedures, focusing on: 

} Trading w ithin risk and position lim its 

} End of day m onitoring 

° Approach should be consistent w ith m arket m aking com pliance fram ew ork: 

} Be cost-effective to im plem ent and not place undue burden on regulatory 
exam iners 

} R equire a m anageable am ount of data that allow s exam iners to supervise 
activities effectively 

Suggested M odifications to Requirem ents
�
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 C H edging Exem ption 

Illustrative fram ew ork for m onitoring com pliance w ith hedging exem ption 

I. Establish correlation II. Identify hedgeable risks and III.Set risk and position IV .Enforce internally w ith 
perm issible hedging instrum ents thresholds external oversight 

‹ Lim its w ill be updated 
on a regular basis,based 
on a review of the desk«s 
activities and 
underlying m arket 
conditions 

‹ Lim its w ill be subject to 
periodic internal and 
regulatory audit 

Internal m onitoring of 
com pliance w ith 

policies and lim its 

51 Identify and
�
validate
�

instrum ents w ith
�
an expected high
�

correlation to
�
specific risks
�

2 Assess hedgeable risks 
that arise in a desk«s 

individual or aggregate 
positions 4 Set risk and position 

lim its for each of the 
desk«s risks and 
positions in the 

portfolio 
3 Assign perm issible 

hedging instrum ents 
for a given desk,tied to 
risks that arise on that 

desk 

6 Supervisory review and
�
exam ination of
�

program ,including
�
records access
�

•1 Trading desks and risk 
m anagem ent identify 
hedging instrum ents 
w ith an expected high 
correlation to specific 
risks 

‹	 These analyses w ill 
be refreshed on a 
regular basis 

•2 A desk«s hedging policies and 
procedures w ill set forth those 
risks that arise in connection 
w ith the individual and 
aggregate positions that the 
desk trades w ith clients,for 
exam ple: 

‹	 M arket risk,credit risk, 
greeks (e.g.beta,gam m a, 
vega) 

3
• The hedging policies and 

procedures w ill provide each 
desk w ith perm issible hedging 
instrum ents,w hich w ill vary 
for different desks based on 
findings from steps 1 and 2 

•4 R isk m anagem ent,in 
coordination w ith the 
business head,w ill 
establish risk and position 
lim its that cannot be 
exceeded w ithout specific 
pre-approval 

•5 Internal com pliance and risk 
m anagem ent function m onitors 
com pliance w ith perm itted hedging 
param eters and lim its 

‹	 Investigations into potentially 
non-com pliant activities 

‹	 V iolations m ust be prom ptly 
docum ented,addressed,and 
rem edied 

‹	 Internal audit w ill test overall 
fram ew ork on a periodic basis 

6
• R egulatory agencies review end-of-

day reports and m etrics of the 
activities at a desk«s portfolio level 
and of risk exposures in relation to 
lim it thresholds 
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 D Foreign Exem ption 

N arrow interpretation ofthe ƒsolely outside ofthe United States≈ exem ption
�
and failure to exem ptnon-US sovereign debtinvite negative consequences
�

Discourages 
international 
lending activity in 
the U S 

Invites reciprocity 
from international 
regulators 

Disrupts U S access 
to international 
m arkets 

°	 Proposed foreign exem ption discourages non-U S banks from establishing a lending presence in the U S because 
V olcker w ould apply to activities undertaken off-shore w ith U S persons 

°	 N on-U S sovereign debt does not benefit from the exem ptions provided to U S Treasuries and liquidity is 
com prom ised in both U S and off-shore m arkets 

°	 Application is unduly invasive and operates in excess of equivalent existing hom e country regulatory regim es 

°	 O ffshore banks that offer liquidity in non U S sovereign debt to U S persons w ill be subject to additional V olcker 
com pliance protocols offering no apparent public policy benefit 

°	 To offshore banks,U S persons present a less favorable custom er profile than equivalent non-U S person 
custom ers,for w hom providing services w ill not trigger V olcker com pliance fram ew ork. 

° U S asset m anagers and corporates seeking risk m anagem ent and hedging products in non-U S local m arkets are 
disadvantaged relative to dom estic participants 

} Im plem entation costs resulting from overseas V olcker com pliance w ill likely be reflected in the pricing quoted 
to these clients 

} International banks subject to the V olcker restrictions m ay stop transacting w ith U S counterparties from their 
non-U S offices altogether to avoid im position of the V olcker m arket m aking com pliance fram ew ork 

7
�



            
       

R EPO R TIN G  CATEG O R Y SU G G ESTED M ETR ICS FO R  IN CLU SIO N SU G G ESTED M ETR ICS FO R  EX CLU SIO N

R isk M ana em ent R isk and Position Lim its
       
      

V aR   Stress V aR  Does not reveal intent  varies b  franchise 
       
         
         

     

  
      
     

     

  
  

        
    

        
  

       
 

      
  

         
       

         
        

 
       

       

  
      

       
  

  
        

  

      
       

       
  

       

   

 E Q uantitative M etrics 

Q uantitative m arketm aking m etrics should be reduced to those thatare m ost 
effective attracking com pliance w ith the perm issible activities 

M arket M aking Surveillance M etrics 

g ° ° / ¬ , y 
} Define acceptable levels of risk relative to size,horizontal com parison lim ited;subset of risk lim its 

specific m arket and size of client franchise ° V aR Exceedance ¬ Does not reveal intent,only accuracy of m odel 
° R isk Factor Sensitivities ¬ Does not reveal intent,varies by 

franchise size;subset of risk lim its 

Source-of-R evenue ° Com prehensive P& L Attribution ° Com prehensive P& L - R edundant 
}	 Define expected levels of portfolio P& L ° Portfolio P& L - R edundant 

relative to specific m arket,m arket ° Fee Incom e and Expense ¬ R edundant;relevant only to 
perform ance and size of client franchise dem onstrate existence of client revenue 

°	 Spread P& L ¬ R edundant;relevant only to dem onstrate existence 
of client revenue 

R evenue-R elative-to-R isk °	 Skew ness of Portfolio P& L and Kurtosis of ° 
Portfolio P& L 
} Define expected levels relative to specific ° 

m arket,m arket perform ance 

° 

V olatility of Com prehensive P& L and V olatility of Portfolio P& L ¬ 
R edundant and less descriptive than skew ness and kurtosis 
Com prehensive P& L to V olatility R atio and Portfolio P& L to 
V olatility R atio ¬ R edundant and less descriptive than skew ness 
and kurtosis 
U nprofitable Trading Days Based on Com prehensive and 
Portfolio P& L ¬ Creates low er liquidity in volatile m arkets 

Custom er-Facing ° Inventory R isk Turnover ° Spread P& L ¬ R edundant w ith Com prehensive P& L Attribution 
} Define expected levels relative to specific ° Inventory Aging -- R edundant w ith Inventory R isk Turnover 

m arket;m ay be low w here required to 
w arehouse risk 

° Custom er-Facing Trade R atio 
} M odify to R atio of R isk M etric rather than 

# of trades 

Paym ent of Fees, ° Pay-to-R eceive Spread R atio ¬ Does not m eaningfully reveal 
Com m issions and Spreads intent 
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