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Ladies and Gentlemen: 

The Goldman Sachs Group, Inc. ("Goldman Sachs" or "we') appreciates the opportunity to comment 
on the proposed rule (the "Proposed Rule") in the notice of proposed rule making issued by the Office of the 
Comptroller of the Currency (the "OCC"), the Board of Governors of the Federal Reserve System (the 
"Federal Reserve"), the Federal Deposit Insurance Corporation (the "FDIC") and the Securities and 
Exchange Commission (the "SEC") and the notice of proposed rulemaking issued by the Commodity 
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Futures Trading Commission (the "CFTC" and, together with the OCC, the Federal Reserve, the FDIC and 
the SEC, the "Agencies") to implement the restrictions on proprietary trading and certain interests in , and 
relationships with, hedge funds and private equity funds contained in Section 619 of the Dodd-Frank Wall 
Street Reform and Consumer Protection Act ("Dodd-Frank").1 These restrictions are referred to as the 
"Volcker Rule. "2 

This letter focuses on the proprietary trading prohibition of the Proposed Rule . 3 We are submitting a 
separate letter on the hedge fund and private equity fund provisions of the Proposed Rule. 

INTRODUCTION 

We recognize that translating the statutory language of the Volcker Rule into workable regulations is 
quite a challenge . We appreciate the effort that the Agencies have made to strike a balance between 
flexibility and specificity with respect to its proprietary trading restrictions. These restrictions call for banking 
entities and their regulators to distinguish between prohibited proprietary trading and critically important
and statutorily protected-market making-related, underwriting and hedging activities. 

The Proposed Rule acknowledges this challenge by asking the right questions. It has already led to a 
productive dialogue among the Agencies , the industry and market participants, including not only the 
banking entities subject to the Volcker Rule, but also our customers, who rely on the vital financial 
intermediation and capital-raising services that banking entities such as Goldman Sachs provide. 

We have carefully reviewed the Proposed Rule and considered its potential consequences . To qualify 
as permitted market making-related, underwriting or hedging activity under the Proposed Rule, trading 
activity must satisfy numerous requirements. To qualify as market making-related , for example , there are 
seven independent criteria that are set forth in the Proposed Rule, each of which much be met. 
Quantitative trading metrics-calculations that, in context, can be helpful for indicating the character of 
trading activity-are only one part of one of these seven criteria . As we explain in more detail in this letter, 
we believe quantitative trading metrics are the single most valuable tool available to regulators for 
distinguishing between prohibited and permitted activities. A compliance program structured around 
metrics, if designed and implemented appropriately, will be robust and flexible . Metrics can be tailored to 

1 	 Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships with , Hedge Funds 
and Private Equity Funds, 76 Fed. Reg. 68846 (proposed Nov 7, 2011) (OCC, Federal Reserve, FDIC and SEC) 
and Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships with, Hedge 
Funds and Private Equity Funds, • Fed. Reg. • (proposed • , 2012) (CFTC). We refer to both the joint notice of 
proposed rulemaking, 76 Fed. Reg. 68846 (proposed Nov 7, 2011) and the CFTC notice of proposed rulemaking 
as the "Proposed Rule, " but we cite to pages of the Federal Register version of the joint notice of proposed 
rulemaking (the "NPR"). We also refer to the text of the proposed common rules (including the appendixes) as the 
"Proposed Rule," the text preceding the proposed common rules as the "Preamble" and the appendixes of the 
Proposed Rule as the "Appendixes." 

2 	 The Volcker Rule is codified as Section 13 of the Bank Holding Company Act of 1956, as amended (the "BHC 

Act"). 


3 A table of contents is provided in Annex A This letter is not intended as a comprehensive response to all of the 
Agencies' requests for comments on the proprietary trading prohibition. 
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different asset classes and markets, which avoids the many inevitable drawbacks of a "one size fits all" 
approach . 

Yet metrics receive too little emphasis in the Proposed Rule . The remainder of the criteria for 
permitted activities , which are generally qualitative, often appear inappropriately restrictive and in many 
cases are not flexible enough to work effectively across a range of markets and asset classes . 
Commentary throughout the Proposed Rule also creates many negative presumptions (that is, 
circumstances in which trading will be presumed to be prohibited proprietary trading) . Within this 
framework , the usefulness of quantitative trading metrics would be severely limited . Accordingly, our key 
recommendation is that the Proposed Rule be substantially altered to refocus on the application of 
quantitative trading metrics in a flexible manner, simplify other criteria for permitted activities and remove 
negative presumptions and other commentary that we identify in this letter. 4 

Without substantial revisions, the Proposed Rule will define permitted market making-related , 
underwriting and hedging activities so narrowly that it will significantly limit our ability to help our clients
businesses and investors in the United States and around the world-raise capital , manage their risks, 
invest their wealth and generate liquidijy from their holdings. As one of several major U.S.-based, 
internationally active dealers in securities, commodities and derivatives, a primary dealer of sovereign debt 
in 18 countries (including the United States) and a provider of investment banking and other capital-raising 
services around the world , we think that the final rule must be modified in order to avoid this unintended 
and unfortunate outcome. 

Our hope is that, as some have already suggested, Volcker Rule compliance will be an iterative 
process that the Agencies will approach with open minds over the multi-year conformance period.5 This will 
prove to be difficult unless the final rule is a more neutral and adaptable construct without negative 
presumptions or undue restrictions on permitted activities. In this letter, we offer suggestions that we 
believe can accomplish this goal and specific recommendations that we hope will be helpful to the 
Agencies as they draft the final rule . 

4 	 We also note that the Preamble to the Proposed Rule appears to describe the quantitative trading metrics as 
supplemental to the text of the Proposed Rule itself (e.g., NPR at 68882-83). The final rule should state clearly that 
the quantitative trading metrics, guided by the principles articulated in the final rule, will be used to evaluate 
compliance with the requirements of the statute. 

5 	 For example, at the January 18, 2012 hearing of the House of Representatives on the Volcker Rule, Governor 
Tarullo said: "[T]he proposed rule, as you can tell, is informed by an expectation that there's going to be an iterative 
quality to its implementation." Examining the Impact of the Volcker Rule on Markets, Businesses, Investors and 
Job Creation: Heating before the Subcomm. on Capital Markets and Government Sponsored Enterprises and the 
Subcomm. on FinanCial Institutions and Consumer Credit of the H. Comm. on Financial Services, 112th Cong. 
(2012) (statement of Daniel K. Tarullo, Member, Board of Governors of the Federal Reserve System). 
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This Introduction discusses the following topics: 

• 	 the statutory requirements for market making-related, underwriting and hedging activities , as well 
as the recommendation of the Financial Stability Oversight Council (the "FSOC"), in its study of 
the Volcker Rule ,6 of a quantitative metrics-based approach to evaluate such activities that would 
be developed over time and through experience; 

• 	 the Proposed Rule 's approach and the key problems that are likely to arise from language that is 
too narrowly crafted to allow important permitted activities ; 

• 	 the most critical issues in the Proposed Rule that are likely to harm both markets and banking 
entities ' customers; and 

• 	 the need for a multi-phase implementation of the proprietary trading prohibition of the Volcker 
Rule to minimize unintended disruptions to markets and unnecessary costs. 

We provide a high level overview of each of these issues before we discuss specific problems with 
the Proposed Rule in greater detail in the body of this letter. 

The Statutory Requirements and the FSOC's Recommended Approach 

The main challenge of the Volcker Rule's prohibition on proprietary trading is not a result of the 
fundamental requirement of the statute: that banking entities eliminate their standalone proprietary trading 
businesses. Chairman Volcker and Congress clearly intended to prohibit these "walled-off' or "bright-line" 
proprietary trading businesses,7 and we , along with many of our peers , have already exited these 
businesses.8 The real problem with the Proposed Rule is that it fails to properly and effectively exempt from 
its strictures those activities that Congress clearly intended to allow, and that the FSOC Study 
acknowledged as vital for effective markets.9 These include market making-related, underwriting and 
risk-mitigating hedging activities. 

The statutory exemptions for these permitted activities are conceptually straightforward: market 
making-related and underwriting activities are permitted provided that they "are designed not to exceed the 

6 FSOC, Study & Recommendations on Prohibitions on Proprietary Trading & Certain Relationships with Hedge 
Funds & Private Equity Funds 36-43 (Jan. 2011) (the "FSOC Study"). 

7 Chairman Volcker appeared to have "bright-line" proprietary trading businesses (generally readily identifiable units 
with dedicated trading capital) in mind when he stated, "[E)very banker I speak with knows very well what 
'proprietary trading' means and implies.... [Banking entities] have sometimes explicitly labeled a trading affiliate 
or division as 'proprietary', with the connotation that the activity is, or should be, insulated from customer relations." 
Prohibiting Certain High-Risk lnv.estment Activities by Banks and Bank Holding Companies: Hearing Before the 
S. Comm. on Banking, Housing & Urban Affairs, 111th Cong. (2010) (written statement of Paul A Volcker, 

Chairman, President's Econ. Recovery Advisory Bd.). 


8 	 We have already exited certain trading businesses that are inconsistent with the limits on proprietary risk-taking in 
the Volcker Rule. In 2010 and 2011 , we liquidated substantially all of the positions in our Principal Strategies 
business in our Equities business unit and our former global macro proprietary trading business. 

9 	 FSOC Study at 1, 16. 
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reasonably expected near term demands of clients, customers, or counterparties,"10 and hedging activities 
are permitted provided that they are "designed to reduce.. . specific risks" that are "in connection with and 
related to" individual or aggregated positions, contracts, or other holdings. 11 

The statutory language does not define these permitted activities narrowly, impose negative 
presumptions or require after-the-fact analysis potentially down to the level of a single trade-but the 

Proposed Rule does. With respect to risk-mitigating hedging , the statutory language does not provide 
detailed prescriptions as to how risk must be reduced-but the Proposed Rule does. The FSOC Study 
considered the varied nature of financial intermediation services and hedging in markets as diverse as 

equities, fixed income, commodities, interest rates and foreign exchange, among others, and the need to 
account for that variation in the implementing regulations-but the Proposed Rule does not. 12 

It can be difficult in practice to distinguish permitted activities from prohibited ones when dealing with 
a wide array of markets, market practices and clients, customers and counterparties of banking entities .13 

To help draw this distinction, the FSOC Study proposed using quantitative trading metrics .14 Under the 
FSOC's recommended approach, these metrics would not be subject to pre-set fixed limits, but would 
instead provide indicative and contextual data that would enable regulators to develop a view, which could 
evolve over time , as to whether a banking entity's trading activities in a given asset class or market were 

consistent with the prohibition on proprietary trading. 15 If a particular business's metrics fell outside of 
thresholds established by banking entities and reviewed by their regulators , regulators would examine the 
activity in question in more detail and evaluate whether its design was consistent with the permitted 

activities exemption or should be modified to conform to the statutory requirements. 16 

10 Section 13{d)(1 )(B) of the BHC Act (emphases added). 

11 
 Section 13(d)(1 )(C) of the BHC Act (emphases added). In view of this clear statutory language, it would appear 

that, if any presumptions are to apply, market making-related, underwriting and hedging activities should be 
presumptively permissible. In contrast, under the Proposed Rule, they would often be presumptively prohibited . 

12 	 E.g., FSOC Study at 18-19, 22-23, 26-27. 
13 	 The Preamble to the Proposed Rule notes that market making in particular cannot be defined in a uniform way that 

will hold true across varied asset classes and markets. E.g., NPR at 68871 ("The Agencies . .. recognize that 
[indicia of market making-related activities] cannot be applied at all times and under all circumstances because 
some may be inapplicable to the specific asset class or market in which the market making activity is conducted."). 
As we explain in this letter, however, we are concerned that the Proposed Rule itself does not adequately reflect 
this understanding. 

14 FSOC Study at 36-37. 
15 ld. at 37 ("[M]etrics are best utilized by Agencies as a key source of information for identifying potentially 

problematic trading activities that may require further study, rather than a comprehensive, dispositive tool. In 
addition , the relevance or utility of any particular metric may vary significantly depending on the asset class, 
liquidity, trading strategy and market profile of the trading activity in question."). For example, a market maker may 
engage in more inter-dealer trading (as indicated by customer-facing activity metrics) and may retain more 
principal risk (as indicated by risk metrics such as Value at Risk ("VaR")) in a less liquid market or for larger-sized 
transactions than in a more liquid market or for smaller-sized transactions, but this may not necessarily be 
indicative of proprietary trading. 

16 	 We emphasize that our approach does not assume that a banking entity's current activities should be a 
permissible "baseline" for the quantitative trading metrics. Instead, we intend for our approach to provide regulators 

(footnote continued) 
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We believe that this metrics-based approach remains the right one, but only if it is utilized in the 
flexible way that the FSOC Study envisioned . A metrics-based approach is unlikely to produce many "bright 
lines" initially, and both the design and implementation will require robust and ongoing dialogue between 
banking entities and their regulators. This is inevitable because determinations under the Volcker Rule will 
require the application of judgment to fact-specific situations. It is also desirable, because neither regulators 
nor banking entities can predict today all of the challenges that will arise in implementing the Volcker Rule, 
or how markets will evolve in the future. A metrics-based approach is consistent with the FSOC Study's 
recommendation that "(t]he Volcker Rule ... be implemented with the understanding that markets, products 
and trading activity will continue to evolve. Agencies ' supervisory approaches should be flexible enough to 
account for this evolution. "17 

Key Problems with the Proposed Rule 's Approach 

The Proposed Rule undercuts the statutory language and the FSOC Study by taking a narrow view of 
market making-related , underwriting and hedging activities . This view appears to be based largely on the 
model of highly liquid and exchange-traded U.S. equity markets and appears to assume that market 
makers play an agency role , matching buyers and sellers without, in many cases, assuming much principal 
risk.18 This model seems to underlie the Proposed Rule 's restrictions on banking entities ' ability to hold 
inventory and to hedge, as well as the requirement that a market maker's revenues must be designed to 
come "primarily" from fees, commissions and spreads. 19 

But markets such as interest rates, credit , commodities , and foreign exchange, and even many 
equities markets (including emerging markets and block trading in equities generally) , operate differently 
from those for U.S. equities traded on exchanges in smaller than "block" sizes. These markets are 
generally less liquid , much of the trading is done over-the-counter ("OTC"), "on screen" prices are often 
unavailable, buyers and sellers often cannot be matched promptly (much less instantaneously) or in 
positions of the same size , inter-dealer trading is necessary for price discovery and risks often cannot be 
"perfectly" hedged. 

The Proposed Rule 's rigid application of an agency-based, exchange-traded equities paradigm 
threatens to reduce liquidity in these markets. Generally, liquidity can be thought of as a spectrum reflecting 
the degree to which an asset can be converted to cash (or cash equivalents) reasonably quickly, with as 
small a discount as possible to the price that might have been obtainable over a longer time horizon , and 
without causing large price movements. When an asset is illiquid, trading is more costly, and fees or 

(footnote continued) 

with needed flexibility to develop views on threshold levels of quantitative trading metrics that should represent 
permissible activities for different markets and asset classes. These metrics will need to be viewed holistically, and 
no one metric should be determinative of whether a particular trading unit's activities will be considered prohibited 
proprietary trading . 

17 /d. at 26. 
18 As we discuss in more detail in this Introduction and in Section I.A, this view is often inaccurate even when applied 

to exchange-traded equities, particularly for large block trades, illiquid small-capitalization issuances and emerging 
markets. It also imports requirements that are properly applicable only to exchange-registered "specialist" market 
makers, which represent only a small subset of all market makers and generally trade in smaller than "block" sizes. 

19 Section _4(b)(2)(v) of the Proposed Rule. 
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spreads are higher. Even more fundamentally, because liquidity is inherently valuable, illiquidity also 
generally reduces fair values , outside the context of any particular trade . Liquidity is especially critical in 
periods of market dislocation. Without it, volatility can increase substantially. 

Market makers are essential providers of liquidity, buying or selling when markets are imbalanced 
and building and holding inventory to meet future customer demand.20 In fact, in many markets, market 

makers provide the vast majority of the liquidity, and can be the only providers of liquidity in times of stress, 
when other market participants may withdraw.21 

Reducing liquidity will have tangible costs for companies and investors alike and will pose obstacles 
to the free flow of capital and efficient allocation of resources throughout the United States and global 
economies. A recent study by Oliver Wyman estimated the potential effects of the Volcker Rule on the 

$7 trillion corporate credit market that is vital to the U.S. economy. In this market alone, Oliver Wyman 
estimates that an overly restrictive application of the Volcker Rule could cost investors as much as 
$90 billion to $315 billion in mark-to-market losses on their existing holdings, and $1 billion to $4 billion in 

higher annual transaction costs.22 The same study also estimated that issuers of U.S. corporate bonds 
could face $12 billion to $43 billion in higher annual borrowing costs to compensate investors for lower 
liquidity.23 This is capital that could otherwise go to investment and job creation, or be returned to 

shareholders. 

Although one of the key aims of Dodd-Frank was to promote greater stability in financial markets, we 

are concerned that the Proposed Rule could inadvertently increase systemic risk rather than reduce it. 
Even in more stable markets, the Proposed Rule may push trading activity offshore or to less well-regulated 
sectors, leaving regulators with a less comprehensive view of market risks and a reduced ability to 

anticipate and address periods of market stress?4 

20 Providing liquidity is at the heart of market making. See, e.g., the comment letter on the proprietary trading 
prohibition of the Volcker Rule submitted by AllianceBernstein L.P. on November 16, 2011, p. 2 ("Market making is 
a core function of banking entities and provides liquidity needed by all market participants, including the pension 
funds, endowments and individual investors that are (AIIianceBernstein's] investment management clients. We 
believe it is crucial that the steps mandated by the Dodd-Frank Act be implemented in a manner that does not 
disrupt the liquidity necessary for functioning securities markets and impose potentially prohibitive costs and 
burdens on market participants."). 

21 The National Association of Securities Professionals ("NASP") has noted that "[b]roker-dealers-both large and 
small-are obligated to act as agent for buyers and sellers by executing their orders in the market, or act as a 
principal by supplying liquidity directly to clients. This role is particularly vital to US interests on a routine basis and 
even more so in times of crisis when natural buyers may be hard to find." Comment letter on the proprietary trading 
prohibitions of the Volcker Rule submitted by NASP on December 21 , 2011, p. 1. 

22 Oliver Wyman, The Volcker Rule Restrictions on Proprietary Trading: Implications for Market Liquidity 4 

(Feb. 2012). 


23 /d. 

24 Oliver Wyman provided the following analysis of the consequences of pushing trading activity to entities not 
subject to the Volcker Rule "[T]he natural question arises of whether new or existing firms not subject to Volcker 
would take the place of today's bank-affiliated market makers. The answer is a complex and qualified 
eventually. ... In some asset classes, hedge funds and other active traders can and do provide incidental liquidity 
as they pursue trading strategies. However, such firms do not have a business model based on making markets, 

(footnote continued) 
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In addition to providing liquidity, market makers play a critical role in helping clients to reduce and 
hedge risk, often by assuming risk on their behalf. This is true in all markets, not just the smaller and less 
liquid ones. Because of economies of scale, risk diversification and broad experience in risk management, 
market makers can often manage risk more effectively and less expensively than their customers can on 
their own . But to do so, market makers need to act as principals by committing capital, and then to hedge 
effectively, whether dynamically, on a portfolio basis or across asset classes (or using a combination of 
these strategies), and whether by trading directly with customers or with other dealers. All of these activities 
could raise red flags under the Proposed Rule 's narrow definition of permitted hedging and its 
presumptions against inter-dealer trading. 

If the constraints of the Proposed Rule make hedging prohibitively expensive (or even prohibit it 
entirely) , banking entities' clients and customers will be forced to hold more risk on their own books. This 
will increase the volatility of their earnings and hurt their share prices. which in turn will raise their cost of 
capital , reduce their capacity to invest, lower their returns to shareholders and diminish their appeal as 
strategic partners. 

To illustrate the problems with the construction of the Proposed Rule and what is at stake, we offer 
two "real-world" examples. Both highlight the key point that, to facilitate customer transactions effectively, 
market makers often must commit capital, hold positions in inventory and be exposed to price movements 
of the inventory while they do so. Any uncertainty about the permissibility of these activities under the 
Proposed Rule will threaten the range of services that market makers could otherwise provide to their 
clients and customers. Furthermore, while market makers typically hedge their exposures to price 
movements of inventories, if the Proposed Rule is adopted as drafted , they may not always be able to do 
so economically and in a manner that satisfies the Proposed Rule 's restrictions on permitted hedging. 

First, consider a U.S. company that issues bonds to finance its expansion plans . A banking entity 
facilitates the bond issuance in two ways. As an underwriter, it purchases the bonds directly from the 
company and redistributes them to the broader market. This underwriting activity is clearly covered by the 
statutory exemption . However, this is not the end of the banking entity's involvement. The banking entity will 
typically also engage in critical market making-related activities in connection with the underwriting, the 
treatment of which is less clear under the Proposed Rule. As a market maker, the banking entity may help 
deepen the market for the bonds by buying back the company's outstanding debt. This is necessary when 
investors prefer to buy the issuer's new (and more liquid) bonds but may need to exchange the issuer's 
older (and less liquid) bonds to free up capacity in their portfolios or to meet their own investment 
mandates. 

The banking entity provides this liquidity by buying the older bonds, even if it may not anticipate being 
able to resell them quickly. To resell the older bonds quickly, the banking entity would have to offer a 
significant price concession (discount), but by making the issuer's credit available at lower prices, this 
would reduce the price of the new bonds. To avoid this result, the banking entity may hold the older bonds 
in inventory until it is able to resell them under more favorable conditions . It will need to hedge this position, 

(footnote continued) 

and are at best opportunistic sources of liquidity.... Many funds withdraw from the markets in times of trading 
stress.... [Furthermore, p]ushing the critical and complex activity of market making outside of the most carefully 
regulated financial institutions is both inconsistent with the statute and a poor policy outcome." !d. at 18 (emphasis 
in original). 
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and may seek to hedge on a portfolio basis or with instruments that might not perfectly hedge the 
exposure. By broadening the market for the new bonds , the banking entity helps the company raise capital 
at a better price-which is, of course, the goal of underwriting. 

If the Proposed Rule is adopted as drafted, the banking entity may be unable or unwilling to 
repurchase the company's outstanding debt because it is uncertain as to whether it can hold the older 
bonds in inventory, whether it can generate revenues from changes in the price of the bonds while they are 
held in inventory or whether it can properly hedge its resulting risk. As a result , the company may raise less 
capital because fewer investors may be willing to buy the new bonds without reselling the older ones. 
Furthermore, because the new bonds would be issued in a less liquid market with wider bid-offer spreads, 
they may actually be less valuable than they would have been before the Volcker Rule . To compensate for 
this illiquidity cost, investors will likely demand higher yields, raising the issuer's cost of capital. 25 

Second, consider a U.S. pension fund that decides to sell a large stake in a company's stock to fund 
its near-term pension obligations. To sell a large stake without significantly depressing the market price or 

signaling its intentions to the broader market, the pension fund will tum to a market maker to execute a 
large (or "block") trade. The market maker will buy the entire position from the pension fund , at a discount 
to the market price, and resell it to the broader market. Depending on the prevailing market conditions , to 
avoid price dislocation, the market maker may need to hold a portion of the block on its own books and 
gradually resell the remaining stake. 

As in the first example, if the Proposed Rule casts doubt on the market maker's ability to resell the 
stake over time, restricts the market maker from generating revenues from price movements (even 
unintentionally) or limits the availability of permissible hedges, then the market maker will need to minimize 
its inventory and , as a result, will likely charge the pension fund a higher discount so that it can quickly 
resell the stake at what may be reduced prices.26 Higher discounts would erode savings, raise costs for 
employers and reduce pension security for the fund 's participants, and could drive pension funds to raise 
their risk profiles to meet their funding needs. 

These two examples-and many more are given in this letter-suggest that the Proposed Rule 
should be substantially reworked to ensure that the Volcker Rule does not unintentionally harm U.S. 
businesses, U.S. investors and their global counterparts, and U.S. banking entities . The negative 

25 In connection with the January 18, 2012 hearing of the House of Representatives on the Volcker Rule, Alexander 
Marx, the Head of Global Bond Trading at Fidelity Investments, also noted this real-world effect of decreased 
market liquidity, stating that "[t)here are at least three negative outcomes arising from this reduced liquidity: 
[b)usiness growth and activity will be hampered as a result of companies and municipalities having less efficient 
access to capital, with resulting deleterious effects on employment and the economy. Security transactions will be 
more challenging to carry out and there will be negative effects on the investment performance of the funds that 
individual investors, pension plans, and other institutional investors hold. A less predictable flow of purchases and 
sales of securities, caused by the foregoing factors , will result in price uncertainty and higher volatility, which would 
ultimately damage issuers and investors alike." Examining the Impact of the Volcker Rule on Markets, Businesses, 
Investors and Job Creation: Hearing before the Subcomm. on Capital Markets and Government Sponsored 
Enterprises and the Subcomm. on Financial Institutions and Consumer. Credit of the H. Comm. on Financial 
Services, 112th Gong. (2012) (written statement of Alexander Marx). 

26 As we discuss in more detail in Section I.A.5, while the Proposed Rule offers a block trade exemption, it may be 
too narrow, and it is unclear how the revenue generation requirement would operate in this context. 
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consequences could be far-ranging , with the Volcker Rule putting U.S. banking entities at a severe 
competitive disadvantage to their non-U .S. counterparts , imposing substantial costs (which do not appear 
to have been sufficiently analyzed 27

) and hindering many traditional financial activities that create no 
meaningful risk for banking entities, other financial services firms or countless industrial and other 
nonfinancial companies . Trading in the sovereign debt of non-U .S. governments is also likely to be 
hindered , as several non-U .S. financial authorities have recently stated, 28 to the detriment of the global 
economy and the safety and soundness of the U.S . financial system. 

We endorse the goal of strengthening the safety and soundness of the U.S. financial system, and we 
understand that Congress has mandated a change in our business. We are not arguing that the line 
between permitted activities and prohibited proprietary trading be drawn in such a way as to permit all 
activities in which we have historically engaged. Yet we do not believe that Congress intended Dodd-Frank 
to cause any of the negative consequences described above. Indeed, Dodd-Frank mandates that the 
Agencies' coordinated rulemaking "avoid providing advantages or imposing disadvantages to the 
companies affected by [the Volcker Rule] and ... protect the safety and soundness of banking entities and 
nonbank financial companies supervised by the [Federal Reserve] ."29 

The Most Critical Issues with the Proposed Rule 's Definitions of Permitted Activities 

As we noted above, notwithstanding the conceptual clarity of the statute 's permitted activities (and 
the FSOC Study's endorsement of an approach that preserves that conceptual clarity) , the Proposed Rule 
goes in a different direction. It includes extensive qualitative descriptions of what will constitute permitted 

market making-related , underwriting and hedging activities . It relies heavily on the paradigm of highly liquid 
and exchange-traded U.S. equity markets. And it establishes negative presumptions that may be difficult to 
rebut.30 This approach is not required by the statutory language of the Volcker Rule , is contrary to the 

recommendations of the FSOC Study, and is otherwise inappropriate in several key respects: 

27 	 The absence of a cost-benefit analysis of the Proposed Rule is discussed in detail in the comment letter on the 
proprietary trading prohibition ofthe Volcker Rule submitted by the Securities Industry and Financial Markets 
Association , The Clearing House, The Financial Services Roundtable and the American Bankers Association. We 
support the analysis in that letter and the concerns expressed about the level of costs imposed by the Proposed 
Rule. 

28 We discuss some of the comments already submitted by non-U.S. financial authorities on this topic in 
Section I.A.S. 

29 Section 13(b)(2)(B)(ii) ofthe BHCAct. 
30 	 The FSOC Study and the Proposed Rule both cite SEC guidance on indicia of market making in U.S. equity 

markets (guidance that, itself, is more indicative of "specialist" market making than of most types of market 
making), and these indicia factor heavily in the Proposed Rule. E.g., FSOC Study at 28-29; NPR at 68870-71 , 
n.148. As part of the same discussions in the respective documents, however, the FSOC Study and the Proposed 
Rule both acknowledge that these indicia may be different in other markets, particularly less liquid ones. We are 
concerned that this acknowledgment could ultimately be of limited use under the Proposed Rule because the 
Proposed Rule effectively requires a banking entity (and its regulator) to try to analogize each trading activity to 
U.S. equities, which is often a strained and inapposite comparison, rather than directly evaluate the trading activity 
under the statutory language of the Volcker Rule. We discuss this issue in more detail in the body of this letter. 
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• 	 Inter-dealer trading: Appendix B of the Proposed Rule provides that "market makers ... typically 
only engage in transactions with non-customers to the extent that these transactions directly 
facilitate or support customer transactions ."31 This statement, and the severe limits on 
inter-dealer trading that result from it, are inconsistent with the statute , which refers equally to 
"counterparties" as it does to "customers and clients ." Even more importantly, the statement is 
factually inaccurate when applied to many markets and could severely limit key elements of 
market making that depend on inter-dealer trading . 

The FSOC Study acknowledged the role of trading in price discovery and market making as "an 
important and necessary part of managing the risk exposure of a market maker."32 In many 
cases, participation in inter-dealer markets is necessary to provide accurate prices to customers 
and is an indispensable source of hedging transactions for market makers seeking to mitigate 
risks arising from customer transactions. Inter-dealer markets also allow customers to access a 
larger pool of liquidity than any single dealer could provide. The range of customer transactions 
that a market maker would realistically be able to facilitate would be severely constrained if it 
could not price, exit or hedge positions through inter-dealer trading . 

• 	 "Regular or continuous" willingness to buy or sell and provide price quotes: The Proposed 
Rule requires that a market maker "hold itself out as being willing to buy and sell " an instrument 
in which it makes a market "on a regular or continuous basis," and seems to suggest that this 
requirement is to be met primarily by regularly providing price quotes (in more liquid markets, 
"continuous[ly]" making "broadly disseminated" two-sided quotes).33 These activities are 
characteristic of some U.S. equity market making in some circumstances (for example, trading of 
certain U.S. equity securities in smaller than "block" sizes) , but do not generally apply to portions 
of the U.S. equity markets, other less liquid markets or markets, such as fixed income markets, in 
which demand is distributed over a much larger number of instruments, many of which are rarely 
traded and are therefore rarely priced. 

Furthermore, the Proposed Rule's suggestion that market makers should be registered to trade 
on exchanges and its description of market making-related activities as being generally 
"passive"34 do not reflect the role that market makers play in bridging supply and demand across 
fragmented markets and trading platforms by engaging in "active" trading and using a range of 
order types to manage inventory and test the depth of markets. 

• 	 Inventory management and primary dealer requirements: The Preamble to the Proposed 
Rule suggests that trading by a market maker in anticipation of customer trades must be "related 
to clear, demonstrable trading interest of clients, customers, or counterparties, "35 which would go 
far beyond the statutory requirement that such trading be "designed. not to exceed the reasonably 
expected near term demands of clients , customers , or counterparties ." Indeed, this interpretation 

31 NPR at 68961 (emphasis added). 
32 FSOC Study at 24. 
33 NPR at 68870-71 . 

34 E.g., id. at 68960. 
35 ld. at 68871 . 
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would be contrary to the statutory language, since "clear [and] demonstrable" and "reasonably 
expected" are essentially mutually exclusive. The statutory test implies something that can be 
reasonably, but not definitively, anticipated in advance through experience and inferences based 
on market conditions, that has, by definition, not yet risen to the level of "clear [and] 
demonstrable." The statutory language would have no meaning if all customer trading interest 
needs to be "clear [and] demonstrable." 

Furthermore, the statutory language suggests that regulators should focus on how trading 
activities are designed to meet the reasonably expected near term demands of clients, 
customers or counterparties over time, not how those demands have actually manifested 
themselves at any given point in time. If market makers do not have discretion to accumulate and 
manage inventory without a direct relationship to a specific customer trade, their ability to provide 

liquid~y and maintain an orderly market will be greatly limited. Customers', clients' and 
counterparties' transaction costs will rise, and the value of their investment holdings will fall , 
especially in periods of market stress.36 

Finally, the exemption for market making-related and underwriting activities may not always be 
sufficient to permit banking entities to satisfy their obligations as primary dealers of sovereign 

debt in non-U .S. jurisdictions, where they may, for example, be required to purchase allotments 
even if they cannot be resold to customers in the near term . 

• 	 Sources of market making-related revenues: The Proposed Rule requires that permitted 
market making-related activities be designed to generate revenue "primarily from fees, 
commissions , bid/ask spreads" and other sources not attributable to price movements of 
positions in inventory or hedging. 37 Once again, the Proposed Rule appears to presuppose a 
highly liquid market in which market making-related activity is close to agency trading . This is 
problematic because most markets are fragmented and illiquid and require market makers to 
take and retain principal risk . For example , in its study of the credit default swap ("CDS") market, 
the Federal Reserve Bank of New York (the "FRBNY") found that "the combination of low and 
variable trading frequency with large and homogenous notional trade sizes ... seems to highlight 
the importance of market makers. who are willing to take on a position in a rarely traded asset 
and hold the risk for some time.''38 In markets such as this, revenues will not always come 

36 Maintaining inventory is critical to making a market in a number of instruments. In the case of corporate credit 
instruments or structured credit instruments (which cannot be sold short), market makers must hold inventory to 
accommodate sales to customers. Even in equities, market making-related activity involves accumulating and 
managing inventory to meet expected customer demands and to keep orderly markets. Maintaining inventory also 
helps to speed trade execution for customers, reduce volatility and improve pricing. 

As we discuss in more detail in Sections I.A.5 and I.A.6, market makers must also have discretion to dispose of 
inventory in a manner that allows them to provide the best prices to customers without unnecessarily increasing 
volatility or otherwise disrupting the market. However, the Proposed Rule would constrain this necessary discretion 
by creating uncertainty about a banking entity's ability to hold inventory and the treatment of revenues from price 
movements of that inventory. 

37 Section _.4(b)(2)(v) of the Proposed Rule. 
38 Kathryn Chen et al. , An Anal:tsis of CDS Transactions: Implications for Public Reporting, FED. RESERVE BANK OF 

N.Y , STAFF REPORT No. 517, Sept. 2011 , at 10. 
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"primarily" from customers .39 A revenue test based on a "primarily" standard will likely also be 
unworkable in more volatile markets such as commodities, where revenues from price 
movements may be significant, even when positions are held for relatively short periods of time. 

• 	 Dealer registration requirements: To rely on the exemption for market making-related activities , 
the Proposed Rule requires that a banking entity be an SEC- or CFTC-registered dealer (or 
exempt from such registration) or be engaged in the business of a dealer in a non-U.S. 
jurisdiction and subject to substantive local regulation .40 Effective market making often requires 
that a banking entity trade on several exchanges and platforms and in a variety of markets , 
including ones in which the banking entity trades through legal entities other than SEC- or 
CFTC-registered dealer entities . Furthermore, many non-U .S. markets simply do not provide 
substantive regulation of dealers for all asset classes. Consequently, the Proposed Rule may 
prevent banking entities from participating in those markets. 

• 	 Underwriting and market-stabilizing practices by underwriters: Although the Preamble to the 
Proposed Rule states that the underwriting exemption is intended to cover private placements41 

and to "permit underwriters to continue to employ existing practices to stabilize a distribution of 
securities ,"42 the Proposed Rule itself uses technical SEC terms and other language that, in our 
experience, are not broad enough to give effect to this intention. Furthermore, the requirement 
that permitted underwriting-related activities be "solely" in connection with an underwriting is not 
only inconsistent with the statute , but may also create uncertainty about many 
underwriting-related activities that are integral to underwritings and beneficial for capital raises . 

• 	 Permitted hedging strategies: Whereas the statute requires that permitted hedging activities be 
"designed to reduce . . . specific risks," the Proposed Rule goes further by requiring that hedging 
positions be "reasonably correlated" to the respective underlying positions and not introduce any 
new "significant exposures ."43 These conditions could unduly restrict a great number of effective 
hedging strategies, including portfolio hedging and "scenario" hedging of macroeconomic risks, 
which can legitimately and effectively reduce specific risks . As a result , the Proposed Rule could 
actually decrease safety and soundness by reducing effective risk management options . 

As we will explain in more detail, these concerns can be resolved in the final rule without creating 
loopholes for prohibited proprietary trading. For example, to evaluate the amount of inter-dealer trading that 
is consistent with market making-related or hedging activity in a particular trading business, 
customer-facing activity metrics will be more effective than the Proposed Rule 's negative presumptions 

39 	 Consistent with our view that metrics represent the best path forward , we believe that customer revenues 

themselves, as measured by Spread P&L or other metrics, are a useful reference point, especially because a 

proprietary trading desk would generally not be expected to earn any revenues this way. However, the "primarily" 

standard remains problematic. 


40 	 Section _.4(b)(2)(iv) of the Proposed Rule. 
41 	 NPR at 68867. 

42 	 /d. at 68925. 

43 	 Sections _ .5(b)(2)(iii)-(iv) of the Proposed Rule. 
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against inter-dealer trading and will avoid the adverse consequences to liquidity that would accompany 
those negative presumptions.44 

For the metrics-based approach to be effective, however, the final rule will also need to provide a less 
granular definition of "trading unit," acknowledging that it will be appropriate in many cases for the smallest 
trading unit to be larger than what the Proposed Rule refers to as a single trading desk. Although 
calculating quantitative trading metrics over a banking entity's entire trading business could conceivably 
"mask" prohibited proprietary trading, we believe that it will be possible to measure metrics at reasonable 
intermediate levels, and over reasonable time periods, in a way that will allay this concern while mitigating 
extreme operational expenses and burdens and unreliable results-all of which would accompany any 
trade-by-trade analysis of permitted market making-related or other activities.45 Effective and appropriate 
use of metrics will also avoid creating adverse effects on traders' effective market making, which could 

further reduce liquidity and raise costs to customers . 

Timeline and Process for Implementation and Other Topics 

Because the Volcker Rule applies to a range of highly complex and variable trading operations, it will 
take substantial time for the Agencies to develop a full understanding of how to apply its requirements to 
different asset classes and markets. It will also take time for banking entities to build the necessary 

compliance infrastructure. In view of this, as well as the delayed timing of the final rule , we recommend that 
the Federal Reserve 's conformance rule be revised with respect to the proprietary trading prohibition of the 
Volcker Rule to implement the full requirements of the final rule in multiple stages. 46 In this framework, 

"bright-line" proprietary trading would cease, and a compliance and metrics reporting regime would be 
developed , not by July 2012 but over the conformance period and, in the case of the compliance program, 
potentially the following years as well. Additionally, definitive rules could become effective over time on an 

44 We provide additional comments on how quantitative trading metrics should be used (and suggestions for 
improvements to those metrics) in Section II.C. For example, the Customer-Facing Trade Ratio in the Proposed 
Rule places an undue emphasis on the number of transactions with customers versus other "counterparties," 
which does not reflect the size of transactions or the amount of risk that market makers undertake for customers. 
We would instead define the ratio so that it measures the notional principal or risk associated with customer 
transactions and is appropriately tailored to the relevant asset class or market. 

45 	 Specifically, the level at which a trading unit's quantitative trading metrics are measured should be consistent with 
the level at which a banking entity calculates VaR and other risk limits, determines trading book size, budgets profit 
and loss, assesses capital usage, analyzes compensation metrics (under guidance from its regulators) and 
operates its existing risk management processes. Such levels typically reflect customer bases, the levels at which 
there is clear trading management accountability and authority to direct actions and the levels at which banking 
entities engage with their prudential regulators on safety and soundness risk metrics. 

46 	 The Federal Reserve issued a final rule on the Volcker Rule conformance period in February 2011, which provided 
banking entities with two years from the effective date of the Volcker Rule to bring their existing proprietary trading 
activities into compliance. Conformance Period for Entities Engaged in Prohibited Proprietary Trading or Private 
Equity Fund or Hedge Fund Activities, 76 Fed. Reg. 8265 (finalized Feb. 14, 2011 ). In Question No. 347 of the 
Proposed Rule, the Agencies request comment on whether this conformance rule should be revisited . Given the 
extraordinary complexity involved in developing rules on proprietary trading that accomplish Congress's objectives 
without serious adverse consequences, we believe the conformance period should be implemented as we discuss 
in this letter. 
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asset-class-by-asset-class basis.47 This multi-phase approach would mitigate both the market and 

customer disruptions and the logistical problems associated with a rush to attempt full compliance before 

the application of the final rule is well understood (or even known). 48 

In our more detailed discussion of the issues that have the potential to harm markets , raise U.S. 
companies' cost of capital and erode U.S. investors' savings, we make recommendations , including 

additional suggestions on permitted trading activities and the implementation and ongoing supervision of a 

Volcker Rule compliance regime. 

I. 	 DETERMINING PERMITTED MARKET MAKING-RELATED, UNDERWRITING AND HEDGING ACTIVITIES 

A. Permitted Market Making-Related Activities 

The Proposed Rule articulates both express requirements for permitted market making-related 

activities and statements about the nature of market making that suggest how the Agencies may interpret 

the requirements of the rule itself. While we appreciate that the Proposed Rule sometimes acknowledges 
that the necessity of risk retention varies across markets,49 it nonetheless relies heavily on the 

comparatively simple case of market making in 100-share (round) lots of highly liquid and exchange-traded 

U.S. equities . This agency-based model threatens to overshadow the true nature of market making. In large 
part, market makers' most essential function is to provide liquidity when trades cannot be completed on an 

agency-like basis (or something close to it). 50 This is often the case, especially though not exclusively in 

less liquid markets.51 

47 	 As a successful example of gradual and deliberate implementation, we point to the trade reporting and compliance 
engine ("TRACE") for fixed income trades, which followed this model. We discuss this example in more detail in 
Section III.A. 

48 	 We suggest that, in view of the challenges of designing an effective final rule and the critical importance of market 
making-related, underwriting and hedging activities to U.S. businesses and U.S. investors, the Agencies consider 
re-proposing the Volcker Rule regulations. 

49 E.g., NPR at 68960 ("The size and type of risk that must be retained [to provide effective intermediation services] 
may vary widely depending on the type and size of the positions, the liquidity of the specific market, and the 
market's structure. As the liquidity of positions increases, the frequency with which a market maker must take or 
retain risk in order to make a market in those positions generally decreases."). 

50 	 This point is well established in many foundational analyses of market making. E.g., Sanford J. Grossman & 

Merton H. Miller, Uquidity and Market Structure, 43 J. FIN. 617, 618-19 (1988). See also Darrell Duffie, Market 
Making Under the Proposed Volcker Rule, Jan. 2012, at 7, 12 ("The service that [a market maker] provides is 
'immediacy,' the ability to immediately absorb a client's demand or supply of an asset into its own inventory.... If 
market makers were to refrain from absorbing supply and demand imbalances into their inventory in anticipation of 
likely price improvements, the price impacts suffered by those seeking immediacy would be deeper, and the 
corresponding distortions in prices would be larger and more persistent."). 

51 In many fixed income markets, for example, if a customer wishes to sell a portfolio of positions, it may solicit "bids 
wanted in competition" ("BWIC'') from a group of market making dealers. The dealer bids are usually due at a 
specified time, and the dealers use the allotted time to attempt to obtain bids for the portfolio from other customers. 
These attempts are rarely successful in obtaining bids for the entire portfolio (at any price) in the time allotted. In 
other words, even under the current regulatory regime, it is common practice for dealers to attempt and fail to trade 

(footnote continued) 
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Principal trading is critical for market making even in more liquid markets. It is, in fact, mandatory for 

registered market makers on exchanges such as the New York Stock Exchange (the "NYSE") and the 
Chicago Board Options Exchange (the "CBOE"). Although these U.S. exchange-based registered market 

makers may sometimes trade on what is relatively closer to an agency basis, they are nonetheless also 
expressly required to take on principal risk as necessary to maintain an orderly market. 52 As we explain in 

more detail below, this is generally true of primary dealers of a government's sovereign debt as well. 

We acknowledge that , to be successful , a Volcker Rule compliance regime will need to distinguish 
between principal risk taken in a legitimately market making-related (or underwriting) capacity and 

prohibited proprietary trading. We agree with the Agencies that quantitative trading metrics can be 
"calibrated" to reflect the differences among asset classes and markets. But the Proposed Rule 's many 

negative presumptions and other qualitative requirements threaten to significantly hinder an effective 

calibration process. The following are the key presumptions and statements suggesting how the Agencies 

intend to implement the Proposed Rule that we believe are too restrictive, are not fully accurate as 
characterizations of market making-related activity or would be inappropriate when applied to a range of 

markets and asset classes:53 

• 	 "[M]arket makers ... typically only engage in transactions with non-customers to the extent that 

these transactions directly facilitate or support customer transactions."54 

• 	 Trading that "is not in response to, or driven by, customer demands" would not be permissible 

under the market making exemption, "regardless of whether those activities promote price 
transparency or liquidity."55 

(footnote continued) 

on an agency-like basis first, before taking principal risk. Disposing of only part of the portfolio, however, or selling 
the portfolio slowly over time, may be unattractive to the selling customer for various reasons. In that case, unless 
the market making dealer is both able and willing to purchase the portfolio (or a portion thereof) as principal, 
holding the resulting positions in inventory until it is able to sell or hedge them, its customer may be unable to 
complete the desired transaction and consequently be forced to bear the risks associated with the illiquidity of the 
positions. 

52 	 NYSE Rule 104(f)(ii) ("The function of a member acting as a DMM (a "Designated Market Maker") on the Floor of 
the Exchange includes the maintenance, in so far as reasonably practicable, of a fair and orderly market on the 
Exchange in the stocks in which he or she is so acting.... (I~ is commonly desirable that a member acting as 
DMM engage to a reasonable degree under existing circumstances in dealings for the DMM's own account when 
lack of price continuity, lack of depth, or disparity between supply and demand exists or is reasonably to be 
anticipated ."). Registered market makers on the CBOE are subject to similar obligations. CBOE Rules 8.7(a)-(b). 

53 	 The Agencies requested comment on this topic in Question Nos. 80-82, 87 and 177. 
54 	 NPR at 68961 . Shortly before this passage, Appendix 8 of the Proposed Rule provides that "(i]n the context of 

market making in a covered financial position in an over-the-counter market, a 'customer' generally would be a 
market participant that makes use of the market maker"s intermediation services," with a footnote going on to state 
that "depending on the conventions of the relevant market. .. such a 'customer' may consider itself or refer to itself 
more generally as a 'counterparty."' /d. at 68960, n.2. Although we agree with this statement, we are uncertain as 
to its intended application to inter-dealer trading. 

55 	 /d. at 68871 . We note that, as discussed above in this section, this would conflict with the regulatory requirements 
applicable to a NYSE DMM. 
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• 	 A market maker in liquid markets "continuous[ly]" provides "broadly disseminated" two-sided 
quotes (in less liquid markets, "regularly" provides quotes, where "regularly" may mean "on a 
daily or more frequent basis") and "is registered , if the exchange or organized trading facility 
registers market makers."56 

• 	 For any exchange-traded security, a market maker's activities are "generally consistent with 
reasonably expected near-term customer demand when such activities involve passively 
providing liquidity by submitting resting orders that interact with the orders of others in a 
non-directional or market-neutral trading strategy."57 

• 	 A market maker's anticipatory trading and inventory management should be "related to clear, 
demonstrable trading interest of clients, customers, or counterparties" (regardless of market 
making-related requirements that may be applicable to primary dealers of obligations of foreign 
governments or other registered market makers).58 

• 	 A permitted market making-related operation must be designed to generate revenue "primarily 
from fees, commissions, bid/ask spreads" and other sources not attributable to price movements 
of positions in inventory or hedging.59 

• 	 A market maker must be "registered with the SEC" as a dealer, "exempt from registration" or 
"[e]ngaged in the business of a dealer outside of the United States and subject to substantive 
regulation of such business in the jurisdiction where the business is located."60 

We discuss each of these points in more detail in Sections I.A.1 through I.A.7 and illustrate them with 
examples. 

1. 	 The suggestion that "market makers . . . typically only engage in transactions with non-customers 
to the extent that these transactions directly facilitate or support customer transactions" could 
severely limit the inter-dealer trading that is critical for market making and hedging in many 
markets.61 

As we noted in the Introduction, the Proposed Rule effectively disregards the breadth of the statutory 
language.62 In markets in which customer trades are less frequent, inter-dealer trades may be the principal 
or only reliable source of information about market pricing and depth , and may also represent the only 

56 	 /d. at 68871-72, n. 149. 
57 	 !d. at 68871-72. 
58 	 /d. at 68871 . 
59 Section _.4(b)(2)(v) of the Proposed Rule. 

60 
 /d. at Section _.4(b)(2)(iv)(A). 

61 The Agencies requested comment on this topic in Question Nos. 83 and 86. 

62 	 That is, the requirement that permitted market making-related activities be "designed not to exceed the reasonably 

expected near term demands of clients, customers, or counterparlies ," implying that market makers may 
legitimately trade with counterparties that might not be considered clients or customers, such as other dealers. 
Section 13(d)(1 )(B) of the BHC Act (emphasis added). 
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available opportunity for dealers to dispose of or hedge the positions that they acquire as a result of 
customer transactions. As the FSOC Study noted, "While end users are the ultimate beneficiaries of market 
making activities, market makers are often forced to trade with non-customers in order to appropriately 
meet the future expected customer demand."63 

Inter-dealer trading can prevent risks from becoming too concentrated in any one dealer (providing a 
diversification benefit) and can match customer supply and demand through series of transactions involving 
more than one dealer.64 Without inter-dealer trading, market makers would be unable to provide prices 
(especially distinct bid and offer prices) when customers do enter the market and might have to decline 
customer trades for lack of a reasonable means of pricing the trade or exiting or hedging the resulting 
positions.65 

Because this type of inter-dealer trading is essential for market making, it should certainly qualify as 
market making-related and therefore be permitted under the statutory standard . Viewed from the 
perspective of a particular market maker, some inter-dealer trading would in fact not be problematic under 
the Proposed Rule . For example, a market maker could permissibly engage in inter-dealer trading that was 
directly related to hedging or exiting a risk position that the market maker had taken from one of its 
customers. But for there to be an inter-dealer market in the first place, it appears that each dealer that is a 
banking entity (which includes substantially all the largest and most active dealers) will have to justify each 
inter-dealer trade individually on the basis of its being directly related to facilitating a transaction of one of, 
its own customers. In some cases that requirement might be satisfied, but it is generally problematic given 
that market makers exist in large part because customers seeking opposite sides of a position are often not 
in the market at the same time and place. In practice, a requirement to justify each inter-dealer trade under 
the standard of "directly" facilitating or supporting customer transactions would have an immediate chilling 
effect on inter-dealer markets. 

Example 1: inter-dealer, trading is an important component ofmarket liquidity. Inter-dealer 
trading can be vitally important in allowing market makers to facilitate customer trades. Consider a 
customer wishing to sell a large quantity of investment-grade bonds. Given the size of the 
transaction, the market maker it approaches (Dealer A) will need to turn to other dealers to find a 
deep pool of buyers. The Proposed Rule allows Dealer A to sell to a second dealer (Dealer B) 
because the sale directly facilitates Dealer A's customer transaction . Dealer B is effectively a source 
of liquidity for Dealer A's customer transaction. 

However, for Dealer B to buy the securities, it could be the case under the Proposed Rule that 
Dealer B would independently need to determine that the purchase directly facilitates one of its own 
customer transactions. If it cannot, Dealer B might not be able to buy from Dealer A. The difficulty in 

63 	 FSOC Study at 24. 
64 	 Economist Darrell Duffie points out that "[a] market maker is able to provide immediacy more efficiently (at lower 

cost to clients and at lower risk to itself), through the opportunity to lay off positions with other market makers, who 
may be better aware of ultimate investors who are interested in trading in the opposite direction.... In effect, the 
inter-dealer network acts as a broader mechanism for transmitting supply and demand shocks from ultimate 
investors to ultimate investors." Duffie, supra note 50, at 16-17. 

65 	 The Agencies requested comment on this topic in Question No. 83. 
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disposing of the position would be compounded if the size of the customer transaction forced 
Dealer A to tum to multiple other dealers. This in turn would make Dealer A less willing to buy from 
the initial customer, or might drive it to charge higher prices. This is not only because Dealer A may 
have difficulty in reselling or hedging the bonds, but also because the absence of a more robust 
inter-dealer market will make it more difficult for Dealer A to price the bonds, and it will need to be 
compensated for· that uncertainty.66 

The FSOC Study noted that inter-dealer trading "can be abused... whereby inter-dealer trading is 
undertaken not for the purposes of market making but rather proprietary trading . A challenge for 
implementation of the Volcker Rule is thus distinguishing appropriate volumes of inter-dealer trading for 
market makers.'m We agree with this formulation of the issue-and we believe that it supports our 
emphasis on quantitative trading metrics that measure customer-facing activity, which could be used to 
determine whether a banking entity is engaged in directly customer-facing business to an extent 
commensurate with its regulator 's expectations for the particular market after reviewing the metrics for the 
banking entity's businesses and taking into account the structure of the relevant markets. We believe there 
is no practical way to categorically restr·ict or· condition inter-dealer trades by requiring a direct causal link 
with specific customer trades, as Appendix B of the Proposed Rule suggests. 

2. 	 The Proposed Rule fails to acknowledge the importance of "activities [that] promote price 
transparency or liquidity," including inter-dealer trading to maintain efficient markets. 68 

The Preamble to the Proposed Rule provides that "(t]o the extent that a trading desk or other 
organizational unit of a banking entity is engaged wholly or principally in trading that is not in response to , 
or driven by, customer demands," the trading will generally not be permitted market making-related activity, 
"regardless of whether those activities promote price transparency or liquidity. For example, a trading 
desk.. . that is engaged wholly or pr·incipally in arbitrage trading with non-customers would not meet the 
terms of the proposed rule's market making exemption ."69 

We are not advocating revisiting the prohibition on "bright-line" proprietary trading businesses or 
creating loopholes for those businesses under the guise that they might "promote price transparency or 
liquidity" and are therefore market making.70 However, we are concerned with the use of a "principally" 
standard in the commentary quoted immediately above. That standard artificially, and we would argue 
inappropriately, divides the activities of otherwise market making-related businesses into activities that are 
"in response to, or driven by, customer demands" and activities that "promote price transparency or 
liquidity." For· these market making-related businesses, such a distinction is impossible because these 

66 The Agencies requested comment on this topic in Question No. 351. 

67 FSOC Study at 24 (emphasis added). 
68 The Agencies requested comment on this topic in Question No. 86. 
69 NPR at 68871 (emphasis added). 

70 Thus, we can understand the Agencies' statement that a trading desk that is wholly engaged "in arbitrage trading 
with non-customers" would not meet the terms of the Proposed Rule's exemption . 
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activities are inextricably linked and cannot be disaggregated or categorized to determine which are 
"principal." Accordingly, the final rule should remove the "principally" standard. 71 

For example, market makers make trades, often though not exclusively with other dealers, to test the 
depth of markets at particular price points and understand where supply and demand actually lie. Like the 
inter-dealer trading discussed above, this type of inter-dealer trading is an essential part of market making 
and is therefore market making-related . Without it, in many markets a market maker would not be able to 

provide a customer with accurate prices when the customer seeks to trade. 

Example 2: inter-dealer trading allows market makers to test the depth of markets. In markets 
that trade over the counter, such as interest rates, credit markets and foreign exchange options, 
prices are determined in the inter-dealer market. Dealers send indications to inter-dealer brokers of 
prices at which they are willing to trade a specified instrument. Once the prices come in , dealers can 

view them in one place ("on the screen"). These prices on the screen are often for smaller sizes than 
a typical customer trade. In part, this is because dealers may not want to signal in advance that they 
have clients willing to trade in larger amounts. So while the screen provides information on pricing, it 

does not by itself indicate the extent of demand and supply. 

To obtain more information, a dealer will also periodically trade with other dealers to gauge the depth 

of markets. observing not only buy-ask volume and prices but also the level of continued interest. If a 
customer contacts the dealer and asks, for example, for bonds in a larger size than the offered 
amounts on the screen, the dealer would be able to advise the customer whether the market could 
accommodate the request. This could not be done if the dealer does not regularly trade with other 
dealers to test the depth of the market. 

Trading by market makers to "promote price transparency or liquidity" is critical for maintaining 
efficient prices, preventing market instabilities and preventing meaningful arbitrage opportunities that could 
otherwise arise.72 Furthermore, the more liquidity a market exhibits, the more stable it tends to be. 

71 	 Removing the "principally" standard will not create a loophole (for example, for a desk that engaged almost 
exclusively, but not "wholly, " in arbitrage trading with non-customers) because, as we noted in Section I.A.1 with 
respect to inter-dealer trading generally, customer-facing activity and other metrics will be available to evaluate 
whether the relevant trading unit is engaged in directly customer-facing business to an extent that is consistent 
with the market making-related activities exemption. This "principally" standard is an example of an ambiguous and 
impracticable qualitative standard that is unnecessary given the availability of better alternatives such as metrics. 

72 	 For example, exchange-traded funds ("ETFs") serve as a cost-effective investment for many market participants, 
including many retail investors, but they are useful only to the extent that they effectively track the price of their 
respective underlying assets. Trading by market makers helps maintain this alignment because they have the 
capacity and knowledge of the relevant markets to quickly trade to eliminate price discrepancies that may arise. As 
another example, trading by market makers helps ensure that the prices of American Depositary Receipts 
("ADRs") correctly reflect the prices of their respective underlying ordinary shares trading on the relevant non-U.S. 
exchanges. 

On this subject, we note that foreign ETFs may be subject to the Proposed Rule's restrictions on certain interests 
in hedge funds and private equity funds because of the breadth of the Agencies' proposed definition of "foreign 
funds ." Under that definition, banking entities would effectively no longer be able to be make markets in foreign 

(footnote continued) 
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Non-financial businesses, in particular, depend on predictable and stable market conditions to ensure 
affordable access to capital markets. If financing costs, the costs of commodity inputs and the dollar value 
of imports and exports cannot reasonably be predicted or efficiently hedged, business planning will become 
less reliable and businesses will not undertake investments that they might otherwise have undertaken. 

Example 3: market makers maintain efficient prices and prevent arbitrage opportunities: 
interest rate swaps. Fixed-for-floating interest rate swaps allow companies or investors to better 
align their exposures to interest rate movements. Interest rate swaps exist with different maturities, 
and their price varies depending on the maturity term. The interest rate "swap curve," which charts 
their prices as a function of the duration of the swaps, is typically a smooth line.n 

Frequently, however, closely related financial instruments have different levels of liquidity. In such 
cases demand from customers to pay the fixed rate on the less liquid swap (to lock in the cost of a 
floating-rate debt issuance, for example) could create a "kink" on the swap curve, as shown in the 
hypothetical swap curve below: 

Hypothetical Swap Curve 
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This result is inefficient. In this particular example, the dislocation on the curve would make it more 
expensive for those looking to borrow money for 7 years. For a borrower seeking a certain 
asset-liability profile, borrowing for 10 years may not be an ideal solution, even if it is cheaper. More 
broadly, the increased volatility around any particular point on the curve would add to uncertainty and 
the costs of hedging for all customers. 

(footnote continued) 

ETFs, and liquidity in those products would consequently decline when banking entities exit those markets. Our 
proposal to narrow the definition of "foreign funds" is discussed in detail in our separate letter on the hedge fund 
and private equity fund provisions of the Proposed Rule. 

The swap prices are generally a function of the theoretical "fair value" associated with a forecast of short-term 
rates, plus a concession or premium for supply and demand. 
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Market makers can reduce this inefficiency and its consequent potential for volatility. Market makers 
intervene to provide liquidity "selling" the 7-year swap and hedge by buying the 5- and 10-year 
swaps. This smoothes the swap curve, improves market efficiency, and provides more certainty to 
market participants. It also decreases volatility and bid-offer spreads for customers. (Note that to 
"sell" the 7-year swap and hedge using the 5- and 1 0-year swaps , a market maker would often need 
to trade with other dealers and thereby access the liquidity provided by inter-dealer markets. As was 
the case in Example 1, the inter-dealer trading in this example would ultimately serve to reduce costs 
for customers.) 

Customer-facing activity metrics, including the Inventory Risk Turnover metric, together with the 
knowledge of a banking entity's trading businesses that regulators develop as part of the supervisory 
process, will put trading for price discovery and market depth in context and allow for an adequate 
evaluation of the extent to which it is consistent with market making-related activities for a particular 
market. Accordingly, the final rule should remove negative presumptions against such trading . 

3. 	 The requirement to "hold oneself out as being willing to buy and sell" must be broad enough to 
work across asset, classes and different, transaction sizes and, in particular, should be less 
focused on exchange registration and dissemination of unsolicited price quotes as the primary 
determinants of compliance. 74 

We noted above that the Proposed Rule 's narrow view of market making appears to be based largely 
on the model of highly liquid and exchange-traded, large-capitalization U.S. equity markets . Even within the 
U.S. equities markets, however, there exist many different types of liquidity (for example, 
small-capitalization , unlisted or derivatively priced securities like ETFs) and types of trading (for example, 
trading in less than block sizes, block positioning and off-exchange trading) . The Proposed Rule 's 
requirements are problematic because they appear to confuse two very different types of market making. 
One type is performed by registered exchange-based market makers, also known as "specialists" or 
"floor-based" market makers, such as NYSE DMMs, holding themselves out in less than block size. These 
registered market makers agree to play a specialized, narrowly prescribed role in making price quotes and 
filling orders on the relevant exchange. The other type is performed by so-called "upstairs" market 
makers,75 who provide liquidity to customers and are generally willing to buy and sell on demand , but do 
not always provide prices unless requested to do so and are not necessarily registered as market makers 
in any particular trading venue. 

The Volcker Rule regulations should-and, in many places, the Proposed Rule does-focus on the 
latter type of market making, in which market makers provide liquidity and facilitate customers ' transactions 
across a market as a whole , not solely on any one exchange or trading platform. Yet some of the Proposed 
Rule 's commentary appears to blur the distinction between "specialist" market making in less than block 
size and market making more generally. For example, Appendix B of the Proposed Rule provides that 
"market making-related activities generally involve ... acting as a registered market maker, where [the 

74 The Agencies requested comment on this topic in Question Nos. 85 and 91 . 
75 These markets makers may sometimes be, but are not always, acting in the capacity of a block positioner. 
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relevant] exchange or organized trading facility provides the ability to register as a market maker."76 

Similarly, the Preamble to the Proposed Rule suggests that a market maker in liquid products should 
"continuous[ly]" make "broadly disseminated" two-sided quotes and, even in "less liquid markets ," 
"regularly" make quotes.77 

Neither of these statements is representative of most types of market making. Furthermore, the style 
of market making in which "specialist" market makers engage may not be customer-facing at all. For 
example , NYSE DMMs are in fact generally prohibited from dealing with customers ; companies must "wall 
off' any trading units that act as DMMs.78 These and other registered exchange-based market makers 
effectively hold themselves out to other dealers, not customers. Although this is important for maintaining 
liquid and orderly markets, it is not appropriate as a model for permitted market making-related activities 
under the Volcker Rule, which contemplates trading with "clients, customers , [and] counterparties ." 79 

Whether a transaction is executed on an exchange should not , in itself, affect the analysis of whether 
that transaction is market making-related . Even for exchange-traded securities, providing liquidity to 
customers may involve trading away from the most active exchange, on smaller exchanges, in OTC 
markets or through electronic communication networks and alternative trading systems. In fact, there are 
more than 12 exchanges and 40 alternative trading systems currently trading U.S. equities alone. Market 
makers need to be able to trade in those venues to maintain liquidity across the markets as a whole and 
provide customers with favorable pricing .80 Moreover, the requirements for the market making-related 
activities exemption are essentially all oriented toward determining whether a banking entity's activities are 
substantively consistent with market making . In view of these factors, there is no need for commentary 
implying that the banking entity must formally register as a market maker with every exchange on which it 
trades. Instead, that commentary should be removed from the final rule in favor of a focus on substantive 
activities as measured by quantitative trading metrics. 

Apart from the issue of exchange registration, the Proposed Rule places far too great an emphasis 
on the dissemination of unsolicited price quotes as the primary indicator of "holding oneself out as being 
willing to buy and sell ."81 This is true even for U.S. equities, but is particularly problematic for other asset 

76 	 NPR at 68960. 
77 	 /d. at 68870-71 . 
78 See NYSE Rule 98. 
79 	 Conversely, if a banking entity is registered as a market maker on an exchange, that status should be given 

positive treatment and should confer a presumption that the trading activity of the relevant trading unit is market 
making-related. This presumption is warranted in view of the fact that registered market makers directly contribute 
to maintaining liquid and orderly markets and are subject to extensive regulatory requirements in that capacity. 

80 	 The Agencies requested comment on this topic in Question No. 93. 
81 	 Furthermore, we note that for purposes of the SEC's Regulation SHO-where, as the Agencies point out, a similar 

"holding out" criterion is used to define market making-market making is a condition to a special exemption from 
short-selling "locate" requirements that are otherwise generally applicable. In other words, the market making 
definition under Regulation SHO (derived from Section 3(a )(38) of the Securities Exchange Act of 1934, as 
amended (the "Exchange Act")) is narrow because it creates a narrow exemption. The same criterion does not 
work well for the Volcker Rule. (The Agencies requested comment on this topic in Question No. 88 .) In essence, 
Regulation SHO provides that a specified subset of all market makers will be exempt from "locate" requirements, 
but does not provide that other market makers may not engage in any market making activities; they may, but they 

(footnote continued) 

-23



OCC, Federal Reserve, FDIC , SEC and CFTC 
February 13, 2012 

classes that simply do not operate in that manner.82 For example, an issuer may have one listed equity 

security, but dozens of outstanding debt issuances, with various rates, maturities and other terms . 83 In 

credit markets, a market maker will typically disseminate indicative prices for the most liquid instruments, 

which amount to a small subset of the market, but not for thousands of other instruments that trade only 

infrequently. 84 

The market maker may, however, be willing to trade in the illiquid instruments. Market participants are 

well aware that a market maker will generally provide a price for a trade if asked . For example, if a banking 

entity operates a U.S. credit market making business, clients, customers and counterparties know, typically 

because of the presence of a banking entity's sales force , that they can call the banking entity and ask to 

purchase credit products and likewise can show the banking entity a single instrument or a portfolio of 

instruments that they are looking to sell, and the banking entity will provide indicative prices to the client , 

customer or counterparty. 

On the other hand, if the U.S. credit market making business were required to produce and 

disseminate price indications for many thousands of individual bond CUSIPs, when some never trade and 

most trade very infrequently-and, on top of that, design and implement an independent compliance 
regime to ensure that this requirement is being met-it would represent a massive burden .85 Even more 

(footnote continued) 

must then comply with the "locate" requirements in doing so. Under the Volcker Rule, in contrast, the market 
making exemption will be the only gateway to market making activities for many banking entities . Although the 
definition of market making under the Volcker Rule must exclude prohibited proprietary trading, in contrast to 
Regulation SHO, we believe there is not a corresponding interest in defining market making more narrowly than is 
necessary to achieve this goal. 

82 	 The Agencies requested comment on this topic in Question No. 92. 
83 Fixed income asset manager Income Research & Management (" IR&M") noted the following with respect to 

corporate bonds: "As of 12/31/2011 , the thirty constituents of the Dow Jones Industrial Average have 1,169 debt 
instruments outstanding collectively; by ISIN, bonds outnumber stocks by nearly 39 to 1 in this sample. Maturity 
dates of the debt instruments sampled range from early 2012 to 2097. Some of these bonds are callable, some are 
putable, some are convertible into stock, and some pay a fixed coupon while others pay a coupon that resets 
periodically. Daily trading volumes for specific issues in this sample range from zero to greater than $100 million in 
par value." Comment letter on the proprietary trading prohibition of the Volcker Rule submitted by IR&M on 
January 20, 2012, p. 2. 

84 	 Oliver Wyman found that, out of nearly 16,000 U.S. corporate bonds traded in 2009, nearly half were traded on no 
more than 10 days during the year. Only about 1,000 of the bonds were traded on at least 150 days during the 
year. Oliver Wyman also noted that "a disproportionate number of the low volume bonds belong to small issuers 
(60% of bonds that traded fewer than 10 days were issued by companies outside the Fortune 500 vs . 30% of 
bonds that traded more than 200 days) making principal-based intermediation particularly critical for these 
companies." Oliver Wyman , supra note 22, at 9. 

Commodities, interest rate, foreign exchange and other products can also have numerous combinations of size, 
underlying assets, maturities, delivery dates and other terms. In these cases, there might be a reasonable volume 
of total trading (for example, in a particular issuer's debt, or in a certain type of oil derivative in the spot markets), 
but relatively few trades in any particular instrument (for example, "off the run" bonds, out-of-the-money options 
and long-dated derivatives, which customers and end users may nonetheless want to hold as investments or use 
to hedge their risks). 

85 The Agencies requested comment on this topic in Question No. 84. 
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fundamentally, it would have almost no bearing on the quality of the banking entity's customer facilitation, 
because most customers would have no use for virtually all the indicated pricesa6 As another example , for 

many interest rate products there is effectively no limit on the number of different maturities at which the 
products may be traded . A particular type of interest rate swap, for instance, may exist for almost every 
conceivable maturity. Yet market makers in these products do not disseminate unsolicited price indications 
for all possible maturities because, again , it would be a massive burden and there would be little or no 
demand for the vast majority of them.87 

To address the concerns described above, we suggest that the final rule eliminate price-quoting as a 
primary determinant of market making and instead provide that the "holding out" criterion will be satisfied, 
with respect to a particular covered financial position, if a banking entity is in the business of providing 
prices upon request for that covered financial position or other covered financial positions in the same or 
similar asset or product classes . 

4. 	 Market makers engage in both "active" and 'lpassive" trading (a distinction that has little meaning 
w11en applied to many asset classes and markets, particularly non-U.S. markets). 88 

In discussing market makers' trading on an organized trading facility or exchange, Appendix 8 of the 

Proposed Rule describes a distinction between providing liquidity (using "resting" orders and earning rather 
than paying fees , commissions and spreads) and taking liquidity (using "market" or other "active" orders 
and potentially paying rather than earning a greater proportion of fees, commissions and spreads). 89 This 
distinction is intended to differentiate between permitted market making-related activities and prohibited 
proprietary trading activities . The Preamble to the Proposed Rule goes further and states that, with respect 
to trading on exchanges, a "market maker's activities are generally consistent with reasonably expected 

86 	 The Preamble to the Proposed Rule appears to refer to OTC bond markets as "less liquid" and to imply that a 
market maker would therefore generally be expected to provide "regular" ("daily or more frequent") quotes. NPR at 
68871 , n.149. As we have noted, this is not only factually inaccurate as a description of market making in OTC 
bonds, but also neglects to recognize that there is a wide range of liquidity of instruments that are traded (with 
greater or lesser frequency) in that market. The Preamble also notes that " highly illiquid markets may trade only by 
appointment. " /d. (emphasis added). This is still problematic since a market maker may not regularly provide 
quotes for less liquid instruments in markets such as credit, even though the market as a whole is not necessarily 
highly illiquid (however one might construe that term). The same is true in interest rates and other markets. 

87 	 This dynamic is even more pronounced for tailored (or "bespoke") instruments, such as customized credit 

protection on a designated portfolio of securities, which are designed on request to meet a customer's unique 

needs and therefore would generally never be priced by a market maker before the customer asks for a price. 


Another indication of market making-related activities cited by the Preamble to the Proposed Rule in connection 
with the "holding out" requirement is "[t]ransaction volumes and risk proportionate to historical customer liquidity 
and investments [sic] needs" (id. at 68871 ). We note that, as with new or customized products, this historical 
information will not necessarily be available for new businesses or developing markets in which a market maker 
may seek to establish trading operations. 

88 	 The Agencies requested comment on this topic in Question Nos. 86, 178, 179 and 181 . 
89 	 See NPR at 68960. 
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near-term customer demand when such activities involve passively providing liquidity by submitting resting 
orders that interact with the orders of others in a non-directional or market-neutral trading strategy."90 

This commentary about "passively providing liquidity'' is another example of language that may 
describe some of the activities of registered exchange-based market makers such as NYSE DMMs, but is 
not true of market makers generally.9 1 For example, a market maker may purchase a large equity block 
from a customer and resell it in smaller lots on the NYSE (or other exchanges) . Here, the market maker's 
goal is to efficiently resell the equity block so as to close out the risk position that it took from its customer. It 
does not follow that the market maker would be registered as a market maker on any of the relevant 
exchanges or that it would necessarily use only limit orders or other "passive" trades to do so. 

Effective market making requires a market maker to have the ability to engage in both "active" and 
"passive" trading, particularly in less liquid markets. Even in liquid markets, market making requires a range 
of order types , including market orders and marketable limit orders that might not be considered "resting ." 
Market makers may also "actively" trade to test the depth of markets, to accumulate or dispose of inventory 
or to ensure that ETFs, ADRs, options and other instruments remain appropriately priced in relation to their 
respective underlying instruments. Moreover, the infrastructure of some trading platforms , especially in 
Europe, Asia and other non-U .S. jurisdictions, is such that there is no concept of a "limit" order and 
consequently no cognizable distinction between "active" and "passive" orders. 

This is another area in which quantitative trading metrics should be used to compare, in the 
aggregate and over time, the liquidity that a market maker makes rather than takes as part of a broader 
consideration of the market making character of the relevant trading activity. For example, the 
spread-related metrics such as Spread P&L might be considered for this purpose. The most important 
result , in our view, is preserving flexibility to find and adapt, as changing market conditions necessitate, the 
appropriate threshold for liquidity-taking activities in each asset class and market. Accordingly, the 
commentary about "active" and "passive" trading should be removed from the final rule and, as discussed 
throughout this letter, regulators should instead look to quantitative trading metrics. 

5. 	 The exemption for market making-related activities should not inhibit effective inventory 
management. through overly restrictive anticipatory trading and block resale requirements, and 
s110uld expressly cover the trading obligations ofprimary dealers of sovereign obligations. 92 

Market makers must manage the inventories of positions they have taken as principal, which, if done 
effectively, also allows them to accommodate customers' trades quickly and at favorable prices. Gradually 
disposing of a large long position purchased from a customer may be the best means of reducing the 
near-term price volatility associated with the supply shock of trying to sell it all at once. Similarly, gradually 
accumulating long positions in anticipation of a large sale to a customer, or of short positions in anticipation 
of a large purchase from a customer (rather than selling after the fact) , is often the best strategy for 
maintaining an orderly market and providing the best prices to customers . The suggestion that such 

90 	 /d. at 68871 . This suggests that, under the Proposed Rule, activities that do not fit this description would generally 
be inconsistent with reasonably expected near term customer demand. 

91 	 The Agencies requested comment on this topic in Question Nos. 177 and 184. 
92 	 The Agencies requested comment on this topic in Question No. 89. 
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anticipatory trading must be "related to clear, demonstrable trading interest of clients, customers or 
counterparties" is too restrictive and may unduly hamper market makers' ability to manage their inventories 
effectively. It is also inconsistent with the statute 's description of "reasonably expected near term demands 
of customers, clients or counterparties."93 

The following are situations, which are not necessarily specific to any particular asset class or trading 
venue, in which market makers require discretion to accumulate and manage inventory, including through 
anticipatory trading , to better serve their customers .94 

Example 4: large block positions require market makers to mam1ge inventory. Larger dealers 
are often the only sources of liquidity for block positions, which mutual funds and pension funds buy 
or sell to meet redemptions and payment obligations or to rebalance their portfolios in response to 
changing market conditions . Market makers may have relationships with both buyers and sellers in 
the relevant positions as well as the expertise and incentive to provide supply and demand to both 
sides without disrupting the market. Market makers today build and manage inventories on an 
ongoing basis before customers commit to a block trade. If they are only able to do this in response 
to a customer trade (or after a customer directly inquires about it so as to show "clear, demonstrable 
trading interest"), customers will suffer from increased execution time, along with worse pricing and 
higher price volatility. 

Executing a block trade also requires market makers to prudently manage their inventory to reflect 
prevailing market liquidity, avoid disrupting the market and protect the customer's trading strategies. 
The Proposed Rule constrains this prudent inventory management. If market makers are uncertain 
about the permissibility of accumulating and disposing of these blocks in a gradual manner, they will 
provide less favorable size and pricing terms to customers or may even decline to execute certain 
trades at all. 

If investors cannot sell block positions to market makers, they will need to unwind the positions on 
their own . This means that they will either hold the positions for longer than they would like, or 
alternatively that they will dispose of the positions quickly, resulting in lower prices and a lesser 
amount of proceeds. Either directly or indirectly, this will drive investment costs higher and returns 
lower, eroding investment returns and wealth . 

Example 5: inventory management is required to create structuredproducts. Market makers 
accumulate inventory to create "units" for structured products, such as asset-backed securities and 
ETFs, including many that are purchased by retail customers . Acting as market maker in this capacity 
requires anticipatory accumulation of the underlying components of these products, which are then 
packaged into units to meet customer demand. Again , if market makers could not maintain an 

93 	 As we noted above, "clear [and] demonstrable" is inconsistent with the statutory standard of "reasonably 
expected." Furthermore, a market maker may often, in fact, be unable to trade in a position immediately in 
advance of a customer order because to do so could constitute impermissible front-running . Therefore, restricting 
all anticipatory trading to that time period might, as a practical matter, prohibit all anticipatory trading, to the 
detriment of the markets. 

94 	 The Agencies requested comment on this topic in Question No. 83. 
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inventory of these underlying components, acquiring (or disposing of) large volumes of them all at 
once would hurt execution times and prices to customers . It would also be disruptive to the markets 
as these derivatively priced assets, like ETFs, often do not have any other posted liquidity other than 
from market makers. And a large order routed to electronic exchanges could cause severe 
dislocations of market prices. 

The Preamble to the Proposed Rule states that market making-related activity "would include block 
positioning if undertaken by a trading desk or other organizational unit of a banking entity for the purpose of 
intermediating customer trading,"95 but also references (as "guidance") the SEC's definition of "qualified 
block positioner" from Rule 3b-8(c) under the Exchange Act. This definition carries the requirement that a 
qualified block positioner resell a block position "as rapidly as possible commensurate with the 
circumstances ."96 This latter requirement, like the description of block positioning in the Preamble to the 
Proposed Rule , is not necessarily inconsistent with a longer unwind of a block position, but creates 
uncertainty about whether and under what specific circumstances the longer unwind would in fact be 
permissible . This uncertainty about trading out of customer positions after the fact , together with the 
restrictions on anticipatory trading before the fact , threatens to put market makers in a position in which 
they have little incentive to properly facilitate customer trades .97 

Quantitative trading metrics will provide for measurements such as Inventory Risk Turnover, through 
which regulators may evaluate the length of time that a trading unit tends to hold risk positions in inventory 
and whether that length of time is consistent with market making-related activities in the relevant market.98 

We recommend that the final rule explicitly state that a trading unit's inventory management practices will 
be evaluated using this metric, in conjunction with others, and remove the references to "clear, 
demonstrable trading interest" and the SEC definition of "qualified block positioner" (leaving the more 
general and accurate statement, without the cross-reference to the SEC definition , that market 
making-related activities "would include block positioning . . . for the purpose of intermediating customer 

95 	 NPR at 68871 . 

96 	 /d. at 68871 , n.151 . 
97 	 From the customer's perspective, AllianceBernstein noted this concern in the context of fixed income markets: 

"[O]ne of our greatest concerns is the devastating effect that the [Proposed Rule] would have on the fixed income 
markets that exhibit intermittent liquidity and thus require market makers to act as principal in order to ensure 
liquidity.... The ability of corporate issuers to place their debt securities in the US capital markets is fundamentally 
dependent on the availability of adequate secondary market liquidity for these securities. Purchasers of these 
securities, including large pension funds, mutual funds, insurance companies and college and other endowments, 
and their investment managers, are willing to purchase these securities only because of adequate secondary 
market liquidity (so that they can meet their ongoing cash needs) which depends in large part on the market 
making activities of banking entities. We believe that any significant reduction in liquidity provided by market 
makers will , until another source of liquidity develops, have a dramatic adverse impact on the ability of corporate 
issuers to access needed funds in the US capital markets. We are convinced that the [Proposed Rule] will in fact 
significantly reduce the liquidity of the secondary market for debt securities and is likely to have a profound and 
unintended adverse effect on our capital markets." AllianceBernstein , supra note 20, at 4. 

98 	 The Agencies requested comment on this topic in Question No. 94. 
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trading"99
) . Furthermore, the Proposed Rule provides that, subject to the conditions that we have noted, 

"market making-related activity may include taking positions in securities in anticipation of·customer 

demand."100 Although we do not believe that the Agencies intended to exclude covered financial positions 

other than securities, the final rule should change the reference to "covered financial positions" to avoid any 

ambiguity. 

The Agencies also asked whether the final rule should adopt any additional exemptions for trading in 

the obligations oHoreign governments or international and multinational development banks and , if so , how 

such an exemption would promote and protect the safety and soundness of banking entities and the 

financial stability of the United States.101 

We believe it should. As we noted in the Introduction , we are a primary dealer in 18 countries around 

the world, including the United States. Many countries, including the United States , designate 

responsibilities in connection with primary dealer status ; we are concerned that these responsibilities could 

conflict with the Proposed Rule, particularly its provisions relating to inventory management for market 

makers.102 Primary dealer obligations may require us to trade as principal to maintain a secondary market, 

or to purchase a certain percentage of a foreign sovereign debt issuance even if, at the time , we may not 

expect to completely resell our allotment of the issuance to third parties. 

Allowing foreign banks to serve as primary dealers facilitates the distribution of· a sovereign 's 

securities to the broadest possible international investor base.103 This reduces the cost of capital for the 

sovereign and helps to ensure an active market in the securities. 104 Just as the United States would not 

want fewer foreign dealers serving as primary dealers of· U .S. government obligations, other governments 
would not-and clearly do not-want the Volcker Rule to impose restrictions on their own primary dealers 

or harm the markets for their own debt. 105 If the exemption for market making-related activities is not clearly 

99 NPR at68871 . 
100 /d. (emphasis added). 
101 The Agencies requested comment on this topic in Question No. 122. 
102 	For example, primary dealers in the United States are expected to "participate consistently as counterparty to the 

[FRBNY] in its execution of open market operations to carry out U.S. monetary policy pursuant to the direction of 
the [Federal Open Market Committee). .. participate in all auctions of U.S. government debt; and make reasonable 
markets for the [FRBNY) when it transacts on behalf of its foreign official account holders." FED. RESERVE BANK OF 
N.Y. , OPERATiNG POLiCY FOR ADMiNiSTRATiON OF RELATiONSHiPS WiTH PRiMARY DEALERS,§ I (2010). 

103 The FRBNY's current list of primary dealers of U.S. government obligations, for example, contains several 

Canadian , European and Asian dealers. 


104 	U.S. Treasuries are among the most liquid assets in the world, in part because of the strong network of primary 

dealers supporting their liquidity. Oliver Wyman found that, in 2010, the annual trading volume in U.S. Treasuries 

was approximately 1,420% of the average total value outstanding , or approximately 12 times more than for 

equities and almost 30 times more than for corporate debt. Oliver Wyman, The Volcker Rule: Implications for the 

U.S. corporate bond market 7 (Dec. 2011). 

105 Financial officials in several countries have raised concerns on this matter. Writing for the European Commission , 
Commissioner for Internal Market and Services Michel Barnier expressed a "very strong concern" about the 
"absence of an exemption [from the Volcker Rule) for non-US bonds," which he argued "would have a negative 
impact on the liquidity of non-US sovereign markets." He thus requested that "EU Government securities be given 

(footnote continued) 
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broad enough to include trading in non-U.S. sovereign debt, there will be a strong disincentive for banking 

entities subject to the Volcker Rule to be primary dealers outside the United States. This could reduce 

liquidity and raise sovereign borrowing costs. In current market conditions, and at times in the future , this 

could destabilize markets and harm the safety and soundness of U.S. banking entities and ultimately the 

financial stability of the United States . 

The Agencies should seek to retain all tools for maximizing the depth of markets in sovereign debt 

from around the world , which includes preventing the Volcker Rule from disrupting primary dealer markets . 

One way to accomplish this would be to exempt non-U .S. sovereign debt, similarly to the way U .S. 

government securities are treated under the Proposed Rule . If non-U.S. sovereign debt is not exempted 

altogether, the final rule should clarify that when a banking entity engages in trading activities as a primary 
dealer of foreign sovereign debt, its primary dealer activities will be considered to be undertaken in 

response to near term demands of a client, customer or counterparty (in this case, the sovereign). 

Furthermore, with respect to a primary dealer's trading activities in the sovereign debt, the final rule should 

acknowledge that such activities are valid market making-related functions that a primary dealer may be 

obligated to undertake to maintain an orderly market and to prevent or correct any pricing dislocations.106 

(footnote continued) 

the same treatment [under the Volcker Rule] as US Government securities." Comment letter submitted by Michel 
Barnier on February 8, 2012, p. 2. 

In a joint letter, the Financial Services Agency of the Government of Japan (the "JFSA") and the Bank of Japan 
(the "BoJ") expressed their concern that the absence of an exemption for government bonds other than U.S. 
Treasuries would have an adverse impact on trading in the Japanese Government Bonds (JGB) market, a $12 
trillion dollar market. They too requested that the exemption for U.S. Treasuries be expanded to include JGBs. 
They also noted the risk that the Proposed Rule might lead Japanese banks to curtail their U.S. operations and 
Japanese subsidiaries of U.S. banks to exit from JGB trading. Comment letter submitted by the JFSA and the BoJ 
on December 28, 2011, From a global perspective, the JFSA and the BoJ noted the possibility of "extremely 
negative pressures on sovereign bond markets worldwide through reduced liquidity and a rise in volatility. Such a 
situation would be particularly worrisome under the current financial market condition. " /d. 

In addition, the Office of the Superintendent of Financial Institutions Canada (the "OSFI") has also commented that 
"[m]any foreign banks play important market-making roles in the trading of government securities in their home 
jurisdictions" and advocated for the exemption of foreign government securities from the restrictions on proprietary 
trading, at least for banking entities with a non-U.S. parent bank. Comment letter submitted by the OSFI on 
December 28, 2011 , p. 2. According to the OSFI , the absence of such an exemption "would undermine the liquidity 
of government debt markets outside ofthe US and could significantly impede the ability of foreign banks to 
efficiently manage their liquidity and funding requirements at an enterprise-wide level." /d. at 3. 

Similarly, the Investment Industry Association of Canada (the "I lAC") wrote, "The Volcker restrictions on proprietary 
dealing in Canadian government securities are of particular concern to the Canadian banks and investment 
industry.. .. [Those restrictions] will result in more restrained market-making activity, interfering with the efficiency 
and liquidity of the traded marketplace. . The damaging impact on market-making activity would adversely affect 
the liquidity and pricing of Canadian debt for U.S. [and] Canadian issuers and investors alike." Comment letter 
submitted by the I lAC on December 21, 2011 , pp. 3-4 . 

See supra note 52. 
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6. 	 The sources of a market maker's revenues vary so much across asset. classes and markets that. 
a "primarily from fees, commissions, bid/ask spreads" standard is inappropriate. 107 

The Proposed Rule requires that market making-related activities be "designed to generate revenues 
primarily from fees, commissions, bid/ask spreads or other. income not attributable to ... [a)ppreciation in 
the value of covered financial positions . . . or [t]he hedging of covered financial positions."108 

Although Appendix B of the Proposed Rule acknowledges that the proportion of "customer revenues" 
relative to total revenues will vary by asset class, 109 the wording of the Proposed Rule itself does not 

appear to be consistent with this acknowledgment. Instead, the Proposed Rule effectively divides revenues 
into two classes: those that are not attributable to appreciation in the value of, or hedging of, covered 
financial positions, and those that are. If the former must be "primary," the latter cannot be. In other words , 
it is difficult to read the Proposed Rule as other than requiring that "primarily" means "more than 50%." This 
could be read to belie Appendix B's more appropriate suggestion that the standard should be flexible . 

When trades are infrequent and prices are not transparent, as is often the case in less liquid markets, 
it is difficult, if not impossible, to distinguish between revenues derived from bid-offer spreads and revenues 
derived from price movements. It is therefore difficult to establish a basis for distinguishing between 

customer revenues and non-customer revenues . Furthermore, the nature of some markets is such that, 
even where "customer revenues" are reasonably discernable, there may not be a reasonable expectation 
of deriving the majority of revenues from "customer revenues," let alone that non-customer revenues will be 

only "incidental. "11°For example, because demand for commodities is fairly inelastic in the short term, 
prices of commodities and commodity derivatives may fluctuate substantially. In these cases, profits and 
losses from price movements in market makers' positions, no matter how closely they are related to 

specific customer trades, may be more than "incidental" and potentially more than customer revenues 
entirely. 111 This is also true in markets in which market makers cannot quickly '1rade out" of risk positions 

107 The Agencies requested comment on this topic in Question No. 96. 

108 	Section _.4(b )(2)(v) of the Proposed Rule (emphases added). Additionally, "[t)he compensation arrangements of 
persons performing the market making-related activities [must be) designed not to reward proprietary risk-taking ." 
/d. at Section _.4(b)(2)(vii). Systemically important banking entities determine compensation according to 
comprehensive firm-wide policies that, consistent with Federal Reserve Board regulations, are designed to ensure 
that the banking entities have effective controls and risk management and to be consistent with safety and 
soundness principles. This, combined with appropriately calibrated Volcker Rule quantitative trading metrics, 
should ensure that compensation arrangements are not designed to reward prohibited proprietary risk-taking. The 
Agencies requested comment on this topic in Question No. 97 . 

109 	NPR at 68960-61 ("The appropriate proportion of 'customer revenues' to profits and losses resulting from price 
movements of retained principal positions and risks varies depending on the type of positions involved, the typical 
fees, commissions, and spreads payable for transactions in those positions, and the risks of those positions. As a 
general matter, the proportion of 'customer revenues' generated when making a market in certain positions 
increases as the fees, commissions, or spreads payable for those positions increase, the volatility of those 
positions' prices decrease, and the prices for those positions are less transparent. "). 

110 /d. at 68960. 
11 1 We further note that Appendix B of the Proposed Rule, which provides that "[a]bsent explanatory facts and 


circumstances, particular trading activity in which a trading unit primarily generates revenues from price 

movements of retained principal positions and risk, rather than customer revenues, will be considered to be 

prohibited proprietary trading" (id. at 68962), seems to shift the emphasis of the revenue test from the design of 


(footnote continued) 
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taken from customers. In the CDS market, for example, which has relatively low trading volumes but 
includes customers seeking to make large trades, the FRBNY found that market makers "who are willing to 
take on a position in a rarely traded asset" were particularly important for providing liquidity, although they 
"typically hold on to risk taken on in customer trades for some time before hedging" and follow an approach 
of "trading out of positions gradually."112 

Thus, the final rule should remove the "primarily" standard as well as any negative presumptions 
based on revenues . Instead, revenue metrics such as Spread P&L, when feasible to calculate, should be 
analyzed in the context of the market maker's other quantitative trading metrics, along with the knowledge 
of a banking entity's trading businesses that regulators will have developed as part of the supervisory 
process. 

Finally, revenues associated with hedging should not categorically be excluded from "customer 
revenues" for non-derivative positions. The Proposed Rule prov,ides that customer revenues include "the 
difference between the cost of entering into the derivative contract and the cost of hedging incremental, 
residual risks arising from the contract,"11 3 and therefore recognizes that, with respect to derivatives 
transactions, the effective "spread" consists of a market maker's profitably hedging a position taken from a 
customer. This guidance should apply equally to non-derivative positions, from which a market maker may 
also realize customer revenues through profitable hedging. 

7. The Volcker Rule should not require substantive, dealer-specific regulation for market makers. 11 4 

The Proposed Rule generally requires that a banking entity relying on the market making exemption 
for securities trading either (i) be registered with the SEC as a dealer with respect to the trades in question 
(or exempt from such registration) or (ii) be engaged in the business of a dealer outside of, the United 
States and be subject to "substantive" regulation of its dealing business in the jurisdiction in which the 
business is located .115 

The preceding discussion explained some of the reasons why dealers engaged in market making 
need to be active in many markets and on many platforms, even when those are not their primary trading 
venues and trading volumes in those venues may be limited. They may trade in certain markets and on 
certain platforms through legal entities other than their SEC- or CFTC-registered dealer entities. In addition, 
there are no uniform definitions of "dealer'' or "market maker" in the various jurisdictions around the world , 
and regulatory regimes addressing trading practices differ markedly. Some jurisdictions cannot be said to 
have "substantive" dealer regulation regimes (some for all asset classes and others with respect to specific 

(footnote continued) 

trading activities, per Section _.4(b )(2)(v) of the Proposed Rule, to actual outcomes. If a revenues test is retained 
in the final rule, this discrepancy should be resolved by conforming Appendix B to Section _ .4(b)(2)(v), which 
focuses on how market making-related activities are designed to generate revenues . 

112 Chen et al., supra note 38, at 2, 10, 17. 
113 NPR at 68960. 
11 4 The Agencies requested comment on this topic in Question Nos. 95 and 178. 
115 	Section _ .4(b )(2)(iv)(A) of the Proposed Rule; the comparable requirements for swaps and security-based swaps 

trading are set forth in Sections _.4(b)(2)(iv)(B) and _.4(b )(2 )(iv)(C), respectively. 

-32



OCC, Federal Reserve, FDIC , SEC and CFTC 
February 13, 2012 

asset classes) , in which case international dealers in those jurisdictions could not qualify for the market 
making-related activity exemption under the Proposed Rule.116 That could prevent us from transacting at all 
in some international markets. 

Accordingly, the Agencies should eliminate the substantive, dealer-specific regulation requirement
which is not necessitated by the statutory language of the Volcker Rule-for banking entities engaged in 

market making-related activities. At a minimum, this requirement should not apply to dealers in non-U .S. 
jurisdictions to avoid overly broad disqualifications of international dealers that engage in market making
related activities. 

B. 	 Permitted Underwriting Activities 

The Proposed Rule recognizes that underwriting services and related syndicate activities are 
essential for capital formation and for the smooth functioning of markets both in the United States and 
elsewhere.117 We are concerned , however, that the exemption for underwriting-related activities included in 
the Proposed Rule is narrower than the Agencies seem to have intended .118 If the exemption is too limited, 
and underwriters have fewer tools to help issuers to raise capital and support an orderly aftermarket, 
issuers' cost of capital will rise and shareholder returns will fall. 

We believe the changes needed in the final rule are straightforward : 119 

• 	 Definition of "distribution": The "distributions" that may be underwritten under the Volcker Rule 
should include all primary issuances as well as all Regulation M "distributions."120 The 
Regulation M definition may be too narrow to capture the full range of capital-raising 
transactions, such as private placements, that the Preamble to the Proposed Rule indicates 
should be covered. 

• 	 Underwriting syndicate activities: The final rule should expand the definition of "underwriter" to 
include other "distribution participants" as defined in Regulation M, and remove the requirement 
that underwriting activities must be "solely" in connection with the underwriting .121 This is 

11 6 	 In addition, as discussed in Section III.C, a banking entity may execute customer trades through an international 
dealer but, for capital adequacy and risk management purposes, book the position in another non-U.S. entity that 
is not "engaged in the business of a dealer. " 

117 	NPR at 68925 ("The Agencies anticipate that the proposed approach to implementing the underwriting exemption 
should permit legitimate forms of underwriting in which market participants currently engage and, thus , should not 
unduly burden capital formation. In addition , the proposed rule would permit underwriters to continue to employ 
existing practices to stabilize a distribution of securities, which stabilization promotes confidence among issuers, 
selling security holders, and investors and further supports capital formation ."). 

118 See id . 
11 9 The Agencies requested comment on this topic in Question Nos. 64 and 65. 
120 The Agencies requested comment on this topic in Question Nos. 69 and 71 . 
121 The Agencies requested comment on this topic in Question No. 72. 
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necessary to eliminate uncertainty about the permissibility of syndicate activities that are ancillary 
to underwritten offerings and that reduce price volatility and facilitate an orderly aftermarket. 122 

• 	 Sources of revenues: "Customer revenues" in the underwriting context should include revenues 
attributable to syndicate activities, hedging activities and profits and losses from sales of residual 
positions as long as the underwriter has been making a reasonable effort to dispose of the 
residual positions in light of existing market conditions .123 

We illustrate these issues with examples below. 

1. 	 T11e definition of "distribution" for. purposes of the Vo/cker Rule should include all primary 
issuances. 

The Proposed Rule provides an exemption for underwriting activities if a banking entity satisfies 
seven criteria. One is that the underwriting transaction be effected "solely in connection with a distribution 
of securities for which the covered banking entity is acting as underwriter," as defined using definitions from 
the SEC's Regulation M. 

The Proposed Rule uses the SEC's definition of "distribution" under Regulation M,124 which has a 

specific, limited meaning and is typically construed to be narrower than the Preamble to the Proposed 
Rule 's description of private placements and other transactions that are intended to remain permissible.125 

Capital raising and financing transactions that may not qualify as "distributions" under Regulation M include 
commercial paper issuances, issuer "dribble out" programs and small private offerings. These types of 
offerings involve the purchase of securities directly from an issuer with a view toward resale , but may not 
always be clearly distinguished by "special selling efforts and selling methods" or by "magnitude." For 

instance, a commercial paper issuance might not involve road shows or the delivery of prospectuses (or 
other indicia of "special selling efforts"), and a small private placement may not meet the "magnttude" 
standard .126 

If uncertainty about the scope of a "distribution" were to deter underwriters from participating in these 
types of offerings, it would limit issuers' access to capital , particularly via commercial paper and other 
short-term debt markets.127 This result is not compelled by the statutory language and would make no 
corresponding contribution to financial stability. In view of the importance of issuers having unfettered 

122 We discuss examples of these syndicate activities in Section 1.8.2. 
123 The Agencies requested comment on this topic in Question No. 74. 
124 	 Under Regulation M, "distribution" means "an offering of securities, whether or not subject to registration under the 

Securities Act, that is distinguished from ordinary trading transactions by the magnitude of the offering and the 
presence of special selling efforts and selling methods." 17 C.F.R. § 242.100(b). 

125 The Agencies requested comment on this topic in Question No. 77. 
126 Although we recognize that the Preamble to the Proposed Rule indicates that the "magnitude" requirement "does 

not preclude small offerings or private placements from qualifying for the underwriting exemption" (NPR at 68867), 
we believe this interpretation may be inconsistent with traditional analysis of whether an offering constitutes a 
"distribution" for purposes of Regulation M. 

127 The Agencies requested comment on this topic in Question No. 67. 
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access to capital markets , especially the short-term debt markets, the final rule should expand the 
underwriting exemption to be available for both Regulation M "distributions" and any primary issuance. 128 

2. Underwriting-related syndicate activities should more clearly be permitted. 129 

Regulation M applies not only to "underwriters" as defined, but also to other "distribution participants," 
including prospective underwriters, brokers, dealers and other persons that are participating or have 
agreed to participate in the distribution .130 This is in recognition of the key roles that such distribution 
participants play in the underwriting process. By limiting the Volcker Rule exemption for underwriting 
activities strictly to "underwriters," the Proposed Rule would exclude dealers that do not deal directly with 

the issuer or selling securityholder (as might often occur, for example, in the case of selling dealer groups) . 
We suggest that the final rule follow Regulation M's definition of "distribution participant" and provide that a 
Volcker Rule "underwriter" include "a person who has agreed to participate or is participating in the 
distribution ."131 

Furthermore, under the Proposed Rule, a permitted underwriting activity must be "solely in 
connection with a distribution of securities ," and the banking entity engaging in the activity must be acting 
as an underwriter in the distribution .132 This "solely in connection" standard extends beyond what the 
statute requires and could potentially exclude a number of customary underwriting syndicate activities that 
are traditionally undertaken to support the success of a distribution, mitigate risk to issuers and investors 
(and to the underwriters themselves) and facilitate an orderly aftermarket. 

Companies raising capital typically consider derivatives strategies to be an integral part of the overall 
decision to pursue a transaction, and they expect underwriters to offer these strategies as a part of 

providing access to capital markets. Underwriters also traditionally purchase and sell in the market to 
hedge their exposure to those derivatives.133 These are examples of practices that should fall under the 

128 Our proposal would include the resale of notes or other debt securities received by a banking entity from a 

borrower to replace or refinance a bridge loan. This treatment of securities received in connection with a bridge 

loan would preserve the ability of banking entities to extend credit and offer their customers a range of financing 

options; would be consistent with the exclusion of loans from the coverage of the Proposed Rule 

(Section _ .3(b )(3)(ii) of the Proposed Rule); and would be consistent with our proposed "debt previously 

contracted" exception discussed in Section III.E. 


129 The Agencies requested comment on this topic in Question No. 76. 
130 	Under Regulation M, "underwriter" means "a person who has agreed with an issuer or selling security holder: (1) 

(t]o purchase securities for distribution; or (2) [t]o distribute securities for or on behalf of such issuer or selling 
security holder; or (3) [t]o manage or supervise a distribution of securities for or on behalf of such issuer or selling 
security holder"; and "distribution participant" means "an underwriter, prospective underwriter, broker, dealer, or 
other person who has agreed to participate or is participating in a distribution." 17 C. FR. § 242.1 OO(b). 

131 	The Proposed Rule includes in the definition of "underwriter" a person that has not dealt directly with the issuer, but 
has an "agreement" with another person that has. Section _.4(a)(4)(ii) of the Proposed Rule. This definition is less 
inclusive than it may have been intended to be. Individual selling dealers or dealer groups may or may not have 
written agreements with an underwriter in privity of contract with the issuer. 

132 /d. at Section _ .4(a)(2)(iii). 
133 Underwriters may also engage in purchasing and selling in the market to create or close out short positions in 

connection with an overallotment option (or in connection with other stabilization activities). 
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heading of "legitimate forms of underwriting in which market participants currently engage" and "existing 
practices to stabilize a distribution of securities" (which the Proposed Rule indicates should be permitted to 
continue 13

\ and are in connection with a distribution of securities, but could be difficult to evaluate under 
the ambiguous "solely in connection" standard . Accordingly, the final rule should omit "solely" from the "in 
connection with" criterion. 

We also believe that the "solely" criterion could reduce innovation in the capital-raising process by 
casting doubt on new capital-raising methods that may develop. A number of derivatives-related strategies 
to raise capital were unknown a decade ago, but have since helped issuers to raise capital in cost-efficient 
transactions . We do not believe that the Volcker Rule was intended to reduce innovation in, or the 
competitiveness of, U.S. capital markets. 

As the following examples show, underwriting syndicate activities include a variety of derivative 
strategies to help issuers raise capital, including, in some cases, by helping underwriters to hedge their 
own exposures that arise out of underwriting transactions. 

Example 6: options in conjunction with underwriting-related syndicate activities can prevent 
dilution to shareholders. A convertible debt offering risks diluting the issuer's existing shareholders 
when the debt is converted. To mitigate the impact of this dilution , the issuer may enter into "call 
spread" options. In this case, underwriters provide the issuer with an option to purchase, from the 
underwriters, the number of its own shares into which the debt would convert, at the price at which it 
would be convertible. As a result, if the debt does convert, the issuer will exercise the option and 
purchase the shares so that there is no net dilution . 

To reduce the cost of this option, the issuer will often provide the underwriters with a warrant to 
purchase the same number of shares of the issuer's stock at price that is higher than the option 
exercise price. Even if it is exercised , the warrant causes less net dilution than the convertible debt 
alone would have caused (because the warrant is typically net share settled , meaning that shares are 
issued only to the extent that shares underlying the warrant exceed the warrant's total exercise price) . 
Overall , the "call spread" arrangement may make a wider range of financing options feasible for the 
issuer of the convertible debt. ~his can help it to raise more capital at more attractive prices than if, 
because of ambiguity about what constitutes "solely" in connection with an underwriting, the 
underwriters could not conclude that they were permitted to enter into the call spread and related 
warrant. 

Example 7: risk-mitigating activities support underwritings and help financial institutions raise 
capital. A financial institution seeking to raise capital may do so through a rights offering, in which 
existing shareholders receive rights to buy additional shares of stock at a specified price. Often, to 
ensure the success of the rights offering and the receipt of all possible proceeds, the underwriters will 
commit in advance to exercise any rights that are not exercised by shareholders. This is similar to 
underwriting of a stock offering : the issuer gains certainty about the amount of capital that it will raise, 
while the underwriters assume the risk of holding the position in the issuer's stock if demand for the 

134 NPR at 68925. 
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offering proves to be insufficient. 

To hedge their exposure to the issuer's stock (effectively a long position), the underwriters may sell 
the rights or the issuer's stock short while the rights offering is pending . The underwriters may also, 
as a means of covering such short sales, purchase from shareholders (and subsequently exercise) 
rights that were previously issued (but not yet exercised) in the rights offering and sell the shares of, 
stock received upon exercise into the market. If the underwriters could not engage in these 
risk-mitigating activities , they would be less willing to underwrite the rights offering and would charge 
a higher discount to the issuer to compensate for their higher level of risk. 

Example 8: a dealer's risk-mitigating hedging can help a customer to finance a transaction 
with regulatory uncertainty. A customer seeking to finance an acquisition that is subject to a lengthy 
regulatory approval process may issue securities to finance the acquisition through a forward contract 
with an underwriter, which will be settled after the approval is received . The use of the forward 
contract permits the customer to lock in its financing for the acquisition and limit the dilution to its 
shareholders until the acquisition is completed . The underwriter in this case would hedge its own 
exposure by borrowing securities from third-party lenders and then selling them short pending the 
settlement of the forward contract. 

3. 	 "Customer revenues " in an underwriting transaction should include revenues from syndicate 
activities, hedging activities and profits and losses on the disposition of residual positions. 135 

Under the Proposed Rule, like permitted market making-related activities, permitted underwriting 
activities must be "designed to generate revenues primarily from fees, commissions , underwriting spreads 
or other income not attributable to . . . [a]ppreciation in the value of covered financial positions . .. or . . . [t)he 
hedging of covered financial positions."136 As we noted above, underwriters will typically hedge positions 
that they take as part of underwriting and associated stabilizing activities. Because these hedging activities 
are undertaken to ensure that underwriters can manage risk while they help issuers and selling 
securityholders to raise capital and support an orderly aftermarket, revenue in connection with these 
hedging activities should be included in permitted "customer revenues," like fees , commissions and 
underwriting spreads. 

Furthermore, although the Proposed Rule provides helpful flexibility on an underwriter's ability to 
dispose of any residual positions over time, 137 the final rule should go further to ensure that it does not 
inadvertently provide a disincentive for an underwriter to end up with a residual position . Specifically, so 
long as an underwriter continues to take reasonable steps to attempt to dispose of a residual position in 
light of existing market conditions, holding the residual position should be considered underwriting-related 

135 The Agencies requested comment on this topic in Question No. 74. 
136 Section _.4(a)(2)(vi) of the Proposed Rule. 
137 	NPR at 68867 ("There may be circumstances in which an underwriter would hold securities that it could not sell in 

the distribution for investment purposes. If the acquisition of such unsold securities were in connection with the 
underwriting pursuant to the permitted underwriting activities exemption, the underwriter would also be able to 
dispose of such securities at a later time."). 
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and any revenues from the disposal should be counted as "customer revenues," not income from 
"(a]ppreciation in the value of covered financial positions ." Residual positions are an inherent risk of many 
underwritten offerings , including, but not limited to, underwritten rights offerings such as the one described 
in Example 7 of Section 1.8.2. 138 If, their treatment under the final rule is negative or unclear, and does not 
address the revenues issue that we have noted, underwriters may be incentivized to underwrite smaller 
offerings at lower market prices or higher underwriter discounts because they will become averse to the risk 
of holding a residual position that may lead the transaction to be deemed impermissible under the Volcker 
Rule .139 

C. 	 Permitted Hedging Activities 

As the FSOC Study recognized, "(p]rudent risk management is at the core of both institution-specific 
safety and soundness, as well as macroprudential and financial stability ... [t]he Volcker Rule should not be 
applied in a way that interferes with a banking entity's ability to use risk-mitigating hedging."140 The statutory 
requirement that permitted hedging be "designed to reduce ... specific risks" indicates a concern that what 
is generically called a hedge, particularly a short or derivative position, could actually represent prohibited 
proprietary trading. The Proposed Rule goes much further than even this, however, by adding two key 
additional requirements that go beyond the statutory requirement, that may not be meaningful or 
achievable in practice and that may well interfere with banking entities' ability to engage in risk-mitigating 
hedging: 141 

• 	 "Significant exposures": The Proposed Rule requires that a permitted hedging transaction not 
give rise, at the inception of the hedge, to significant exposures that are not themselves hedged 
in a contemporaneous transaction. This is rarely possible even for hedges that greatly reduce a 
banking entity's overall risk, which we believe should be the ultimate requirement for permitted 
hedging . 

• 	 "Reasonable correlation": The requirement that a hedging position be "reasonably correlated" 
to the position hedged arises from an unrealistically narrow view of hedging and distracts from a 
more appropriate focus on the reduction of overall risk.142 Prudent risk management requires that 
banking entities have flexibility to hedge on a dynamic and portfolio basis, and to hedge across 
asset classes when doing so provides the most effective reduction of overall risk. The 
"reasonable correlation" requirement could interfere with that. 

138 The Agencies requested comment on this topic in Question No. 79. 

139 The Agencies requested comment on this topic in Question Nos. 68 and 358. 

14° FSOC Study at 21 . 
141 	 Sections _ .5(b)(2)(iii)-(iv) of the Proposed Rule. The Agencies requested comment on this topic in Question 


No. 102. 

142 The Agencies requested comment on this topic in Question No. 103. We further note that "correlation" is a 

technical statistical term, quantifying the dependence among two variables based on a backward-looking historical 
data set. In this setting , it would not-at least without an express clarification to the contrary-have the colloquial 
sense of"related" or "likely to move together in the future." Hence this requirement may be more limiting than the 
Agencies intended it to be. 
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If banking entities cannot use legitimately risk-mitigating hedging strategies, there are two likely 
outcomes, both undesirable. First, banking entities may step back from assuming risk on behalf of their 
customers, forcing those customers to retain risks even if they are less capable of managing them 
effectively. This would likely be bad for the company and, on a larger scale, for the broader economy. 
Alternatively, the banking entities may assume the risks but then find themselves forced to hold them 
because they cannot effectively hedge these risks. 143 This would not contribute to safety and soundness. To 
prevent these negative outcomes, the final rule should remove the "significant exposures" and "reasonable 
correlation" requirements, and instead focus on quantitative trading metrics such as VaR and the hedging 
policies and procedures that are required under the Proposed Rule's compliance standards.144 These 
policies and procedures will include information such as the asset classes that are available to be used as 
hedges and will be subject to review by regulators. This will allow regulators to gain sufficient information 
about the banking entity's range of hedging strategies to make an informed judgment as to the 
reasonableness of those strategies. 

Because both the "significant exposures" and "reasonable correlation" requirements of the Proposed 
Rule often raise similar concerns when applied to real-world hedging examples, we discuss several such 
examples separately in Section I.C.3. 

1. Hedging is intended. to mitigate risk, not prevent any new "significant exposures." 

The "significant exposures" requirement, which goes beyond the statutory language that permits 
hedging activities that are designed to mitigate "specific risks," raises both a technical issue and a more 
fundamental issue that goes to the nature of hedging and the fact that "perfect" hedges are unavailable in 
most circumstances. 

The technical issue is that, although the Preamble to the Proposed Rule acknowledges that almost 
all hedges will give rise to basis risk and counterparty risk,145 the text of the Proposed Rule does not reflect 
that acknowledgment. 

More fundamentally, the requirement that a hedging transaction not give rise to new significant 
exposures is incompatible with a wide variety of hedging transactions that banking entities use to reduce 
risk and operate in a safe and sound manner. If an asset is liquid enough and traded in a high enough 
volume, it may be possible to construct a hedge of one position in the asset with another position in the 
asset (or a synthetic position) such that the banking entity will have a very low "delta" (or exposure to 

143 The Agencies requested comment on this topic in Question Nos. 105 and 351 . 
144 See Appendix C of the Proposed Rule. 
145 NPR at 68876 ("[T]he proposal also recognizes that any hedging transaction will inevitably give rise to certain 

types of new risk, such as counterparty credit risk or basis risk reflecting the differences between the hedge 
position and the related position ...."). "Basis risk" is, broadly speaking, the risk that two positions that are 
intended as a hedge perform in such a way that they do not in fact offset each other to the extent that was 
originally contemplated . 
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changes in the price of the asset). Like other banking entities, we use this type of hedging in many of our 
trading businesses when it is possible to do so. 146 

However, most hedging scenarios are more complicated . As a general principle , hedging an illiquid 
position will almost always resutt in an imperfect hedge, because it was already determined that there was 
not ready demand for the position in the first place. Some hedges, such as those in the examples below, 
may require using positions in different maturities, different instruments or different asset classes 
altogether. This is consistent with the FSOC Study's observation that "(i]n executing principal transactions 
for which there is no natural subsequent buyer of the financial instrument, market makers will often hold the 
instrument in their portfolio but then hedge it using correlated instruments that they sell to other 
customers."147 Many of these hedges might not, on their face, satisfy a requirement of no new "significant 
exposures" as a result of the hedge. Yet they may very well greatly reduce the "specific risks" of the original 
position, as measured by VaR or other risk-related metrics, have little or no potential for "hiding" proprietary 
trading and be advisable by any reasonable standard of prudent risk management and promotion of safety 
and soundness of the banking system. Accordingly, we suggest eliminating the "significant exposures" 
requirement as a qualitative standard . Regulators should instead rely on quantitative trading metrics and 
hedging policies and procedures to evaluate whether hedging activities are consistent with the statutory 
requirement of being "designed to reduce .. . specific risks. " 

2. "Reasonably correlated" is inappropriate as a standard for; permitted hedging under the Volcker 
Ru/e. 148 

Under the Proposed Rule, a permitted hedging transaction must be "reasonably correlated" to the 
risk or risks that the transaction is intended to hedge.149 This is inappropriate as a uniformly applicable 
requirement for several reasons. Most fundamentally, correlation is essentially a retrospective concept. 
Although the Preamble to the Proposed Rule notes that "reasonable" correlation of hedging positions will 
vary, 150 it may still prove difficult or impossible to measure prospectively. Historical correlations will often be 
relevant, but cannot be dispositive, since markets and correlations can and do change. Furthermore, 
correlations are not guaranteed to be present at the outset of a hedge and may not actually materialize at 
any particular time during the hedge's life. Neither of these facts necessarily diminishes the prudence of the 
hedge as a risk-management tool. This is particularly true for "scenario" hedges, in which the hedging 
position is most correlated with the risks of the underlying position during times of large market moves or 
adverse changes in macroeconomic conditions.151 If the risks of the underlying position deteriorate during 
these times as well , then the hedge may be particularly effective and cost-efficient, regardless of whether 

146 	Even in this comparatively simple case, however, the hedging position could potentially expose the banking entity 
to risks from volatility, interest rates or the passage of time, among other things, that were theoretically not present 
in the original position. Again, for even the most straightforward hedges, a requirement of no new "significant 
exposures" will often be unrealistic (or cause undue uncertainty about the permissibility of the hedge). 

147 FSOC Study at 23. 
148 The Agencies requested comment on this topic in Question Nos. 107 and 110. 
149 Section _.5(b )(2)(iii) of the Proposed Rule. 
150 NPR at 68875. 
151 We give examples of such "scenario" hedges below 
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the positions are well correlated at other times. From a risk-management standpoint, historical correlations 
are, in general, not a good substitute for management's best judgment as to the hedging positions that are 
likely to be most effective in reducing risk going forward , which could be informed by other factors such as 
implied volatility or the positions' behavior under simulated stress tests. 

The "reasonable correlation" requirement should be removed from the final rule in favor of a more 
appropriate focus on quantitative trading metrics such as VaR and Risk Factor Sensitivities. 152 If the 
Agencies retain this test in the final rule, at a minimum, it is critical that the final rule make clear that it 
should be given an expansive interpretation and will not require demonstrable correlation between 
positions at the outset of a hedge. 

A banking entity's hedging mandates will provide a better and more natural opportunity for regulators 
to supervise hedging activities . These mandates will permit certain types of hedges and prohibit others (or 
require case-by-case approval) because experience and the dynamics of the relevant markets will have 
shown what the most effective hedges tend to be, even if they are positions in different asset classes or 
otherwise not perfectly matched to the underlying positions. Regulators will be able to confirm that the 
mandates are reasonable and provide appropriate controls on permitted hedging . 

3. 	 Examples of hedging transactions that should be permitted, but might not satisfy the "significant 
exposures" and "reasonable correlation" requirements of the Proposed Rule. 

Banking entities use many trading strategies to hedge risks. In general , these strategies require 
balancing the degree to which a hedge reduces the risk from the underlying position with the costs, 
efficiency and availability of the hedge and other practical considerations, which can vary widely depending 
on market conditions. 

Suppose, for example, that a banking entity holds a technology stock in inventory. From the 
perspective of risk reduction, the best "hedge" of all would simply be to sell the stock. The stock may be 
relatively illiquid (or, even if liquid , may not support liquidation of the position without an impact on the 
market), or the banking entity may prefer to keep it in inventory (to better serve customers who may wish to 
purchase it). In those cases, the banking entity could potentially sell a different technology stock short, or 
construct a hedging strategy based on options on one or more stocks or stock indexes. Some approaches 
may be more attractive than others depending on the prices and depth of the market for the various stocks 
and options and the banking entity's expected inventory needs. Even these comparatively simple hedging 
strategies could raise questions under the narrow "significant exposures" and "reasonable correlation" 
requirements.153 

152 The Agencies requested comment on this topic in Question No. 106. 
153 	Furthermore, hedges within the same asset class, while conceptually among the simplest, may take place 


alongside a trading unit's customer flow trading and inventory management in that asset class, which could 

frequently raise the question of exactly which positions are "hedges." If the trading unit's risk profile and hedging 

activities are evaluated by reference to quantitative trading metrics such as VaR and hedging policies and 

procedures, as we suggest, this is not necessarily an issue. It could be problematic, however, if a banking entity 

were forced to identify and "tag" each transaction as a hedge for purposes of the "significant exposures" and 

"reasonable correlation" analysis. 
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As part of market making-related activ,ity, banking entities often transact with customers to help 
customers hedge their own risks. In many cases, no direct hedge against the initial transaction will be 
available to the banking entity because the customer's transaction may have had customized terms or 
been done with respect to a less commonly traded position . In such a case, the banking entity may manage 
its own exposure by constructing a hedge with a more commonly traded (but distinct) position in the same 
or a similar asset class. This type of hedging is also likely to occur in the context of portfolio hedging of 
risks across a portfolio of positions, such as commodities derivatives. Although the Preamble to the 
Proposed Rule cites portfolio-level hedging as an activity that should be permitted, 154 the requirement of 
both no new "significant exposures" and "reasonable correlation" would, in many cases, create 
unnecessary ambiguity about the types of portfolio hedging that would be permissible.155 Unnecessarily 
limiting the availability of hedging strategies, most of which will naturally be "imperfect" but may also 
legitimately reduce specific risks, would serve no policy goal and should be avoided in the final rule. 

154 NPR at 68875. The Agencies requested comment on this topic in Question Nos. 104, 107, 109 and 111 . 
155 This is particularly true in the case of portfolio hedging of "diverse holdings" (as compared to, for example, hedging 

of the net exposure of a portfolio of numerous identical long and short derivative positions), which is what is 
contemplated by the Preamble to the Proposed Rule. /d. 
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Example 9: rare custome,-, derivative transactions can be hedged with more common 
derivatives. An oil refiner might ask a market maker to provide refining margin swaps to hedge 
against the narrowing of the margin between the crude oil inputs that it purchases and the refined oil 
outputs that it sells . Under these swaps, the refiner would , on a designated schedule, pay the market 
maker the floating price of certain refined oil outputs, and the market maker would pay the refiner the 
floating price of certain crude oil inputs plus the pre-agreed margin. This insulates the refiner from a 
narrowing in margins, although it also limits the refiner's upside if margins widen instead. That 
exposure is transferred to the market maker as the counterparty to the swaps. For the refiner, the 
effect of the swaps would generally be to lock in a certain profit margin and put the refiner in a 
position to safely project its future earnings. This could be critical if, for example, the refiner were also 
trying to expand its operations or invest in a new business . In this way, the refining margin swaps 
market can contribute to the formation of capital and therefore to economic growth generally. 

In this example, the oil refiner is a seller (of the refined oil that it produces). As the seller's 
counterparty under the swaps, the market maker takes on the economic risk of a buyer who has 
agreed in advance to buy at a price that may be higher or lower than the market price when the 
purchase occurs. To trade out of this risk, the market maker might, ideally, look to customers who are 
actual buyers of refined oil products and want to hedge the price of the products that they must 
purchase to run their businesses. But there may not be demand for the exact swaps that the market 
maker exchanged with the refiner: the swaps could be with respect to a less commonly traded grade 
of oil , for example, or they could be longer-dated than the corresponding swaps most commonly 
demanded by buyers 

Accordingly, the market maker might manage its risk from the refiner's swaps by dynamically hedging 
with swaps (or options or other derivatives) in which it would find greater liquidity. In this example the 
market maker would probably evaluate the risk it has from the refiner's swaps not in isolation, but 
rather in the context of its portfolio of commodity swaps, with a view toward cost-effectively managing 
"open" risk across the portfolio . 

The market maker might have several means of demonstrating that its portfolio is, on the whole, 
much less risky than if it had not engaged in the type of dynamic portfolio hedging described. The 
portfolio 's VaR metrics, for example, might show that the market maker is much less likely to suffer 
severe losses from its commodity swaps positions . It is unclear whether this hedging approach would 
clearly be permitted by the Proposed Rule in light of the "significant exposures" and the "reasonable 
correlation" requirements. When the market maker hedges exposure under the refiner's swaps to the 
price of one type of oil with (short) exposure to the price of another type of oil , it expects that the two 
prices will move predictably against each other to an extent that justifies the hedge and reduces 
overall risk. It has, however, now introduced a risk-exposure to the price of the second type of oil
that was not originally present in the refiner's swaps . Furthermore, the two prices may not always be 
correlated; for instance, a decrease in supply of one of the oils could affect its price but not the price 
of the other oil. If the hedging swaps are shorter-dated than the refiner's swaps, they would also be 
subject to factors that affect near-term prices more than long-term prices. 

Banking entities also often hedge one position (or positions) with a position in a different asset class 
entirely. This may be because there is little liquidity or cost-ineffective pricing (or both) for a hedging 
position in the same asset class. Furthermore, correlation that emerges between the asset classes in 
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stressed markets or upon certain changes in macroeconomic conditions may offer the best protection 
against the worst risks associated with the original position. As a result, as we noted above, these 
"scenario" hedges may show significant correlation only upon large movements in prices or 
macroeconomic conditions, and not otherwise-yet this may be precisely what makes the hedges 
especially valuable as risk-management tools. 

Example 10: different asset classes can be the most effective hedge for municipal bonds. 
Hedging the credit risk in municipal bonds poses significant challenges to dealers. Because the 
bonds are often difficult to borrow (they are often relatively illiquid and furthermore lenders may suffer 
negative tax consequences), a dealer usually cannot "short" the bonds, which effectively forces the 
dealer to hedge in a different asset class. In some cases, the best, most risk-reducing hedge of a long 
position in municipal bonds, which a banking entity could acquire as part of its market making-related 
activities , may be a single-name corporate credit default swap (CDS) on obligations of companies 
that face similar risks to those of the relevant municipal issuer. For example, a dealer that has 
acquired bonds of a state or local power generation or distribution cooperative might choose to hedge 
the credit risk of those bonds by buying a single-name corporate CDS on the obligations of investor
owned utilities that face similar business risks to those of the cooperative. This may be particularly 
true when there is not a liquid market in the municipal bonds themselves, but when the banking 
entity's internal models, or management's best judgment based on experience, suggests that large 
declines in the value of the bonds would likely be accompanied by widening of credit spreads and an 
increase in the value of the CDS, which would offset a portion of the decline in value of the bonds. As 
in the prior example, this hedge reduces the banking entity's risk, but could be considered under the 
Proposed Rule to introduce a new "significant exposure" to the CDS or not to be "reasonably 
correlated ." 

Example 11: different asset classes can be the most effective hedge for,interest rate risk. 
Customers such as life insurance companies (which have long-term liabilities, but predominantly 
shorter-term assets) may wish to protect themselves against declines in interest rates. To do so, they 
may purchase call options on U.S. Treasuries from a market maker. To mitigate its risk under these 
options, the banking entity could seek a corresponding hedge in the U.S. Treasury options market, 
but there might be poor liquidity for a relatively large position in such an option or the option might 
otherwise be cost-ineffective. Instead, the banking entity might be able to more effectively hedge with 
put options on the S&P 500, which tends to decline when U.S. Treasury yields decline. 

To illustrate this example, the following chart shows, for approximately the past 10 years, the yield on 
1 0-year U.S. Treasury notes and the realized correlation between that yield and the S&P 500 (note 
that it does not show the actual price level of the S&P 500) : 
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10-Year u.s. Treasury Yield and Rea lized Corre lation w ith S&P soo, 2001-2011 
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The circled regions of the chart show that correlation between the 1 0-year Treasury yield and the 
S&P 500 was highest in periods when yields were declining. When Treasury yields are declining, 
prices of Treasuries are rising; hence it is more likely that the customer's call options purchased from 
the market maker would become exercisable (or "in the money"). This exposes the market maker to 
the risk of losses from having to sell U.S. Treasuries to the customer at a price lower than the price it 
would have to pay to buy them. To hedge this risk, as we noted above, the market maker might 
purchase S&P 500 put options. This hedging strategy may be attractive because the exposure to U.S. 
Treasury yields from the call option is in the opposite direction from the S&P 500 put options. 

On the other hand, as the chart shows, in periods when 1 0-year Treasury yields were not declining, 
the correlation between those yields and the S&P 500 was typically not nearly as high (and was in 
fact sometimes negative). If a market maker enters into this hedge in a period during which Treasury 
yields are not declining (to nevertheless protect itself from the risk of a period of declining yields), it 
does so with no assurance that the high correlation will be realized at any particular point during the 
life of the hedge, potentially complicating efforts to measure "reasonable correlation" on an ongoing 
basis. If the market maker could not use this "scenario" hedging strategy, it might have to either 
decline the life insurer customer's request to purchase the U.S. Treasury call options, or quote the 
customer a higher price for the options. 

Example 12: different asset classes can be the most effective hedge fof' a real estate 
securitization. As part of a customer transaction, a market maker might take into inventory assets 
such as a securitization of a real estate acquisition financing. The market maker will try to hedge the 
exposure to this position. However, there is no "natural" hedge for the securitization. The market 
maker could hedge it with an index of commercial mortgage-backed securities such as the CMBX, but 
this index itself may be too illiquid to support a hedge in the necessary size. Moreover, the correlation 
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between the securitization position and the CMBX may in fact be relatively low. 

The market maker may be able to find a hedge with a higher correlation in a more liquid market-in 
other words, a hedge that is both more effective and less expensive-by using a mix of other 
instruments, such as high-yield corporate debt, CDSs of firms in the same industry and S&P 500 
options. Yet this composite hedge raises the same issues that we have noted under the "significant 
exposures" and even the "reasonable correlation" requirements (especially if the hedging positions 
are considered individually and not together). 

II. 	ADDITIONAL COMMENTS ON THE PROPOSED RULE'S REQUIRED COMPLIANCE REGIME AND 

QUANTITATIVE TRADING METRICS156 

To design an effective compliance regime around measurement and monitoring of the quantitative 
trading metrics, the final rule should provide a less granular definition of "trading unit" and significantly 
de-emphasize the prospect of trade-by-trade analysis of permitted activities. These points have important 
implications for the operational feasibility of the compliance regime and the expense required to develop 
and maintain it. It will also have important implications for trader psychology and trader willingness to make 
proper and deep markets and take appropriate risk to facilitate customer transactions . We discuss these 
and other topics related to the required compliance regime and quantitative trading metrics in Sections II.A 
through II.C . 

A. 	 The definition of "trading unit," should be less granular-both because better data will be 
obtained. that.way and. because it is critical for, keeping the costs and logistical challenges 
of the compliance program at a manageable /eve/.157 

We agree with the Agencies that calculating quantitative trading metrics for an individual trading 
desk-especially if a small number of trades are analyzed in isolation-will likely produce "noise," result in 
many false positives and often not provide any readily apparent interpretation or characterization of the 
underlying trading activity, while nonetheless imposing a significant compliance burden on the banking 
entity.158 The Proposed Rule 's approach to these issues-defining "trading unit" to include the desk level , 
the firmwide level and several intermediate levels-would present an enormous challenge for any banking 
entity with significant trading operations.159 

156 The Agencies requested comment on this topic in Question Nos. 1-4. 
157 The Agencies requested comment on this topic in Question No. 157. 

NPR at 68885 ("[A]pplying a quantitative measurement to a trading unit at a highly granular level could, if it 
captured only a narrow portion of activity that is conducted as part of a broader business strategy, introduce 
meaningless 'noise' into the measure or result in a measurement that is idiosyncratic in nature. This highly granular 
application could render the measurement relatively uninformative because it would not accurately reflect the 
entirety of the trading activities being conducted ."). 

159 The Agencies requested comment on this topic in Question No. 160. 
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We strongly disagree with the Agencies' contention in the Preamble to the Proposed Rule that "there 
may be little, if any, incremental burden associated with calculating and reporting quantitative 
measurements at multiple levels." 160 This is important both as a computational matter and for managing the 
expense of designing and implementing compliance programs for more "trading units" than are necessary. 
For example, some metrics, such as VaR, are not simply additive and would require separate calculations 
at each level. Furthermore, even when a banking entity already calculates certain metrics today for risk 
management purposes, those metrics may be calculated by business-side risk managers and not reviewed 
or tested by an independent control function as may be required under the compliance program described 
in Appendix C of the Proposed Rule. 161 

The compliance program will be extensive. It will require banking entities to develop new 
technologies (such as, potentially, to document price quotes disseminated by a market making trading unit 
or other indicia of customer-facing activity, or to identify and analyze hedging transactions in more detail 
than in the past). Banking entities will also need to develop new policies and procedures for trading units 
(including new or updated trading and hedging mandates as necessary) and , in all likelihood, hire 
additional employees to review each metric for each trading unit and carry out the expanded compliance 
and internal control functions that the Volcker Rule will require. These costs would spiral if banking entities 
are deemed to have an inordinately large number of "trading units," which could be caused not only by an 
overly granular definition of "trading unit," but also by a requirement to calculate and report quantitative 
trading metrics and implement compliance regimes at multiple levels within a banking entity. 

For these reasons, we believe it is more important by far-and more appropriate as both a theoretical 
and a practical matter-to find the single most appropriate level. Furthermore, we believe that going as low 
as the individual desk level generally will not be necessary to determine whether a business engages in 
prohibited proprietary trading, meaning that the many difficulties associated with calculating metrics and 
implementing comprehensive compliance programs at the desk level are not justified. On the contrary, 
there is likely to be a useful middle ground between "aggregat[ing] a variety of distinct trading activities," 
which the Preamble to the Proposed Rule indicates could obscure proprietary trading, and a "highly 
granular application" of metrics to individual desks or small groups of traders that could result in 
"meaningless 'noise."' 162 

In fact, to effectively interpret quantitative trading metrics and analyze the character of trading 
activities, it will frequently be necessary to look across one or more related desks or legal entities through 
which a banking entity conducts a coordinated trading strategy. For instance, a banking entity's market 
making-related activities with respect to credit trading might involve making a market in bonds (traded in a 
broker-dealer) , single-name CDSs (in a security-based swap dealer) and CDS indexes (in a swap dealer) . 
For regulatory or other reasons, these transactions could take place in different legal entities, but all of 
them should be considered part of a single trading unit in order to get a fair picture of the market making 
character or hedging strategies represented by the trading . 163 

NPR at 68885. The Agencies requested comment on this topic in Question Nos. 159 and 169. 
161 The Agencies requested comment on this topic in Question No. 173. 
162 NPR at 68885. 
163 As we discuss in Section 111.8, it would be inefficient and counterproductive for trading units, which often span legal 

entities, to be subject to review by multiple regulators, each of which would see only those trading activities that 
(footnote continued) 
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We do understand that problems with calculating quantitative trading metrics at the multi-desk level 

would potentially arise if desks of distinctly different trading profiles were grouped together. On the other 
hand , a banking entity will likely have expended considerable effort (in consultation with its regulator) to 

determine the appropriate level at which to calculate VaR and other risk limits, determine trading book size, 

budget profit and loss, assess capital usage, analyze compensation metrics (under guidance from its 

regulators) and operate its existing risk management processes. Existing levels utilized for these purposes 

typically reflect customer bases, the levels at which there is clear trading management accountability and 

authority to direct actions and the levels at which banking entities engage with their prudential regulators on 

safety and soundness risk metrics. 

Calculating Volcker Rule quantitative trading metrics at the appropriate level for each trading unit will 
actually help identify meaningful trends , and outliers, more clearly than would be possible from a smaller 

sample size of trades at a level that is too granular to allow reasonable inferences (or, conversely, a sample 

size that is too large because it aggregates unrelated trading units). 164 In some cases , this process might, 

for example, produce a grouping of desks that trade structurally similar products in geographically different 

markets. In other cases, because of organization, management, customer bases or other factors , the 

reverse might be true. In any event, the Agencies should affirm that the smallest organizational unit will not 
automatically constitute its own trading unit , and that regulators will approach the question of trading units 

without a presumption to the contrary. This would preserve the necessary flexibility to define trading units in 

the way that proves to be the most sensible for each banking entity.165 

(footnote continued) 

are conducted in the legal entity subject to its supervision , outside of the context of the broader trading or hedging 
strategy. For this reason , we strongly believe that a single regulator should be responsible for Volcker Rule 
compliance with respect to all entities within a banking entity's affiliate group. This would not only more accurately 
reflect a trading unit's activity, but would also provide regulators with a better way of preventing potential evasion 
that could occur if they only see "part of the picture " 

164 	For example, a U.S. credit trading business might have traders who focus on making a market in bonds of issuers 
in a specific industry, such as "retail" companies like large department stores. The flow of customer trading in this 
sector may be higher in some periods and lower or even zero in other periods. To be able to facilitate these 
customer trades when they do come in, the traders would likely continue to maintain some inventory of these 
"retail" bonds. Accordingly, looking at these traders' Inventory Risk Turnover or customer-facing trade metrics in a 
vacuum, without incorporating their trading activities into the metrics for the broader U.S. credit trading business, 
could show a high degree of variance that would not reflect the fact that the traders have maintained a consistent, 
customer-oriented trading strategy to make a market in "retail" bonds. In this case, calculating metrics for U.S. 
credit trading as a whole would be much more viable as a means of understanding the market making character of 
the trading. 

165 	Under our proposed approach, the determination of trading units would be a detailed, in-depth process, and the 
determinations of trading units would not be identical across banking entities. One result ofthis process would be 
the elimination of combinations of trading desks that are either too small or too large to be particularly helpful to 
consider as a trading unit, but that might have been required to be trading units under the Proposed Rule. We 
believe that focusing the analysis of trading units in this way will prove more effective in the long term. 
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B. 	 "Trade-by-trade" analysis ofpermitted market making-related, underwriting and hedging 
activities is not practical and will impair market efficiency by making traders unduly 
uncertain about the permissibility of their activities. 

Even within a properly defined "trading unit," assessing market making-related activities down to the 
level of a "single significant transaction" 166 could create a number of problems that may not practically be 
solvable . As we discussed in Section I.A. market making by its nature cannot always be seen on a 
trade-by-trade basis, without consideration of the relevant trading unit's business and the trades in which it 
engages over time. Focusing on a trade-by-trade analysis is likely to inhibit traders from making markets 
effectively, particularly during times of stress. We urge the Agencies to think carefully about the effects that 
trade-by-trade analysis would likely have on trader behavior and trader incentives to provide market making 
services. 

Of course, individual traders will need to understand the Volcker Rule and comply with the policies 
and procedures that will result from it. On the other hand, it is not reasonable for traders to analyze each 
single trade or block of trades, in real time, for evidence of intrinsic market making character. The dilemma 
in this case, in its starkest form, is that a trader is unlikely to know in advance whether a particular trade 
will , by itself, be deemed to be a "single significant transaction" or "noise." If traders perceive undue 
ambiguity in the requirements for their permitted market making activities, trading businesses may hew 
closer to an "agency-like" trading model and may be less willing to act as dealers and market makers. This 
would reduce liquidity and adversely affect pricing . For example, a trader might refuse to execute a 
customer sell order as principal for fear of building inventory that cannot be immediately resold , particularly 
in a rapidly declining market-which is precisely when market makers are most needed to provide liquidity. 

Like other aspects of market making-related activities, the appropriate measurement period for each 
quantitative trading metric should be evaluated on a trading-unit-by-trading-unit basis to determine the 
appropriate extent to which transactions should be aggregated and analyzed together for market making or 
underwriting character. Accordingly, the final rule should remove the Proposed Rule 's general statement 
that trade-by-trade analysis may often be warranted . 

C. 	 Additional comments on quantitative trading metrics required under the Proposed Rule. 

As we have emphasized throughout our letter, we believe quantitative trading metrics generally 
represent the best path toward a workable regulatory and compliance regime for the proprietary trading 
restrictions of the Volcker Rule. In this section of our letter we provide more detailed feedback on the five 
categories of quantitative trading metrics proposed in Appendix A of the Proposed Rule and identify the 
metrics that we believe have the most promise for distinguishing between prohibited proprietary trading and 
permitted activities. 167 We have classified the metrics into three categories : 

166 	NPR at 68961 ("The particular types of trading activity [subject to analysis as market making-related activities] may 
involve the aggregate trading activities of a single trading unit, a significant number or series of transactions 
occurring at one or more trading units, or a single significant transaction , among other potential scenarios ."). 

167 The Agencies requested comment on this topic in Question Nos. 143, 146, 155, 165, 168, and 172. 
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• 	 "Indicative" metrics that are most useful for distinguishing permitted activities from prohibited 
proprietary trading when taken as a whole. These are Fee Income and Expense, Spread P&L, 
Inventory Risk Turnover and the Customer-Facing Trade Ratio (provided that the last is defined 
appropriately to be based on risk rather than number of trades) . 

• 	 "Contextual" metrics that could be helpful in context as a means of understanding a trading 
unit's business and risk profile and the nature of the markets and asset classes in which it is 
active, but would not necessarily serve to identify prohibited proprietary trading (and would not be 
useful, by themselves, as triggers for further review of a particular trading unit's compliance). 
These include most of the Risk-Management and Revenue-Relative-to-Risk Metrics, as we 
describe in more detail below. 

• 	 Metrics that the Agencies should consider removing from the final rule, because, in our 
view, they show less promise in their ability to identify prohibited proprietary trading , or the cost 
of their implementation would significantly outweigh the modest additional information that they 
would provide.168 These are VaR Exceedance, Comprehensive P&L Attribution, Skewness of 
Portfolio P&L, Kurtosis of Portfolio P&L, Inventory Aging and Pay-to-Receive Spread Ratio . 

1. Risk-Management Metrics . With the exception of VaR Exceedance, we consider these to be 
contextual metrics that would be appropriate to retain in the final rule. They generally would not provide a 
direct indication of prohibited proprietary trading (or the absence thereof). These measures are directly 
affected by the size of the trading unit and its portfolio of positions: for example, the VaR of a large portfolio 
with high levels of customer flow trading could be greater than that of a smaller, riskier portfolio just 
because of size. Furthermore, amounts such as VaR and Stressed VaR are highly variable across trading 
units and vary based on market conditions and the types of products traded . 

On the other hand, most of the risk-management metrics could be helpful to orient regulators to a 
trading unit's overall size and risk profile . With respect to Risk Factor Sensitivities and Risk and Position 
Limits, banking entities should be allowed to designate , in consultation with their regulators , the "core" data 
that will be reported for these metrics. For example, for Risk Factor Sensitivities, a trading unit might report 
key "greeks" such as delta, vega and gamma for relevant portfolios, but not necessarily less common 
higher-order greeks or other figures that tend to have more limited utility, even if they are sometimes 
calculated within the trading unit. This would ensure that the amount of data reported is manageable and 
interpretable both for regulators and for the banking entity's internal control functions . 

We suggest that the Agencies consider removing the VaR Exceedance metric. Its primary function is 
to analyze the quality of a banking entity's modeling of VaR. VaR backtesting is already reported to 
regulators as part of the supervisory process and should not be duplicated in the Volcker Rule compliance 
regime. Furthermore, VaR Exceedance bears an extremely attenuated relationship to proprietary trading. 
As we noted, VaR itself is not particularly indicative of proprietary trading, and VaR Exceedance is a 
second-order metric that is too far removed from the substance of the underlying trading to be meaningful 
for Volcker Rule purposes. 

168 The Agencies requested comment on this topic in Question No. 170. 
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2. Source-of-Revenue Metrics. In general, market making businesses make money on fees, 
commissions and spreads, while these are expenses for proprietary businesses. 169 Accordingly, Fee 
Income and Expense and Spread P&L have the potential to be significant indicative metrics that may be 
used to help distinguish permitted activities from prohibited proprietary trading . 

We note that, although these two metrics are described separately in the Proposed Rule, they should 
logically be considered together because they are both measures of customer revenues and, in practice , 
may function as substitutes for each other. For example, in certain commission-based equity trading 
businesses, a trading unit often loses money on the price of a customer trade (negative Spread P&L) , but 
that loss may be more than offset by direct commissions from customers (positive Fee Income and 
Expense). In this case, looking only at Spread P&L would not reveal that the trading unit generally makes a 
profit on customer trades . We refer to the sum of Fee Income and Expense and Spread P&L as "New 
Trades P&L." 

The discussion in Appendix A of the Proposed Rule indicates that the Agencies understand that it will 
not always be clear how best to calculate Spread P&L. 170 This is certainly true, and we emphasize that it 
will indeed be critical for regulators to be flexible and work with banking entities to determine the 
appropriate proxies for spreads on an asset-class-by-asset-class and trading-unit-by-trading-unit basis . 

Comprehensive P&L and Portfolio P&L are reasonable as contextual metrics, but as we have 
discussed throughout this letter, Portfolio P&L is not necessarily indicative of proprietary trading; rather, in 
many cases it is a necessary consequence of bona fide market making-related, underwriting and hedging 
activities. 171 

We suggest that the Agencies consider removing the Comprehensive P&LAttribution metric. 
Attributing revenues to risk factors across entire portfolios-which experience shifts in inventory and 
various effects from prices, volatilities, interest rates, credit spreads and numerous other factors-would be 
extremely difficult, if not impossible. It would be extremely burdensome to design and implement a method 
even to attempt to calculate this metric. Furthermore, it is not clear what relationship, if any, the metric 
would bear to proprietary trading. Accordingly, including this metric in the final rule would not be advisable 
given its high implementation costs and doubtful utility. 

3. Revenue-Relative-to-Risk Metrics. We believe these are, for the most part, appropriate 
contextual metrics. We would suggest that New Trades P&L be substituted for Portfolio P&L for purposes of 
Volatility of P&L, P&L-to-Volatility Ratio and Unprofitable Trading Days metrics. New Trades P&L would 
make a better complement to Comprehensive P&L because it captures customer revenues more 

169 Note that this statement says nothing about whether market makers make more money from customer revenues 
than from price movements of inventories or about the proportion of trades in which market makers themselves 
pay fees, commissions or spreads. See the related discussion in Section I.A.6. 

170 	NPR at 68958-59 ("For [some) asset classes in which a trading unit is engaged in market making-related activities, 
bid-ask or similar spreads may not be widely disseminated on a consistent basis or otherwise reasonably 
ascertainable."). Even in liquid markets, bid-offer spreads may be available but valid only for certain trade sizes. It 
will therefore be critical for regulators to be open to the development of reasonably implementable proxies for 
Spread P&L, potentially including end-of-day spread proxies or related metrics, for liquid products as well as illiquid 
products. 

171 See the related discussion in Section I.A.6. 
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completely and is therefore more useful for distinguishing market making businesses from proprietary 
trading businesses. 

Furthermore, we suggest that the Agencies consider removing Skewness of Portfolio P&L and 
Kurtosis of Portfolio P&L, which our analysis suggests tend to produce inconsistent results within and 
across trading units and from which it will generally be difficult to draw any meaningful conclusions, even in 
context with other metrics. For example, a trading unit that had days of large gains and days of large losses 
in equal numbers could have negligible skew and moderate kurtosis, whereas a trading unit with consistent 
profitability but a single day of moderate losses could have a larger negative skew and a higher kurtosis. 
These higher-order measures are opaque and sensitive to idiosyncrasies in daily P&L. We believe the 
standard risk management metrics (VaR and Risk Factor Sensitivities) are a far more transparent and 
useful tool for assessing risk. 

4. Customer-Facing Acti.vity Metrics. As we noted above, an appropriately defined Customer-Facing 
Trade Ratio could be an important indicative metric. Because it requires a bottoms-up trade-by-trade 
analysis and additional infrastructure to mark each trade as a customer or non-customer facing trade, its 
calculation will be complex and data-intensive and will require significant resources to implement. 
Nonetheless, the Customer-Facing Trade Ratio may be helpful for distinguishing prohibited proprietary 
trading from market making because market makers have a mix of customer and dealer flows, 172 whereas 
proprietary traders generally do not have "customers" as defined in Appendix A of the Proposed Rule . 173 

There is one caveat, which is that sometimes dealers act as customers of other dealers, so it will be 
important to properly calibrate the definition of customer to maximize the benefit of this metric. As we 
explained in the Introduction, number of trades is not an appropriate basis for measurement because tt 
does not reflect the size or risk of positions taken. A market maker could make one large purchase from a 
customer that it resells in several smaller transactions in the inter-dealer market, for example. 

Instead , notional size or risk of trades would be a better basis . In the example just given , a 
notional-based or risk-based ratio would be close to 1, indicating that the market maker traded 
approximately as much with non-customers as with customers because that was the amount of trading that 
was necessary to lay off the risk from the customer trade. This approach would "tell the story" much more 
accurately than number of trades. 

The Inventory Risk Turnover metric may also be a useful indicative metric in the case of liquid 
positions, since market making businesses with customer flows tend to trade in and out of positions more 
frequently than proprietary trading businesses. The final rule should clarify that Inventory Risk Turnover 
metrics will not be required to be calculated for every possible Risk Factor Sensitivity measurement for the 
applicable portfolio . Rather, a banking entity and its regulator should determine one or two core risk factors 

172 	For example, dealers may hedge or exit customer positions and engage in other inter-dealer trading. See the 

related discussion in Section I.A.1. 


173 "Specialist" market makers, who may also not have "customers," represent an important exception to this principle, 
as we noted in Section I.A.3. Another argument for conferring a positive presumption on trading by registered 
market makers is that their trading activities might be difficult to evaluate using quantitative trading metrics 
designed for customer-facing market making businesses, but they nonetheless directly contribute to liquidity from 
which customers benefit and should not be discouraged from acting in that capacity. 
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per asset class with respect to which Inventory Risk Turnover will be calculated to strike a reasonable 
balance between the cost of calculation and the benefits provided by this metric.174 

In contrast, Inventory Risk Turnover would not be indicative for illiquid or difficult-to-hedge products , 
which naturally have lower risk turnover. Market makers dealing in illiquid products typically need to hold 
more inventory over longer periods of time, in some cases for years. For example, an interest rate swap 
that hedges a company's outstanding debt will typically have a maturity equal to that of the debt, which may 
be 10, 20 or 30 years. Banking entities should not, however, be penalized for entering into longer-dated 
trades to facilitate customer requests for risk reduction and certainty over longer periods of time. 

Finally, we suggest that the Agencies consider removing the related Inventory Aging metric. It is 
generally not applicable to derivatives, 175 and for non-derivatives it provides essentially similar information 
to Inventory Risk Turnover in many cases. 

5. Pay-to-Receive Spread Ratio. We suggest that the Agencies consider removing this metric. The 
Pay-to-Receive Spread Ratio would be 1ust as costly to calculate as the Customer-Facing Trade Ratio 
(because it would also require trade-level analysis that banking entities would typically not otherwise 
undertake), but it would not provide additional insight beyond what could be gained from that metric plus 
Spread P&L. Spread P&L indicates whether a trading unit is, overall , receiving or paying spread revenues . 
The Customer-Facing Trade Ratio , of course, measures the extent to which a trading unit's trading is with 
customers. A Pay-to-Receive Spread Ratio would be unlikely to communicate anything that these two 
metrics together do not; its small marginal benefit does not outweigh its costs . Moreover, if, as we 
recommend in Section II.C.3, Unprofitable Trading Days is calculated by reference to New Trades P&L 
(rather than Portfolio P&L) , this will give additional information about the number of trading days on which a 
trading unit's customer revenues are negative. 

Ill. OTHER COMMENTS ON THE PROPOSED RULE 

A. Timing of Implementation and Requirements for the Conformance Period 

As drafted, the Proposed Rule would require a banking entity subject to the reporting , recordkeeping 
and compliance program requirements to begin furnishing reports-and to have developed and 
implemented the required compliance program for all trading units-as of July 21 , 2012, and to cease all 
prohibited proprietary trading activities "as soon as practicable" thereafter.176 We recognize that the statute 
requires the Volcker Rule to be effective as of that date and to be subject, unless extended by the Federal 
Reserve , to a two-year conformance period . On the other hand , accelerating full compliance with the 
Proposed Rule's considerable infrastructure requirements to the earliest possible date is neither required 

174 	We believe that the marginal benefit of calculating Inventory Risk Turnover for non-core risk factors would be 

minimal and would not provide any additional insight into a trading unit's activities . 


175 	The amount of time that a position has been in a trading unit's inventory may be relevant for non-derivatives, such 
as stock or bonds, because the trading unit generally sells the same instrument that it bought and therefore truly 
"turns over" the inventory. By contrast, many derivatives, such as swaps or long-term commodity supply contracts, 
represent a contractual relationship with the counterparty and are not, themselves, traded to other counterparties. 

176 NPR at 68855. 
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by the statute nor realistically feasible, especially given the timeline on which the final rule is likely to be 
issued .177 

Even once a final rule has been issued, developing, testing, implementing and providing robust 
internal controls for new systems to collect, monitor, analyze and output data for required reporting-in 
other words, the tasks that the Proposed Rule would require to be completed by July 2012-will be an 

extensive and time-consuming process.178 Moreover, even when a banking entity already calculates certain 
quantitative trading metrics or other data that are close to what would be required under the Proposed 
Rule, it may not always do so with the documentation , internal controls and other policies and procedures 

applicable to information that banking entities formally submit to regulators in their supeNisory capacities . 

As we noted above, we recommend that the Federal ReseNe's prior conformance rule be revised 

with respect to the proprietary trading provisions of the Volcker Rule to reflect a multi-stage implementation 
process. This could include stages such as dismantling any remaining dedicated "bright-line" proprietary 
trading units; creating policies, procedures and trading unit mandates; gradually rolling out a subset of 
metrics across trading units before implementing the full suite of metrics that are ultimately adopted ; or 
rolling out metrics for one trading unit at a time. 179 

Implementation and supeNision may occur most efficiently and effectively through a "pilot" program 
in which certain designated trading units come into compliance on a more accelerated schedule than 
others . This process would still require banking entities to begin developing necessary infrastructure and to 

work continuously toward full compliance during relevant conformance periods . It would also allow banking 
entities and their regulators to get "hands-on" experience with the Volcker Rule and to address 
technological , logistical and other problems that may arise (many of which may be difficult to predict in 

advance) on a smaller and more controlled scale. 180 

177 	These deadlines are not mandated by the Volcker Rule and do not follow the Congressional intent expressed in 
the Volcker Rule itself. First, Congress did not intend for July 21 , 2012 to be the date by which banking entities 
must comply with the Volcker Rule. Instead, the statute provides for a two-year conformance period from July 2012 
to July 2014, with up to three one-year extensions, and provides the Federal Reserve with extensive discretion to 
phase in the requirements of the Volcker Rule. Second, Congress intended to provide banking entities with at least 
nine months from the time the final rule is adopted until its requirements become effective to prepare for the 
beginning of the transition period. See Sections 13(b)(2)(A) and 13(c)( 1) of the BHC Act. Furthermore, the 
Agencies requested comment on more than 1,300 questions in the Proposed Rule and are certain to receive a 
large number of comments on the Proposed Rule, to which we believe it will be critical to give full consideration 
given the sheer complexity of the Volcker Rule. 

178 The Agencies requested comment on this topic in Question Nos. 147 and 149. 
179 As we noted above, because ofthe sheer complexity of implementation, and number of competing concepts that 


must be reconciled and balances struck to design an effective final rule, the Agencies may also wish to consider 

re-proposing the Volcker Rule regulations. 


180 Again, we point to the implementation of TRACE by the Financial Industry Regulatory Authority ("FINRA") as a 
successful precedent for a gradual and deliberate implementation of a complex new regulatory requirement. 
TRACE generally requires prompt reporting of information about OTC transactions in fixed income instruments, 
which then becomes publicly available. Before TRACE could become fully effective, fixed income dealers had to 
both develop the infrastructure to report trade information and adjust to the effects that the availability of new 
information would have on trading in fixed income markets. TRACE was initially implemented in three phases over 

(footnote continued) 
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B. Coordination Among Regulators 

The Volcker Rule 's prohibition on proprietary trading applies to any company that controls an insured 
depository institution and to all its affiliates and subsidiaries.181 Supervision of a banking entity 's compliance 
with the prohibition will be complex, especially for banking entities with larger trading operations in multiple 
legal entities and jurisdictions. We expect that effective communication and a healthy flow of information 
between banking entities and their regulators will be critical to ensure efficient, high-quality supervision . 
This may be particularly true with respect to the quantitative trading metrics for a given trading unit within a 
banking entity, for which effective review and interpretation will require an understanding of the trading 
unit's business, products and customers . 

As drafted, the Proposed Rule could subject a banking entity's trading activities to review by multiple 
regulators as a result of the number and diversification ofthe entities through which the banking entity 
conducts its businesses.182 Furthermore, the vast majority oftrading units will span multiple legal entities 
because they may engage in trading in products that span different legal regimes , such as selling 
securities, hedging with interest rate swaps and hedging with foreign exchange swaps. 

Although we understand that the Agencies will coordinate with respect to the administration of the 

Volcker Rule , it would be undesirable and counterproductive for one banking group's various legal entities 
to be subject to the oversight of multiple regulators with respect to its trading activities , compliance 
programs and required reporting under the Volcker Rule. 183 This type of duplication would be less effective, 

because, as discussed in Section II.A, each regulator may see only part of the whole. It would also be more 
burdensome for banking entities , be an inefficient use of regulators ' time and resources and inevitably 
result in inconsistent interpretations by different regulators . 

(footnote continued) 

approximately two and a half years, beginning with implementation for the most liquid bonds (AAA- and other 
highly-rated credits), which represented the "easiest" case for implementation, and then later expanding to less 
liquid and high-yield instruments, so as not to harm liquidity or orderly trading in fixed income markets before the 
consequences of TRACE were fully understood and absorbed by market participants. (Implementation is in fact 
still ongoing with respect to certain asset classes.) The time within which trades were required to be reported was 
decreased in stages from 75 minutes to 15 minutes, both to allow dealers to implement the required reporting 
infrastructure and to minimize the market disruptions that could have occurred if FINRA had started with more 
rapid public reporting of trades. See TRACE Fact Book 2010, FINRA, 
http://www.finra.org/lndustry/Contentlicensing/TRACE/P085342. 

181 Section _ .2(e) of the Proposed Rule. 
182 	For example, in the case of a bank holding company, the trading activities of broker-dealer and swap dealer 

subsidiaries could be subject to Volcker Rule review by the SEC and the CFTC, respectively, as functional 
regulators, as well as by the Federal Reserve, as the bank holding company's prudential regulator and supervisor. 
The bank holding company's depository institution subsidiary (or subsidiaries), which may also engage in trading 
activities, will be subject to regulation by a combination of the Federal Reserve, the OCC and the FDIC. Other 
subsidiaries of the bank holding company may not be subject to functional regulation by the SEC or CFTC, but will 
nonetheless be subject to the requirements of the Volcker Rule and will need to be analyzed alongside the 
functionally regulated subsidiaries. 

183 The Agencies requested comment on this topic in Question No. 84. 
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Given these concerns, administration of the Volcker Rule for all entities within a banking entity's 
affiliate group should be the responsibility of a single regulator.184 That regulator should be the one that is in 
the best position to assess compliance by ensuring that the proprietary trading prohibition is administered 
correctly and consistently across the banking entity's consolidated operations, and that regulator will 
develop the broadest knowledge of the banking entity's market making , hedging and other permitted 
activities. 

C. Treatment ofAffiliate Transactions 185 

The definition of "banking entity" in the Proposed Rule includes every subsidiary of a parent 
organization such as a bank holding company.186 Although this is required by the Volcker Rule , 187 inter
affiliate transactions may present special issues. For example, for a banking entity with an international 
market making business, customer trades in non-U.S. jurisdictions may often be executed through a 
broker-dealer in the non-U .S. jurisdiction but ultimately booked in inventory in several regional "hubs" that 
are better capitalized and provide a centralized platform for the banking entity to monitor and hedge the 
risks associated with the inventory (and for its regulator to supervise these activities) . 

In this case , looking only at the trade between the two affiliates, and the resulting position held in 
inventory by the larger "hub" entities , might not reveal that the position is the direct result of a customer 
trade, even when traders in both entities are part of the same "trading unit." The final rule should clarify that 
the position will be treated as such in any relevant measurements of the banking entity's customer-facing 
trades or customer revenues. In such a case, their metrics should be calculated without reference to inter
affiliate transactions (which will generally net out within the trading unit) . We believe this approach is 
consistent with the Agencies ' permitting an enterprise-wide compliance regime under Section _ .20 of the 
Proposed Rule .188 

184 	The Volcker Rule provides that the Agencies will "coordinate with each other'' to "provide for consistent application 
and implementation" of the Volcker Rule and "avoid providing advantages or imposing disadvantages to the 
companies affected" by it. Section 13(b)(2)(B)(ii) of the BHC Act. Our suggestion will allow the Agencies to comply 
with this requirement because it will promote the most straightforward dialogue between a banking entity and its 
designated regulator and will avoid idiosyncratic scenarios that could arise if a banking entity had different 
regulators reviewing different aspects of its Volcker Rule compl iance. 

185 The Agencies requested comment on this topic in Question No. 5. 
186 Section _ .2(e) of the Proposed Rule. 
187 Section 13(h)( 1) of the BHC Act. 
188 See NPR at 68918 ("[A] banking entity has discretion to structure and manage its program for compliance . .. in a 

manner that best reflects the unique organization and operation of the banking entity and its affiliates and 
subsidiaries...."). 
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D. "Riskless Principal" Transactions 189 

To implement the statutory exemption for trading "on behalf of customers ," 190 the Proposed Rule 

provides that three categories of transactions, including "riskless principal" transactions, will qualify for this 

exemption .191 We recommend that the final rule provide additional clarity as to how "riskless principal" will 
be interpreted and, in doing so , provide additional flexibility with respect to the availability of this exemption. 

The interpretive authorities to which the Preamble to the Proposed Rule refers, namely, the Federal 
Reserve's Regulation Y, OCC interpretive letters and the SEC's Rule 3a5-1 under the Exchange Act , do not 

all state exactly the same conditions for a transaction to be considered "riskless principa1."192 Furthermore, 

in jurisdictions outside of the United States , "riskless principal," while broadly understood to be the same 
concept of a trade without market risk , may have different requirements with respect to the timing of trade 

legs or other terms, either by local regulation or (in the absence of specific rules) market practice . 

Accordingly, the final rule should provide that the riskless principal exemption will be interpreted flexibly to 
take into account the variety and diverse nature of asset classes and markets (including in non-U .S. 

jurisdictions) in which banking entities transact. 

189 The Agencies requested comment on this topic in Question No. 127. 
190 Section 13(d)(1 )(D) of the BHC Act. 
191 	Section _ .6(b)(2) of the Proposed Rule (defining a "riskless principal" transaction as one in which "the covered 

banking entity, after receiving an order to purchase (or sell) a covered financial position from a customer, 
purchases (or sells) the covered financial position for its own account to offset a contemporaneous sale to (or 
purchase from) the customer"). 

192 	That is, the authorities do not necessarily focus on the same conditions for a transaction to be considered "riskless 
principal" in the economic sense (before considering any additional regulatory requirements that may be necessary 
for a permitted riskless principal transaction under particular circumstances). For example, the SEC has provided 
that offsetting legs of a riskless principal transaction must generally take place on the same trading day to be 
"contemporaneous," while the Federal Reserve does not appear to have addressed this question. See Order 
Revising the Limitations Applicable to Riskless Principal Activities, 1996 WL 311860 (June 10, 1996); 
Buys-MacGregor, MacNaughton-Greenawalt & Co. , SEC No-Action Letter [1980 Transfer Binder], Fed. Sec. L. 
Rep. (CCH) 76,313 (Jan . 2, 1980); SK lnt'l Securities Corp., SEC No-Action Letter, 1999 WL 33735137 (Feb. 2, 
1999). 

Moreover, the statement in the Preamble to the Proposed Rule that riskless principal transactions "do not expose 
the banking entity to gains or losses on the value of the traded positions, notwithstanding the fact that the banking 
entity technically acts as principal" (NPR at 68879), is not strictly accurate and should not be construed as an 
absolute requirement for a riskless principal trade. The SEC, for instance, has acknowledged the prevailing opinion 
that "a transaction cannot be riskless when a dealer is long or short a security it has purchased from or sold to its 
customer, even for a minute, since the dealer is exposed to some market risk" (SK lnt'l Securities Corp., SEC 
No-Action Letter at 2). Rather, we believe that the focus of the exemption should be on the degree to which the 
offsetting legs of the riskless principal transaction were designed to reduce principal risk to the extent reasonably 
practicable under the circumstances. 

-57



OCC, Federal Reserve, FDIC , SEC and CFTC 
February 13, 2012 

E. Treatment. of "Debts Previously Contracted" and Clearing-Related Activities 

Under their discretionary authority to exempt activities from the prohibitions of the Volcker Rule , 193 the 
Agencies propose to permit a banking entity to acquire and retain an ownership interest in , or act as 
sponsor to, a "covered fund" if the acquisition or retention is done in the ordinary course of collecting a debt 
previously contracted .194 We agree that this exemption is appropriate, but the issue is not unique to 
covered funds and may arise with respect to many types of covered financial positions. Accordingly, we 
recommend that the final rule exclude from the definition of "trading account" purchases and sales of any 
covered financial positions that are made in the ordinary course of collecting a debt previously contracted 
and realizing proceeds from the disposal of collateral. 195 

This exclusion would permit banking entities (such as broker-dealers) to continue to provide margin 
lending to customers, which requires that banking entities (as the lenders) be able, in cases of customer 
default , to take possession and dispose of the assets as principal. Acting as a secured party enables 
banking entities to provide a broader range of credit to customers by reducing the banking entities ' own 
exposure to credit risk from their customers, which is consistent both with banking entities' own safety and 
soundness and with financial stability generally. Yet trading out of a customer default may require a banking 
entity to sell covered financial positions (potentially, though not always, as principal 196

) to minimize both its 
and its customer's losses. In this case, the banking entity may also need to exercise discretion as to the 
most appropriate terms and timing of the disposition of the positions. For example, attempting to sell a 
large portfolio of positions all at once could depress the price received for the portfolio and therefore 
produce a suboptimal result for both the banking entity and its customer. 

In addition, although the Proposed Rule excludes activities of a clearinghouse from the definition of 
"trading account," it provides no corresponding exclusion for clearing-related activities of banking entities 
that serve as clearing members or have their transactions cleared through a clearinghouse. These 
clearing-related activities should also be excluded because they are not used by banking entities to engage 
in proprietary trading , are part of a clearinghouse system that helps to reduce systemic risk and in fact may 
be required by law.197 

Clearing members, for example, intermediate between customers and the clearinghouse, which 
could be deemed to involve short-term trades in covered financial positions within a "trading account," 
especially for clearing members that are also dealers or swap dealers . Furthermore, clearing members may 
engage in several other types of clearing-related activities, including trading with the clearinghouse itself 
and accepting positions of a defaulting clearing member, which may be in response to express requests by 
the clearinghouse itself to bid on such positions (a process that helps to maintain market stability and 

193 	Section 13(d)(1 )(J) of the BHC Act authorizes the Agencies to exempt other activities from the prohibitions of the 
Volcker Rule if the Agencies determine that the activities would promote and protect the safety and soundness of a 
banking entity and the financial stability of the United States. 

194 Section _14(b)(1) of the Proposed Rule. 
195 The Agencies requested comment on this topic in Question No. 20. 
196 The disposition of covered financial positions in a foreclosure context may also satisfy the requirements for 


permitted trading "on behalf of customers." See Section _ .6(b) of the Proposed Rule. 

197 See 7 U.S C. § 2(h), as amended by Dodd-Frank§ 723; 15 U.S. C. § 78c-3 (as added by Dodd-Frank§ 763). 
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continuity of transactions in the event of such a default) . Although many clearing-related activities may be 
on behalf of customers or could be characterized as market making-related , we believe those may be 
inappropriate standards in this context and may not cover the full range of clearing-related activities . 
Accordingly, the final rule should exclude clearing-related activities, including the ones described above, 
from the definition of "trading account," rather than force banking entities to rely on a hodge-podge of other 
potential exemptions, to ensure that the Volcker Rule does not inadvertently inhibit the willingness or ability 

of banking entities to provide clearing services. 

F. Scope of Defin'ition of "Trading Account" 

The use of the terms "account" and "trading account" in the Proposed Rule 198 is ambiguous.199 

"Account" is not defined, and "trading account" appears to be a conceptual framework for identifying all 
transactions of a banking entity that meet a set of common criteria used to define "proprietary trading ." In 

other words, ''trading account" does not appear to correspond to any particular "account" as determined for 
recordkeeping , accounting , tax, operational or legal or regulatory purposes (other than the Volcker Rule). 
To provide clarity, the final rule should explicitly confirm this interpretation .200 

Additionally, the registered dealer "status" test and "market risk capital rule" test are overly broad and 
unnecessary given that the short-term-trading-intent "purpose" test-which , unlike the other two tests, is 

derived from the statute-would already capture any positions held with short-term trading intent, which 
would then be subject to further analysis to determine whether they qualified as market making-related or 
under another exemption. In view of this, the definition of "trading account" should not include every 

covered financial position in an SEC- or CFTC-registered dealer. 201 Such a dealer could hold , for example , 
long-term investments or shares in a demutualized stock exchange, which are not held for proprietary 
trading but would be presumed to be under the Proposed Rule. Furthermore, the "market risk capital rule" 

198 Section _ .3(b)(2) of the Proposed Rule. 
199 The Agencies requested comment on this topic in Question Nos. 14 and 17. 
200 	The Proposed Rule also defines proprietary trading as "engaging as principal for the trading account of the 

covered banking entity ... ," not a trading account. Section _ .3(b)(1) of the Proposed Rule (emphasis added). This 
supports the interpretation of "trading account" as a "virtual" account aggregating all of a banking entity's positions 
that are subject to the prohibition on proprietary trading . 

Conversely, if a "trading account" is intended to represent an actual, designated account identifiable on the books 
and records of a banking entity, then under a literal reading of the Proposed Rule any principal trading in that 
account is "proprietary trading"-and thus prohibited absent an exemption-even if only a small fraction of trading 
in the account would cause the account to be a "trading account. " At the same time, permitted market making
related, underwriting and hedging activities may be more difficult to discern since they may be spread across 
multiple actual accounts. These would be entirely counterintuitive and unjustified outcomes, which we believe the 
final rule should clarify will not be the case. 

201 The Agencies requested comment on this topic in Question Nos. 20 and 22. Under the Proposed Rule, a covered 
financial position in a registered dealer is not automatically considered to be in a trading account if it is not "taken 
in connection with the activities... that require [the dealer] to be registered." Section _ .3(b)(2)(i)(C) of the 
Proposed Rule. However, this is not an analysis that dealers or their regulators are currently required to perform, 
and it would be inefficient to retain this entirely new "status" test in the final rule rather than rely on the statutory 
"purpose" test (for which we would say the "status" test serves as only a very rough proxy in the first place). 
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test should be removed or treated only as an indicative factor in the definition of "trading account."202 Given 
that the U.S. market risk capital rule has not been finalized ,203 and that the market risk framework is 
currently under review by the Basel Committee on Banking Supervision, it is not possible to effectively 

analyze and comment on the impact that the "market risk capital rule" test would have. 

G. Excluded Positions Under, Repurchase and Securities Lending Agreements204 

The Proposed Rule provides that an account will not be a trading account to the extent that it is used 
to acquire or take one or more covered financial positions that "arise under a transaction in which the 
covered banking entity lends or borrows a security temporarily to or from another party pursuant to a 

written securities lending agreement."205 To provide additional clarity, this exemption in the final rule should 
also be reworded to provide that covered financial positions that "arise in connection with a transaction in 
which the covered banking entity lends or borrows a security temporarily to or from another party pursuant 

to a written securities lending agreement" will be exempt. This would clarify, in particular, that covered 
financial positions resulting from the termination of a securities lending agreement would be covered by the 
exemption . 

As the Agencies noted , a banking entity may enter into a securities lending transaction to facilitate 
settlement of customer trades.206 This is especially true in the case of customer short sales, for which the 

banking entity may typically borrow securities and cause them to be delivered to the counterparty to whom 
the customer sold short. Under this arrangement, the banking entity's right to receive redelivery of the 
securities from the customer in the future hedges its obligation to redeliver the same securities to the 

banking entity's securities lending counterparty. If, however, the securities lending agreement terminates , 
but the customer's short position remains open , the banking entity would be left with the economic 
equivalent of a long position in the securities. 207 Our proposed wording for the final rule would clarify that 

the economic "long position" held by the covered banking entity upon termination of the securities lending 
agreement will be exempt.208 

202 The Agencies requested comment on this topic in Question No. 16. 
203 See Risk-Based Capital Guidelines: Market Risk, 76 Fed. Reg. 1890 (proposed Jan. 11 , 2011 ). 
204 The Agencies requested comment on this topic in Question No. 30. 
205 Section _ .3(b)(2)(iii)(B) ofthe Proposed Rule (emphasis added). 
206 	 NPR at 68862 ("This clarifying exclusion is proposed because a position held under a securities lending 

arrangement can be used, for example, to operate in economic substance and funct ion , as a means to facilitate 
settlement of securities transactions, and is not based on expected or anticipated movements in asset prices. 
Accordingly, securities lending transactions do not appear to be the type of transaction intended to be covered by 
the statutory definition oftrading account. "). 

207 	This situation would arise where (i) the lender recalls the loaned securities and the banking entity does not return 

them, in which case the lender will purchase the securities in the open market and debit the cost against the 

collateral posted by the banking entity, or (ii) the banking entity purchases securities in the open market and 

delivers the purchased securities to the lender to terminate the securities loan. In either case, the banking entity 

would be left with the economic equivalent of a long position in the underlying securities. 


208 	We note that this economic "long position" is not the result of proprietary trading, but rather a potential outcome of 
the interaction between permitted securities lending and meeting the request of a customer to continue to maintain 

(footnote continued) 
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Following the same logic, the exemption for repurchase and reverse purchase agreements209 should 
be reworded in a corresponding manner. This would clarify, for example, that banking entities could make 
open market purchases to satisfy delivery obligations under repurchase agreements when the instruments 
to be delivered are difficult or impossible to borrow. Furthermore, the Agencies should expand the 
exemption for repurchase and reverse repurchase agreements to also exclude covered financial positions 
entered into in connection with the rehypothecation of customer securities consistent with applicable 
regulatory requirements . 

Banking entities that are prime brokers may manage their funding requirements in part through 
rehypothecation of customer securities to the extent permitted by the relevant account agreements and 
regulations such as SEC Rule 15c3-3 under the Exchange Act. The rehypothecation of customer securities 
is an established and well-understood market practice and can be structured in a number of ways. For 
funding purposes a banking entity may deliver rehypothecated customer securities to a third party in 
exchange for cash and a futures contract under which the banking entity will buy back the securities in the 
future. In our view, the specific method of financing should not govern the availability of the exemption for 
repurchase and reverse repurchase agreements . Whether funding is obtained through a repurchase 
arrangement, a pledge, a sale or a sale with a derivative, the end result is the same: funding for the 
banking entity under an arrangement that is not intended to benefit from expected or anticipated 
movements in the price of the rehypothecated securities. The final rule should more clearly permit these 
activities to manage a banking entity's funding requirements and allow established prime brokerage funding 
practices to continue. 

CONCLUSION 

At the January 18, 2012 hearing of the House of Representatives on the Volcker Rule , 
Representative Bachus noted , "(W]hat we are hearing from not only companies, but consumers is that [the 
Proposed Rule] will threaten the United States and its financial markets, its capital markets[. which are] the 
deepest and most liquid in the world."210 He went on to say, "I don't think it's an exaggeration (to say that] 
every trader is going to need a psychiatrist and a lawyer sitting next to him."211 

We appreciate that this is not the Agencies ' intention. Nonetheless, the final rule will be the guiding 
document for Volcker Rule compliance as its provisions become effective. Neither banking entities nor their 

(footnote continued) 

its short position. In our view, this transaction should also appropriately be treated as "on behalf of a customer"; 
any economic "long position" resulting from the termination of the securities lending agreement has arisen from a 
customer request to maintain its short position and not from any view of the covered banking entity as to the value 
of the underlying position. 

209 Section _ .3(b)(2)(iii)(A) of the Proposed Rule. 
210 Examining the Impact of the Volcker Rule on Markets, Businesses, Investors and Job Creation: Hearing before the 

Subcomm. on Capital Markets and Government Sponsored Enterprises and the Subcomm. on Financial 
Institutions and Consumer Credit of the H. Comm. on Financial Services, 112th Cong. (2012) (statement of Rep. 
Bachus, Ex. Officio Member, Subcomm. on Capital Markets and Government Sponsored Enterprises, Subcomm. 
on Financial Institutions and Consumer Credit). 

21 1 /d. 
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regulators should be put in the position of continually needing to interpret around inaccurate or incomplete 
descriptions of permitted activities and problematic qualitative requirements . This is especially true because 
quantitative trading metrics can enable regulators to effectively implement the Volcker Rule 's statutory 
requirements while preserving the operation of the capital markets and avoiding unintended consequences. 

Hence, we do believe it is critical that the final rule reflect a meaningful evolution from the Proposed 
Rule. We are optimistic that this can be done in a way that will ultimately be better for all constituencies . In 
this letter, we have tried to provide judicious changes to the Proposed Rule that will provide a much 
stronger foundation as banking entities and their regulators move forward with implementation and gain 
"live" experience with the Volcker Rule. 

* * * 
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We appreciate your consideration of our comments and suggestions on the Proposed Rule. We 
would be happy to provide any additional information or to discuss any of our comments and suggestions 
with the Agencies in more detail. Please feel free to contact the undersigned at 212-902-1000. 

Sincerely, 

·l 
_j 

I 
I 

John F.W. Rogers 
Chief of Staff 
The Goldman Sachs Group, Inc. 

cc: 

Office of Information and Regulatory Affairs 
U.S. Office of Management and Budget 
New Executive Office Building, Room 10235 
725 17th Street, NW. 
Washington, DC 20503 
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Washington, DC 20429 
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Re: Restrictions on Proprietary Trading and Certain Interests in, and 
Relationships with. Hedqe Funds and Private Equitv Funds 

Ladies and Gentlemen: 

The Goldman Sachs Group, Inc. ("Goldman Sachs" or "we") appreciates the opportunity to comment 
on the proposed rule (the "Proposed Rule") in the notice of proposed rulemaking issued by the Office of the 
Comptroller of the Currency (the "OCC"), the Board of Governors of the Federal Reserve System (the 
"Federal Reserve"), the Federal Deposit Insurance Corporation (the "FDIC") and the Securities and 
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Exchange Commission (the "SEC") and the notice of proposed rulemaking issued by the Commodity 

Futures Trading Commission (the "CFTC" and, together with the OCC, the Federal Reserve, the FDIC and 
the SEC, the "Agencies") to implement the restrictions on proprietary trading and certain interests in, and 

relationships with, hedge funds and private equity funds contained in Section 619 of the Dodd-Frank Wall 

Street Reform and Consumer Protection Act ("Dodd-Frank"). 1 These restrictions are referred to as the 
"Volcker Rule." 2 

This letter focuses on the restrictions in the Proposed Rule relating to certain interests in, and 
relationships with, hedge funds and private equity funds (the "Fund Restrictions'). We are submitting a 

separate letter on the proprietary trading provisions of the Proposed Rule. 

INTRODUCTION 

We understand that the Agencies faced a challenging task in designing the Proposed Rule . However, 
we do not believe that they have struck the appropriate balance between achieving the statute 's goals, on 

the one hand , and avoiding unnecessary encroachment on traditional banking and asset management 

activities on the other. It is clear that the aim of the statute is to prevent banking entities from engaging in 
proprietary trading and to limit their relationships with hedge funds and private equity funds. It is equally 

clear, however, that Congress did not intend the Volcker Rule to inhibit banking entities from lending, 

undermine their asset management businesses or disrupt their ordinary-course operations . 3 Yet, we believe 
that certain aspects of the Proposed Rule do adversely affect these core activities without generating any 

appreciable benefits to the safety and soundness of the financial system. 

Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships with, Hedge Funds 
and Private Equity Funds, 76 Fed. Reg. 68846 (proposed Nov. 7, 2011) (OCC, Federal Reserve, FDIC and SEC) 
and Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships with, Hedge 
Funds and Private Equity Funds, • Fed. Reg . • (proposed • , 2012) (CFTC). We refer to both the joint notice of 
proposed rulemaking , 76 Fed. Reg . 68846 (proposed Nov. 7, 2011) and the CFTC notice of proposed rulemaking 
as the "Proposed Rule," but we cite to pages of the Federal Register version of the joint notice of proposed 
rulemaking (the "NPR"). We also refer to the text of the proposed common rules (including the appendixes) as the 
"Proposed Rule" and the text preceding the proposed common rules as the "Preamble." 

2 	 The Volcker Rule is codified as Section 13 of the Bank Holding Company Act of 1956, as amended (the "BHC 
Act"). 

3 See Section 13(g)(2) of the BHC Act ("Nothing in this section shall ... restrict the ability of a banking entity .. to sell 
or securitize loans in a manner otherwise permitted by law. "); The Financial Stability Oversight Council (the 
"FSOC"), Study & Recommendations on Prohibitions on Proprietary Trading & Certain Relationships with Hedge 
Funds & Private Equity Funds (Jan. 2011 ), at 47 (referred to herein as the "FSOC Study") ("[T]his inviolable rule of 
construction (Section 13(g)(2) of the BHC Act] ensures that the economically essential activity of loan creation is 
not infringed upon by the Volcker Rule."); 156 Cong. Rec. S5889 (daily ed. July 15, 2010) (statement of Sen. 
Hagan) ("[T]he Volcker language was modified to permit a banking entity to engage in a certain level of traditional 
asset management business, including the ability to sponsor and offer hedge and private equity funds ."); 156 
Cong. Rec. H5226 (daily ed. June 30, 2010) (statement of Rep. Himes) (confirming that the Volcker Rule will not 
"disrupt the way the firms structure their normal investment holdings"). 
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The problems with the Proposed Rule are specific and technical. Our recommended changes are 
technical as well. 4 But the issues are important, with serious real-world consequences. Consider three 
particularly salient examples. 

The first relates to lending and credit extension. The statutory language, legislative history and 
FSOC Study make clear that Congress did not intend the Volcker Rule to limit banking entities ' ability to 
extend credit. 5 The Proposed Rule, however, does just that , most notably by limiting banking entities' ability 
to lend through partnership structures and similarly structured credit funds. Lending is a fundamental 
banking activity, whether accomplished through direct loans or through a fund structure . Credit funds, in 

particular, offer many benefits that help to secure the supply of credit during periods of market distress and 
to reduce the concentration of risk for both individual banking entities and the banking system as a whole . 
The Proposed Rule is likely to reduce the supply of credit on which our economy depends, while also 

potentially reducing safety and soundness. 

The second relates to asset management.. To provide asset management services to clients, we 

routinely sponsor entities that are not included within, or are exempt from , the definition of "covered fund." 
These entities would become "banking entities" under the Proposed Rule, making it difficult or impractical 
for us and other banking entities to provide client services through these funds. In addition, by extending 
the Volcker Rule's extraterritorial reach too broadly, and capturing an inappropriately wide range of foreign 
client funds, the Proposed Rule disadvantages U.S. banking entities relative to their international peers. 
The broad designation offoreign funds subject to the Fund Restrictions captures funds that are not at all 
"similar" to U.S. hedge funds and private equity funds, including regulated funds established outside the 
United States, among them foreign mutual fund equivalents , such as UCITS. As written , the Proposed Rule 
would cause U.S. banking entities to incur substantial expense in rebranding and restructuring these public 
foreign funds, while foreign competitors would face no such costs or restrictions. Aside from the expense, 
these actions would also harm existing franchise value for no public benefit. 

The third relates to organizational structure. Banking entities, like other corporate entities, seek to 

organize themselves efficiently across different business lines, jurisdictions and legal, tax and regulatory 
regimes. This often requires the use of wholly-owned subsidiaries and controlled joint ventures. As a global 
financial institution, Goldman Sachs has thousands of these entities that bear no resemblance to traditional 

hedge funds or private equity funds . These types of entities are "banking entities" under the statute and 
thus are already subject to the Volcker Rule . Yet the Proposed Rule goes a step further by also 
categorizing them as "covered funds, " subjecting them to severe restrictions on inter-company transactions 

and , in some cases, preventing us from owning them entirely. The Proposed Rule will create extensive 
compliance costs and operational burdens, and is likely to restrict institutions from structuring themselves 
effectively, without enhancing the safety of banking entities or the financial system. 

4 This letter is not intended as a comprehensive response to all of the Agencies' requests for comments. We 
endorse the comment letter on the Fund Restrictions submitted by the Securities Industry and Financial Markets 
Association (SIFMA), the American Bankers Association , the Financial Services Roundtable and The Clearing 
House Association , which addresses many other important issues that could also have significant effects on our 
asset management businesses. These issues include the way in which the 3% per-fund and aggregate de minimis 
limits are calculated , the capital treatment for de minimis investments, the definition of "carried interest" and the 
ability to engage in risk-mitigating hedging. 

5 See supra note 3. 
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To address the negative impact on banking entities' lending activities, we believe that the Agencies 
should : 

a) 	 confirm that credit funds are not subject to the Funds Restrictions by creating a new exclusion 
from the definition of "covered funds"; and 

b) 	 omit the provisions that would effectively prevent banking entities from foreclosing on collateral, 
by excluding entities acquired in satisfaction of debts previously contracted from the definition of 
"banking entity." 

To avoid causing harm to banking entities ' asset management businesses, we recommend that the 
Agencies: 

a) 	 limit the scope of "covered funds" to include only foreign funds that resemble hedge funds or 
private equity funds and that would be subject to the Volcker Rule if they were offered in the 
United States; 

b) 	 limit the scope of "covered funds" to include only commodity pools that are primarily engaged in 
trading commodity interests. Capturing all "commodity pools" as "covered funds" could subject 
registered mutual funds and a variety of U.S. businesses (even non-financial firms) seeking to 
hedge the risks arising from their day-to-day operations to the Volcker Rule and all of its 
compliance and other burdens; 

c) 	 define "banking entity" to exclude those funds that banking entities are allowed to invest in either 
because (i) they operate under exceptions under the Investment Company Act of 1940 (the 
"1940Act") other than Section 3(c)(1) or 3(c)(7) 6 or (ii) investment and sponsorship of those 
funds is permitted under the Proposed Rule. 7 These entities are not a means for evasion from 
the Volcker Rule, yet, if they are not excluded from the definition of "banking entity," banking 
entities may not be able to continue to invest in , acquire or operate such entities; and 

d) 	 exempt permissible covered funds from application of the restrictions commonly referred to as 
"Super 23A. "8 

6 	 For example, this includes funds operating under Section 3(c)(5)(C) of the 1940 Act, which must primarily hold 
mortgages or interests in real estate, or issuers of asset-backed securities under Rule 3a-7 of the 1940 Act, whose 
payments must depend primarily on the cash flow from underlying assets and not from trading in the underlying 
assets. We refer to these entities as "non-covered funds." 

7 See Section _ .13 and Section _ .14 of the Proposed Rule. We refer to these entities as "permissible covered 
funds ." 

8 	 Section _ .16(a) of the Proposed Rule, referred to as "Super 23A," prohibits a banking entity (and its affiliates) that 
serves as the investment manager, investment adviser, commodity trading advisor, or sponsor of, or that organizes 
and offers, a covered fund, from entering into transactions with such covered fund that would be "covered 
transactions" as defined in Section 23A of the Federal Reserve Act (12 U.S. C. § 371 c). This includes loans or 
extension of credit to the covered fund ; purchases of or an investment in securities of the covered fund ; purchases 
of assets of the covered fund ; the acceptance of securities issued by the covered fund as collateral security for a 
loan or extension of credit to any person or company; or the issuance of a guarantee, acceptance or letter of 
credit, including an endorsement or standby letter of credit, on behalf of the covered fund . As such , "Super 23A" 

(footnote continued) 
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To preserve banking entities ' ordinary operations and organizational structure, we recommend that 
the Agencies: 

a) 	 exclude wholly owned subsidiaries and controlled joint ventures from the definition of "covered 
funds" because they have nothing in common with traditional hedge funds and private equity 
funds and pose little risk of evasion as they are "banking entities" subject to the Volcker Rule . 
lihe application of "Super 23A" to these entities as "covered funds" would make their operations 
unworkable; 

b) 	 replace the requirement that joint ventures be "operating companies" with a test that more 
accurately distinguishes joint ventures from the hedge funds or private equity funds that the 
Volcker Rule intends to capture; 

c) 	 exclude merchant banking portfolio companies from the definition of "banking entity," because 
designating them as such would expand the scope of the Volcker Rule beyond the financial 
sector and would be inconsistent with current Federal Reserve practice; and 

d) 	 exclude non-covered funds and permissible covered funds from the definition of "banking entity" 
so as not to impose illogical restrictions on their activities, and exclude permissible covered funds 
from "Super 23A. " 

We believe the Agencies have statutory authority to implement these recommendations . With respect 
to the definition of "banking entity," the FSOC Study recommended that the Agencies "carefully consider the 
impact of BHC Act definitions (of affiliate and subsidiary) on the Volcker Rule 's definition of "banking entity" 
and implement the term in a way that avoids results that Congress clearly did not intend in enacting the 
Volcker Rule."9 The Agencies acted on this recommendation by stating in the Preamble that all covered 
funds that are affiliates or subsidiaries of banking entities are excluded from the definition of "banking 
entity." However, in the text of the Proposed Rule, the Agencies only exclude funds organized and offered 
under Section _ .11 . 10 We believe that the Agencies can and should use their authority to further refine the 
definition of "banking entity" to clarify such issues. 

We also believe the Agencies have the authority to exclude entities from the definition of "covered 
fund" entirely, so as to avoid expanding the Volcker Rule beyond its intended objectives. In fact, the FSOC 
Study, citing the exemptive authority under Section 13(d)(1 )(J) of the BHC Act, recommended that the 
"Agencies carefully evaluate the range of funds and other legal vehicles that rely on the exclusions 
contained in section 3(c)(1) or 3(c)(7) and consider whether it, is appropriate to narrow. the statutory 
definition by rule in some cases." 11 As the FSOC recognized, Congress afforded the Agencies rulemaking 

(footnote continued) 

imposes a blanket prohibition on a variety of ordinary course transactions between a banking entity and any 
covered fund that it manages, advises, sponsors, or organizes and offers under Section _ .11 . 

9 FSOC Study, at 68-69 (emphasis added). 

10 "[l)n order to avoid application of section 13 of the BHC Act in a way that appears unintended by the statute and 

would create internal inconsistencies in the statutory scheme, the proposed rule also clarifies that the term 

'banking entity' does not include any affiliate or subsidiary of a banking entity, if that affiliate or subsidiary is (i) a 

covered fund, or (ii) any entity controlled by such a covered fund." NPR at 68855. 


11 FSOC Study, at 62 (emphasis added). 
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authority to clarify the definition and exclude certain entities in order to avoid expanding the Volcker Rule 

beyond its intended objectives. 12 

In the case of "Super 23A," we believe that the Agencies should read the exemptions in Section 

13(d)(1) not only to permit investments in and sponsorship of certain covered funds, but also to grant the 

Agencies authority to exempt them from "Super 23A." The application of "Super 23A" could render the 

exemptions provided in Section 13(d)(1) meaningless. 

In addition, we believe that Section 13(d)(1)(J) of the BHC Act, read with the statute as a whole, 13 

applies to all activities that are prohibited by the Volcker Rule, including covered transactions under 

"Super 23A." As a matter of statutory structure, unlike most of the exemptions under Section 13(d)(1) of the 

BHC Act that specify what kinds of activities are permitted , Section 13(d)(1 )(J) of the BHC Act is drafted 

more broadly and permits the Agencies to exempt "such other activity" as the Agencies determine "would 
promote and protect safety and soundness of the banking entity and the financial stability of the United 
States." 14 Section 13(d)(1 )(J) of the BHC Act therefore should be read as going beyond merely permitting 

certain activities or investments, and as applying to all activities that are prohibited by the Volcker Rule, 

including covered transactions . 

In the case of lending activities, we believe the statute mandates that the Agencies exclude activities 

that promote lending from the Fund Restrictions under the rule of construction in Section 13(g)(2) of the 

BHC Act. 15 Lending activities promote safety and soundness and financial stability; therefore, we believe 

12 	 In the colloquy between Representative Barney Frank, the co-sponsor of Dodd-Frank, and Representative Jim 
Himes (referred to herein as the "Himes-Frank colloquy"), Representative Himes asked for confirmation that the 
Volcker Rule is not intended to disrupt firms' ownership or control of "subsidiaries or joint ventures that are used to 
hold other investments, [and] that the Volcker Rule won't deem those things to be private equity or hedge funds 
and disrupt the way the firms structure their normal investment holdings." Representative Frank confirmed this 
point as "absolutely correct. We do not want these overdone. We don't want there to be excessive regulation. And 
the distinction the gentleman draws is very much in this bill , and we are confident that the regulators will appreciate 
that distinction, maintain it, and we will be there to make sure that they do." 156 Cong. Rec. H5226 (daily ed . June 
30, 2010). 

13 	 See Gonzales v. Oregon, 546 U.S. 243, 273 (2006) ("[S]tatutes should not be read as a series of unrelated and 
isolated provisions." ) (internal quotation marks and citation omitted); Conroyv. Aniskoff, 507 U.S. 511,515 (1993) 
(it is a "cardinal rule that a statute is to be read as a whole ... since the meaning of statutory language, plain or not, 
depends on context. ") (internal quotation marks and citation omitted); U.S. Nat. Bank of Oregon v. Independent 
Ins. Agents ofAmerica, Inc. 508 U.S. 439, 455 (1993) ("In expounding a statute, we must not be guided by a single 
sentence or member of a sentence, but look to the provisions of the whole law.") (internal quotation marks and 
citation omitted); K Mart Corp. v Cartier, Inc., 486 U.S. 281 , 291 (1988) ("[l]n ascertaining the plain meaning of the 
statute, the court must look to the particular statutory language at issue, as well as the language and design of the 
statute as a whole."); United Savings Ass 'n of Texas v. Timbers of Inwood Forest Assocs. Ltd., 484 U.S. 365, 371 
(1988); Antonin Scalia, A Matter of Interpretation: Federal Courts and the Law 17 (1997) (courts should construe 
congressional statutes to mean what "a reasonable person would gather from the text of the law, placed alongside 
the remainder of the corpus juris"). 

14 Section 13(d)(1 )(J) of the BHC Act (emphasis added). 
15 	 Section 13(g)(2) of the BHC Act provides that "[n]othing in [the Volcker Rule] shall ... restrict the ability of a banking 

entity ... to sell or securitize loans in a manner otherwise permitted by law." 
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that it is also within the scope of the Agencies ' authority under Section 13(d)(1 )(J) of the BHC Act to 
exclude those activities from the Fund Restrictions. 16 

LENDING AND CREDIT EXTENSION 

The Proposed Rule addresses lending by exempting from the Fund Restrictions funds that are 
issuers of asset-backed securities whose assets are solely comprised of loans and related assets . 17 In 
doing so, the Agencies have paid heed to the statutory language, legislative history and FSOC Study, which 
acknowledge the importance of allowing banking entities to maintain their lending activities . 18 However, we 
believe that the Agencies have carved out a narrow exemption that does not go far enough. The Proposed 
Rule 's definition of "covered fund" should be modified to provide an appropriate and unambiguous 
exclusion for "loan funds" 19 that invest predominantly in loans with a long-term investment objective (which 
we refer to as "credit funds") . If the Agencies fail to do so, they risk shutting down a valuable source of 
stable credit to the economy. 

Restricting banking entities' ability to use credit funds would arbitrarily limit lending activities on the 
basis of structure rather than function . Credit funds are simply vehicles that provide the same type of credit 
that banking entities are already authorized to extend from their own balance sheets. They serve as a 
stabilizing force in the credit markets, in part due to their structure as partnerships that are not susceptible 
to bank runs. In fact, the structure of credit funds promotes the safety and soundness of individual banking 
entities and the broader financial sector, in ways that traditional lending cannot. 

Credit funds: 

a) 	 can tap into a broader and deeper pool of funding for lending, including institutional investors and 
foreign capital that would not otherwise be available in the U.S. lending market; 

b) 	 can reduce overall risk by allowing banking entities to pre-syndicate lending exposures before 
loans are made, rather than after, as in the case of balance sheet lending. Like securitizations, 
credit funds reduce the concentration of risk and spread risk outside the regulated banking 
sector. Unlike securitizations, credit funds do not require a continual source of third-party funding 
and are thus a more stable source of credit ; 

c) 	 promote and protect the safety and soundness of the banking system and the financial stability of 
the United States, as well as bring financing to the U.S. economy. Because they have long-term 

16 We note that the Agencies stated in the Preamble that loan securitizations will "promote and protect the safety and 
soundness of a banking entity, and would also promote and protect the financial stability of the United States." 
NPR at 68914. 

17 	 This includes contractual rights or assets directly arising from those loans, and interest rate or foreign exchange 

derivatives materially related to the terms of such loans, rights or assets that are used to hedge the securitization 

structure itself. Section _ .13(d); Section _ .14(a)(2)(v) of the Proposed Rule. 


18 See supra note 3. 

19 
 In Question No. 312, the Agencies specifically asked whether "loan funds" should be excluded from the definition 

of "covered fund." NPR at 68915. 
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investment objectives and significant committed capital to build their portfolios, they have the 

ability to continue to extend credit during times of distress and volatility. Credit funds increase 

liquidity and stability in the financial markets when other financing and syndication markets are 

not available or functioning properly. 20 By their very nature, credit funds are counter-cyclical and 

are not susceptible to a run on banks; and 

d) are professionally managed and adhere to strong underwriting standards. As a result, credit 

funds tend to be selective when acquiring assets and aim to hold them to maturity. Credit fund 

managers have "skin in the game," aligning the sponsoring banking entity's interests with those 
21 of the fund's investors. 

We propose that the Agencies exclude credit funds that meet the criteria described in Annex A, or 

substantively similar criteria, from the definition of "covered fund ."22 The criteria we propose are intended to 

ensure that credit funds engage in traditional lending activity, do not employ excessive leverage and 

promote the safety and soundness of the sponsoring bank. AnnexA discusses how our proposed criteria 

are designed to meet these goals. 

We also recommend that the Agencies clarify that the term "loan," for purposes of credit funds , 

encompasses all types of extensions of credit that banks have traditionally been able to undertake under 

their lending authority, including notes and bonds, and not merely the leases, receivables and extensions of 

credit that are specifically mentioned. 
23 

2° For example, when global leveraged lending and high yield issuance declined by 71% in 2008, credit funds 
sponsored by Goldman Sachs increased their lending by 49%. Since the credit crisis began, credit funds 
sponsored by Goldman Sachs have extended over $16 billion in credit. This funding provided alternative sources 
of credit when traditional securitizations were not available and traditional balance sheet lending was dislocated, 
and it allowed U.S. businesses to tap into meaningful financing from foreign investors. 

21 	 As a general matter, institutional investors will not make a meaningful investment in a credit fund unless the 

sponsor also has a meaningful investment in the fund . 


22 	 Given the rule of construction in Section 13(g )(2) of the BHC Act, we believe that the statute mandates that the 
Agencies use their exemptive authority under Section 13(d)(1 )(J) of the BHC Act to exclude credit funds from the 
definition of "covered fund. " If the Agencies choose not to exclude credit funds from the definition of "covered fund ," 
we recommend that the Agencies confirm explicitly that credit funds fall under the exemption for issuers of asset
backed securities. Additionally, we encourage the Agencies to state in the adopting release that the way credit 
funds are typically structured is consistent with the definition of "asset-backed security" in Section 3(a)(77) of the 
Securities Exchange Act of 1934. Any other interpretation would raise significant issues with respect to activities 
that the SEC has already said fit squarely within the "asset-backed security" definition (for example, automobile 
loan and credit card vehicles that issue trust certificates). 

In addition , if the Agencies do not exclude credit funds from the definition of "covered fund ," we also believe that 
the Agencies have the authority to (and should) exempt credit funds from the application of "Super 23A." 

23 	 The Agencies state in the Preamble that "the proposed definition of loan is expansive, and includes a broad array 
of loans and similar credit transactions ... " NPR at 68865. Historically, banking entities have had the authority to 
hold fixed-income notes or bonds pursuant to their general lending powers. See e.g., OCC Interpretive Letter No. 
930, at 4 (Mar. 11 , 2002) ("[A) national bank may purchase and hold debt securities ... as loans under its general 
lending powers." ). Dodd-Frank does not disturb this power. Instead, Dodd-Frank confirms it. See Section 13(g)(2) 
of the BHC Act. 
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The Proposed Rule also impinges on banking entities' lending ability because of its over-broad 
definition of the term "banking entity." As written, any company in which a banking entity acquires a 
controlling interest in satisfaction of debts previously contracted ("DPC Companies")-that is, through the 

traditional practice of foreclosing on a defaulted secured loan-would itself become a "banking entity." To 
prevent the parent banking entity from violating the Volcker Rule , the DPC Company would need to bring 
its own operations into compliance. This could significantly impede lending by reducing the value of the 

collateral , potentially to zero. DPC Companies are not part of a banking entity's operational structure, and 
applying the Volcker Rule to them would disrupt the secured lending market without furthering the Volcker 
Rule's objectives. 24 We believe the Agencies should explicitly exclude DPC companies from the definition 

of "banking entity."25 

ASSET MANAGEMENT 

A. Foreign Funds 

We are concerned that the Agencies have exceeded their statutory authority and competitively 
disadvantaged U.S. banking entities' asset management businesses through their overbroad definition of 
which foreign funds should be "covered funds." The Proposed Rule 's definition of "covered fund" extends to 

"[a]ny issuer .. . that is organized or offered outside of the United States that would be a covered fund .. . 
were it organized or offered under the laws, or offered to one or more residents, of the United States or of 
one or more States .... "26 This definition could capture many foreign funds that are not at all similar to 

traditional hedge funds and private equity funds, including mutual fund equivalents , such as UCITS, 27 and 
that do not pose the risks that the Volcker Rule is meant to address. 28 

Accordingly, we recommend that the Agencies narrow the scope of "covered funds" to include only 
those foreign funds that are truly similar to hedge funds and private equity funds and that have the 
essential statutory characteristics of funds offered and sold in the United States under Section 3(c)(1) or 

24 Nothing in Dodd-Frank or its legislative history suggests that Congress intended to limit banking entities' ability to 
lend, to take collateral of any kind, or to realize on collateral by foreclosure. In fact, the numerous accommodations 
for lending in Section 13 of the BHC Act suggest that Congress intended the contrary. 

25 As discussed in the Introduction ~ we believe that the Agencies have the authority to exclude DPC Companies from 
the definition of "banking entity." 

26 Section _1 O(b)(1 )(iii) of the Proposed Rule. 

27 
 Funds offered under the Undertakings for Collective Investment in Transferable Securities ("UCITS") Directive are 

permitted to be marketed within all countries that are member states of the European Union. 
28 	 We believe that the Agencies have gone beyond the statute, which authorizes them to designate as covered funds 

only "similar funds" to U.S. hedge funds and private equity funds. Presumably, the Agencies mean "similar funds, " 
as used in Section 13(h)(2) of the BHC Act, to include foreign funds that, if organized or offered under the laws, or 
offered to one or more residents, ofthe United States, would typically be organized and offered pursuant to the 
exceptions in Section 3(c)( 1) or 3(c)(7) of the 1940 Act. As the Proposed Rule is drafted, however, it appears that it 
will apply to many other types of foreign funds that are subject to regulation in their home jurisdictions or, more 
generally, any foreign fund that, by its characteristics, would be an "investment company" but would not rely on the 
exceptions under Section 3(c)(1) or 3(c)(7). 
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3(c)(7) ofthe 1940Act. 29 Specifically, a foreign fund would not be a covered fund if it: (i) has engaged , or 
commits to engage within a year from the date of establishment, in a public offering of its securities to 
investors; (ii) will redeem its investors' holdings at least monthly; and (iii) is regulated pursuant to the laws 
of an Organization for Economic Co-Operation and Development ("OECD") jurisdiction , a country where 
there is a "designated offshore securities market" or any other country designated by the Agencies . The 
final rule should also expressly state that foreign funds that are not covered funds under this standard 
should not become covered funds due to secondary sales or the relocation of any investor to the United 
States. 

Without modification, the Proposed Rule could sweep in established and regulated funds in foreign 
jurisdictions, causing U.S. banking entities to incur unnecessary and substantial expense in restructuring 
these funds to bring them into conformance. For example, Goldman Sachs would need to rebrand our 
roughly 500 established funds so as not to "share a name," to reissue the funds' securities and to amend 
operational documents and contracts. Beyond being a significant expense for us and time-consuming for 
our clients, this would seriously harm existing franchise value for no discernible benefit. It would also place 
us and other U.S. banking entities at a competitive disadvantage relative to our foreign counterparts, which 
face no such regulations or restrictions . 

B. Commodity Pools 

Similarly, the Agencies have taken a far too expansive approach to commodity pools. The Proposed 
Rule 's definition of "covered fund" extends to all "commodity pools" as they are defined in the Commodity 
Exchange Act (the "CEA") . While the Agencies may have intended to capture only funds that are principally 
invested in commodities and derivatives, they have gone farther and potentially subjected funds that make 
even incidental investments in such instruments-and even companies that fall outside the definition of 
"investment company"-to the Volcker Rule. Treating these companies as covered funds would also 
inappropriately extend the Volcker Rule beyond the financial sector without contributing in any meaningful 
way to its stability. We do not believe this is what Congress intended . 

The issue lies in the sweeping definition of "commodity pools." The CEA defines this term to include 
any investment trust, syndicate or similar form of enterprise that is "operated for the purpose of trading in 
commodity interests," and the CFTC has at times interpreted the term "commodity interest" very 
expansively. 30 Thus, the Proposed Rule 's scope could encompass registered mutual funds , exchange 
traded funds, banks and bank holding companies, investment companies that qualify for exemptions other 
than Section 3(c)(1) or 3(c)(7) of the 1940 Act, and even non-financial companies that fall outside the 

29 If the Agencies determine to treat inappropriately captured foreign funds as permissible covered funds, they should 
also exempt such funds from application of "Super 23A." Foreign funds that do not have the essential 
characteristics listed above should also be excluded from the definition of "banking entity" to the extent they are 
"affiliates" of banking entities. 

30 	 See, e.g., CFTC Interpretive Letter No. 98-68 (Sept. 18, 1998) ("[T]here is currently no exception to the obligation 
to register as a [commodity pool operator] based on the fact that a fund makes only de minimis investments in 
commodity interests, regardless of whether these investments are made for speculative or bona fide hedging 
purposes, are solely incidental to the securities trading of the fund or whether the general purpose and intent of the 
fund is to engage primarily in securities transactions. "); CFTC Interpretive Letter No. 98-26 (Apr. 7, 1998). 
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definition of "investment company," if they trade in "commodity interests."31 It is not apparent how a 

commodity pool, without further explanation, can be "similar'' to an issuer that would be an investment 

company under the 1940 Ad but for Section 3(c)(1) or 3(c)(7) of that Act, or to hedge funds or private 

equity funds. 32 Although some commodity pools may resemble hedge funds or private equity funds, it is not 

the case that all of them do. 

As such, the Agencies should clarify that only commodity pools that are primarily engaged in trading 

commodity interests will be treated as similar funds. 33 Additionally, a commodity pool that is also an SEC
registered investment company should be expressly excluded from the definition of "covered fund." 34 At a 

minimum, the Agencies should clarity that engaging in incidental investments in futures, options on futures, 

commodity options, swaps and certain other instruments would not cause an entity to become a "covered 
fund ." 

C. Non-Covered Funds and Permissible Covered Funds 

Under the Proposed Rule, banking entities may invest in both non-covered funds (entities that do not 

fall within the definition of "covered fund ") and permissible covered funds (covered funds that the Proposed 

Rule exempts from the Fund Restrictions) without the restrictions that are applicable to covered funds 
organized and offered under Section _.11 . As part of our asset management business, we routinely 

sponsor entities like these, such as bank collective trusts, real estate lending vehicles and credit funds. 

Clients rely on us to provide them with professional asset management services through these types of 
funds. The Proposed Rule will curtail our asset management business if non-covered funds and 

permissible covered funds are not excluded from the definition of "banking entity."35 

31 	 For example, an energy company that has significant hedges against the risk of changes in oil prices could 

become a covered fund . 


32 Section 13(h)(2) of the BHC Act only permits the Agencies to designate as covered funds "similar funds" to hedge 
funds and private equity funds. Because the Agencies have the flexibility to designate the scope of this 
designation, we think it is important that they explain and justify the scope of their decision. 

33 We understand that other commenters, such as SIFMA, are proposing that the Agencies modify the scope of 
commodity pools that are designated as "similar funds" to include only those entities that are primarily engaged in 
trading commodity interests and meet several other conditions, and we support this proposal. In the alternative, we 
offer a proposal that is based only on whether the entity is primarily engaged in trading commodity interests. 

As with foreign funds, if the Agencies determine to treat inappropriately captured commodity pools as permissible 
covered funds, they should also exempt such funds from application of "Super 23A " 

34 	 We believe this treatment is consistent with Rule 4.5 under the CEA, which excludes from the definition of the term 
"commodity pool operator" any person sponsoring a registered investment company. Such entities should also be 
excluded from the definition of "banking entity" to the extent they are " affiliates" of banking entities. 

35 We note that the definition of "banking entity" under the Proposed Rule expressly excludes covered funds 
permissibly organized , offered and held under Section _ .11 of the Proposed Rule (or any entity controlled by such 
a covered fund). Section _ .2(e)(4). This clarification ofthe statute was intended to avoid "internal inconsistencies 
in the statutory scheme" by subjecting these funds, established for client asset management purposes, to the 
Volcker Rule as banking entities. NPR at 68855. The same logic applies for non-covered funds and permissible 
covered funds that are established for asset management purposes. We also note that the Preamble (but not the 
Proposed Rule) states that these permissible covered funds are not included in the definition of "banking entity." fd. 

(footnote continued) 
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Under the Proposed Rule, any non-covered fund or permissible covered fund that is an "affiliate" of a 

banking entity would become a banking entity, subject to the Volcker Rule. 36 Such treatment would subject 

these entities to the proprietary trading prohibition and prohibit these funds from investing in other funds 

and from conducting ordinary course operations , such as incidental short-term trading for risk management 

or funding purposes-both of which are critical for their safe operation . For example, under the Proposed 

Rule, bank collective trusts would be prohibited from buying and selling securities. As such, this treatment 

would undermine the exclusions or exemptions that have been provided by the Agencies or by statute. 37 

Moreover, such a designation would add considerable compliance costs to their operations, for no obvious 
benefit. We believe that the Agencies should expressly exclude non-covered funds and permissible 

covered funds from the definition of "banking entity." 

In the case of many non-covered funds , it is important to note that these are client investment 

vehicles in which the parent banking entity has made no or only a de minimis investment, and we do not 

believe that these entities are a means for evasion by the parent banking entity. 38 If particular concerns 
remain about evasion by non-covered funds in which a parent banking entity has made more than a de 
minimis investment, we propose that such non-covered funds be required to commit affirmatively not to 

engage in proprietary trading, other than as an incident to their core activities , 39 if they are to be excluded 
from the definition of "banking entity." 40 This would seem to be an effective and less costly way of ensuring 

(footnote continued) 

at 68855. We believe both the adopting release and the final rule text should be consistent and exclude non
covered funds and permissible covered funds from the definition of "banking entity." 

As discussed in the Introduction, we believe that the Agencies have the authority to exclude non-covered funds 
and permissible covered funds from the definition of" banking entity. " 

36 	 For example, these entities would be "affiliates" if the general partner or managing member of the fund is a banking 
entity. 

37 	 For example, the Proposed Rule expressly permits banking entities to sponsor and invest in funds for risk
mitigating hedging purposes, issuers of asset-backed securities, bank-owned life insurance investments and 
certain activities and investments solely outside the United States. See Sections _ .13(a) -{d) and Section 
_.14(a) of the Proposed Rule. Given the Agencies' recognition of these entities' beneficial role and the desirability 
of permitting banking entities to invest in them, they should expressly exclude permissible covered funds from the 
definition of "banking entity " 

38 	 Permissible covered funds are also not a means of evasion of the Volcker Rule, as the Agencies have already laid 
out conditions they deemed necessary to permit those activities. 

39 	 If this condition is adopted, the Agencies must recognize that applying the Volcker Rule's proprietary trading 

restrictions to these non-covered funds requires additional guidance as to what would constitute prohibited 

proprietary trading. 


40 The Agencies could go further by also requiring that (i) losses in non-covered funds are borne solely by fund 
investors and not by the banking entity (except to the extent of the banking entity's economic exposure to the 
fund), (ii) the banking entity does not guarantee the obligations of such funds, and (iii) transactions between a 
banking entity and a non-covered fund must be conducted on an arm's-length basis. 

-12



OCC, Federal Reserve, FDIC , SEC and CFTC 
February 13, 2012 

that entities that are legally and substantively distinct from hedge funds and private equity funds do not 
pose the concerns that the Volcker Rule is intended to address . 41 

In addition, because of the importance of permissible covered funds for client asset management 
services, the Agencies should use their authority to exempt these entities from "Super 23A," the application 
of which may otherwise render the exemptions from the Fund Restrictions meaningless. 42 

DISRUPTIONS TO THE STRUCTURE AND OPERATIONS OF BANKING ENTITIES 

A. Wholly-Owned Subsidiaries and Joint Ventures 

Under the Proposed Rule, banking entities ' interactions with "covered funds" are severely restricted in 
terms of investment, sponsorship, and, in the case of sponsored or advised funds (along with funds 
controlled by such funds) , the imposition of "Super 23A." Yet the statutory definition of "covered fund" is 
extremely broad and extends to banking entities' wholly-owned subsidiaries and joint ventures, which are 
not, in operation and form, like hedge funds or private equity funds. 43 

The Agencies recognized that the definition of "covered fund" would inappropriately capture common 
corporate structures and accordingly exempted a subset of wholly-owned subsidiaries from this definition. 44 

They also created an exemption for joint ventures that are "operating company[ies]" and that do not engage 
in any activity or any investment prohibited under the Volcker Rule. 45 

However, both of these exemptions are drawn too narrowly. As a result , they impose restrictions that 
will undermine banking entities' organizational structure and operational flexibility, again with no 
incremental benefits to safety and soundness. As such , the Agencies should consider using their statutory 
authority to exclude all wholly-owned subsidiaries and controlled joint ventures from the definition of 
"covered funds, " and modify the exemption for joint ventures in the manner we discuss below. 46 

41 	 We believe that Section 13(d)(1 )(J) of the BHC Act provides ample authority to exclude non-covered funds from 
the definition of "banking entity" and that permitting banking entities to continue to operate entities that are not 
subjected to the Fund Restrictions will promote safety and soundness and financial stability. 

42 	 As discussed in the Introduction, we believe that the Agencies have the authority to exempt permissible covered 
funds from the application of "Super 23A. " 

43 	 A global banking entity may have thousands of these entities (we alone have more than 3,000 wholly-owned 
subsidiaries), which help banking entities operate efficiently across different jurisdictions, and legal, tax and 
regulatory regimes. 

44 	 See NPR at 68913 ("[W]ithout this exemption, many entities would be forced to alter their corporate structure 
without achieving any reduction in risk."). 

45 Section _ .14(a)(2)(i) of the Proposed Rule. 
46 As discussed in the Introduction, we believe that the Agencies have the authority to exclude wholly-owned 

subsidiaries and controlled joint ventures from the definition of "covered fund." 
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1. Wholly-owned subsidiaries 

The exemption for wholly-owned subsidiaries is limited to those that are engaged principally in 
performing bona fide liquidity management activities and that are carried on the banking entity's balance 
sheet. 47 In reality, only a very small number of wholly-owned subsidiaries would satisfy this requirement. 
The vast majority, which have nothing in common with hedge funds or private equity funds, and which by 
definition have no unaffiliated investors, would be "covered funds" because they would be ineligible for this 
narrow exemption. 

By carving the exemption so narrowly, the Proposed Rule would effectively prohibit banking entities 
from forming and owning wholly-owned subsidiaries. The Proposed Rule will require banking entities to 
engage in burdensome and costly ongoing reviews to determine which of their wholly-owned subsidiaries 
fall within the definition of "covered fund." This would require a determination of whether a wholly-owned 
subsidiary is an "investment company" and, if so, whether it would qualify for exceptions under the 1940 Act 
other than Section 3(c)(1) or 3(c)(7). Because the 1940 Act analysis is highly fact-intensive, this will require 
continual monitoring of each and every wholly-owned subsidiary, 48 without any benefits to safety and 
soundness. 

The need to exclude the full range of wholly-owned subsidiaries from the definition of "covered fund" 
becomes all the more apparent when we consider the application of "Super 23A." Wholly-owned 
subsidiaries are also "banking entities" under the Proposed Rule, meaning that they pose no risk of 
evasion. Yet "Super 23A" could prohibit a banking entity from financially supporting its wholly-owned 
subsidiaries. It would even go as far as prohibiting two wholly-owned subsidiaries that are both "covered 
funds" from trading with or lending to each other. These illogical results undermine banking entities' 
organizational structure and ordinary operations without improving safety and soundness. Therefore, the 
Agencies should exclude all wholly-owned subsidiaries from the definition of "covered fund." 49 

2. Joint ventures 

The Agencies should also exclude controlled joint ventures from the definition of "covered funds." 
Like wholly-owned subsidiaries, controlled joint ventures fall within the definition of "banking entity" under 
the Proposed Rule, and should pose no risk of evasion . Also like wholly-owned subsidiaries, they would 
suffer from the interplay between the definitions of "banking entity" and "covered fund" and the restrictions 

47 	 Section _ .14(a)(2)(iv) of the Proposed Rule. In addition, the Proposed Rule provides an exemption for acquisition 
vehicles whose sole purpose is to effectuate a transaction involving the acquisition or merger of one entity with or 
into the banking entity or its affiliate. Section _ .14(a)(2)(ii) of the Proposed Rule. These exemptions will not be 
necessary if investments in wholly-owned subsidiaries are made generally permissible by excluding, as we 
suggest, all such entities from the definition of "covered fund." 

48 	 The banking entity would be required to monitor the percentage of investment securities held by each wholly

owned subsidiary, along with the principal activities of these subsidiaries. 


49 	 The Agencies should not limit the exclusion to those wholly-owned subsidiaries in which a banking entity holds all 
of the outstanding securities. Issuance of debt to third parties is a key component of the financing of many of these 
entities and should not preclude exclusion from the definition of "covered fund." If the Agencies were concerned 
that a wholly-owned subsidiary was being operated as a "covered fund" in violation of the Fund Restrictions, they 
could use their broad anti-evasion authority under Section 13(e)(2) of the BHC Act. 
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of "Super 23A." Once again , the limits on banking entities' structure and operational flexibility do not 

generate any commensurate public benefit. 

In addition to exempting controlled joint ventures from the definition of "covered funds," the Agencies 

should revise the exemption for joint ventures in the Proposed Rule . 5°Currently, the exemption is limited to 

joint ventures that are "operating compan[ies]" and that do not engage in any activity or any investment 

prohibited by the Volcker Rule. We believe this exemption is too narrow, failing to give any meaningful 

effect to the legislative history that the Agencies specifically cited in the Preamble , 51 and failing to recognize 

how joint ventures operate. 

The "operating company"52 qualification is neither relevant nor helpful. Banking entities organize and 
invest in many joint ventures that may not be "operating companies," such as those that acquire non

performing loans, credit card receivables, consumer loans, commercial real estate loans or automobile 

loans. These joint ventures promote safety and soundness by allowing a banking entity to limit the size of 
its exposure to permissible investments or to transfer the risk of existing assets . 

The operating company requirement should therefore be replaced 53 with a test that more accurately 

distinguishes a joint venture from a hedge fund or private equity fund. Such a test could include indicators 
such as whether: (i) there are a limited number of unaffiliated partners; 54 (ii) the parties operate the venture 

on a joint basis or in proportion to their relative ownership, including pursuant to a shareholders ' 

agreement; (iii) material decisions are not made by one party (for example , a general partner) ; and (iv) the 

joint venture does not engage in any activity or investment not permitted under the Proposed Rule, other 

than activities or investments incidental to its permissible business . 55 

50 It would be contrary to Congressional intent for the Agencies to interpret and apply the joint venture exemption 
based on a narrow qualification and thus not apply it to all appropriate joint ventures, including those that make 
investments. See Himes-Frank colloquy supra note 12. 

51 	 See NPR at 68913 (citing Himes-Frank colloquy). 
52 	 We note that the term "operating company" is not defined in the Proposed Rule or in federal banking law or 


regulation . The concept does appear in the Federal Reserve's Regulation K, Regulation U and Regulation Y, but 

the term is not defined. See 12 C.FR. § 211.23; 12 C.FR. § 221 .124; 12 C.F.R. § 225.173. 


53 	 If the operating company concept is to be kept at all , it should be clarified that the joint venture entity itself need not 
be an operating company if the operating company is held directly or indirectly by the joint venture entity. 
Otherwise, the exception would not allow intermediate entities formed for unrelated tax, regulatory, accounting or 
risk management purposes to qualify for the exemption. 

54 	 We do not think it is necessary to set a specific number in light of the suggested requirement that the parties 

operate the venture on a joint basis. This requirement distinguishes the joint venture partners from passive 

investors in a hedge fund or private equity fund. 


55 	 To give meaning to this exemption, it is important that the Agencies allow a joint venture the flexibility to engage in 
incidental activities that might be prohibited under the Volcker Rule without requiring the joint venture to constantly 
review whether such activities comply with the technical requirements of the various permitted activities under the 
Volcker Rule. Such a requirement, or a requirement that a joint venture (that is not a banking entity) not engage in 
any activity or investment not permitted under the Proposed Rule, is not practical and may have adverse economic 
consequences. Non-banking entity investors in a joint venture would be less willing to accept partners that are 
banking entities , as this would effectively impose the Volcker Rule on the joint venture. If a banking entity does 
invest in a joint venture, both it and the joint venture company will face a significantly increased regulatory and 

(footnote continued) 
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In summary, we believe that the Agencies should use their statutory authority to avoid significant 
disruptions to banking entities by expressly excluding both wholly-owned subsidiaries and controlled joint 
ventures from the definition of "covered fund"56 and by modifying the "operating company" requirement as 
detailed above. 

B. Merchant Banking Portfolio Companies 

Banking entities are permitted to buy and sell portfolio companies under their merchant banking 
authority. These portfolio companies sit outside a banking entity's core businesses, and a banking entity is 
not permitted to manage them, even if the banking entity may "control " the company under the BHC Act. 57 

Under the Proposed Rule, however, a merchant banking portfolio company that is controlled by a banking 
entity would itself be deemed a "banking entity." This is not consistent with Federal Reserve practice under 

the BHCAct. 

Treating portfolio companies as banking entities would inappropriately extend the Volcker Rule 
beyond the financial sector and would impose a significant compliance regime on non-financial firms. It 
could also limit the ability of merchant banking portfolio companies to manage risk and obtain funding; in 
particular, it might deter them from accepting capital from or transacting with U.S. banking entities, which 
would restrict an important source of capital for U.S. businesses. We believe that this would harm safety 
and soundness and financial stability. Therefore, the Agencies should use their exemptive authority to 
exclude merchant banking portfolio companies from the definition of "banking entity." 58 

C. Non-Covered Funds and Permissible Covered Funds 

As discussed above in the context of asset management, the considerable restrictions of the Volcker 
Rule could also make it difficult or impractical for banking entities to conduct their normal operations by 
investing in, acquiring or operating non-covered funds and permissible covered funds . These restrictions 
would apply to the activities of such operational entities as non-controlled joint ventures as well as small 

(footnote continued) 

compliance burden . In addition, consistent with Section 13(g)(2) of the BHC Act, joint ventures that exclusively hold 
investments that would qualify under the exemption for issuers of asset-backed securities should expressly be 
exempted even if they do not meet all of the foregoing qualifications. 

56 	 See FSOC Study, at 62; see a/so Himes-Frank colloquy, supra note 12. As discussed in the Introduction, we 

believe the Agencies are authorized to exclude wholly-owned subsidiaries and controlled joint ventures from the 

definition of "covered fund. " 


57 	 Section 4(k)(4)(H) of the BHC Act and the Federal Reserve's related merchant banking regulations authorize 
financial holding companies to engage in the activity of investing in shares of companies not engaged in activities 
permissible under Section 4(k) in order to realize capital appreciation upon disposition of the investment. 12 C.F.R. 
§ 225.170 et seq. These regulations require that merchant banking portfolio company investments be bona fide. 
Section 4(k)(4)(H)(ii) of the BHC Act "prevents the merchant banking authority from being used to engage in 
nonfinancial activities." See Bank Holding Companies and Change in Bank Control, 65 Fed. Reg. 16460, 16463 
(March 28, 2000). Section 4(k)(4)(H)(iv) of the BHC Act; 12 C.F.R. § 225.171(a). The Federal Reserve traditionally 
has not viewed merchant banking portfolio companies as BHC "affiliates" for purposes of activities restrictions and 
compliance and supervision. 

58 	 As discussed in the Introduction, we believe that the Agencies have the authority to exclude merchant banking 

portfolio companies from the definition of "banking entity." 
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business investment companies and certain investments that are designed primarily to promote the public 
welfare, including the welfare of low- and moderate-income communities or families . Given the Agencies' 
recognition of these funds' beneficial role and the desirability of permitting banking entities to invest in 
them , 59 the Agencies should not impose the substantial restrictions that apply to "banking entities" to these 
funds. 60 Instead, the Agencies should expressly exclude non-covered funds and permissible covered funds 
from the definition of "banking entity."61 

In addition, the Agencies should use their authority to exempt permissible covered funds from 
"Super 23A," the application of which would otherwise render the exemptions from the Fund Restrictions 
meaningless. 62 

59 See, e.g., NPR at 68913 ("[l]nvestments in Uoint ventures] would ... appear to promote and protect the safety and 
soundness of banking entities and promote and protect the financial stability of the United States."); id. at 68908 
(" In addition to the acquisition or retention of an ownership interest, permitting a banking entity to act as sponsor to 
these types of public interest investments will provide valuable expertise and services to these types of entities, as 
well as help enable banking entities to provide valuable funding and assistance to small business and low- and 
moderate-income communities."). 

60 	 As discussed above, the Agencies could address any concerns of evasion by requiring non-covered funds to 
commit affirmatively not to engage in proprietary trading, other than as an incident to their core activities, and by 
requiring that (i) losses in non-covered funds are borne solely by fund investors and not by the banking entity 
(except to the extent of the banking entity's economic exposure to the fund), (ii) the banking entity does not 
guarantee the obligations of such funds, and (iii) transactions between a banking entity and a non-covered fund 
must be conducted on an arm's-length basis. 

61 	 As discussed in the Introduction, we believe that the Agencies have the authority to exclude non-covered funds 
and permissible covered funds from the definition of "banking entity." 

62 	 As discussed in the Introduction, we believe that the Agencies have the authority to exempt permissible covered 
funds from the application of "Super 23A. " 
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CONCLUSION 

We appreciate your consideration of our comments and suggestions on the Proposed Rule. We 
would be happy to provide any additional information or to discuss any of our comments and suggestions 
with the Agencies in more detail. 

Sincerely, 

John F.W. Rogers 
Chief of Staff 
The Goldman Sachs Group, Inc. 

cc: 

Office of Information and Regulatory Affairs 
U.S. Office of Management and Budget 
New Executive Office Building, Room 10235 
725 17th Street, NW. 
Washington, DC 20503 
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Annex A 

CREDIT FUNDS 

As discussed in our comment letter, it is important that the Agencies continue to allow banking 
entities to engage in traditional lending activities through credit funds, which promote safety and soundness 
and provide an important source of credit to the broader economy. We understand that credit funds may 
have varying characteristics. In order to distinguish credit funds from entities that are appropriately 
captured by the Volcker Rule, we propose a framework to define the credit funds that should be excluded 
from the definition of "covered fund." We expect that the Agencies would adopt definitive quantitative 
thresholds or guidance, as they deem necessary and appropriate, for each of the criteria set forth below. 
We later discuss the rationale for each criterion in more detail and provide examples of what we believe 
could be appropriate thresholds . 

Under this framework, an entity would be an excluded credit fund if it: 

1. 	 is predominantly engaged in originating loans and other extensions of credit or participates in the 
origination of loans by purchasing loans and other extensions of credit in debt originations; 

2. 	 commits to hold such instruments for a length of time sufficient to establish long-term investment 
intent (although it should also retain the ability to protect the fund's interests by disposing of a 
problem credit during that period) ; 

3. 	 does not, except in the management of a problem credit , purchase or sell synthetic securities 
(including total rate of return swaps or credit default swaps) , or hedge or otherwise transfer the 
borrower's credit risk; 

4. 	 has sufficient equity capital contributed by its sponsoring banking entity to align the banking 
entity's interest with the other investors in the fund ; and 

5. 	 is limited in the amount of leverage it employs. 

Our framework also applies additional safeguards, as a condition to the exclusion from the definition 
of "covered fund, " requiring that: 

6. 	 a banking entity sponsoring a credit fund will not, and will disclose to investors (and, if required , 
commit to the appropriate banking regulator) that it will not, guarantee the obligations of the 
credit fund or otherwise provide financial support or assistance to either investors in connection 
with their investment in the fund or to the fund itself; 

7. 	 the credit fund must follow prudent credit underwriting standards, real estate appraisal standards 
and other credit standards, such as diversification requirements and/or concentration limits, 
reasonably designed to ensure that the fund is operated in a safe and sound manner, which may 
include syndication of loans or other extensions of credit pursuant to item (1) above; and 

8. 	 the governing documents of the credit fund will include appropriate terms and other required 
criteria set forth in this framework. 
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DISCUSSION OF CREDIT FUND CRITERIA 

The above criteria, which we now discuss in more detail, are provided with the recognition that our 
framework is but one way for the Agencies to continue to permit these important lending vehicles to 
operate. In any event, we hope that the principles we outline below will be useful to the Agencies as they 
determine the appropriate conditions to exclude credit funds from the definition of "covered fund." 

The first three conditions are designed to help ensure that credit funds engage in traditional bank 
lending activity, which focuses on origination and participation in primary extensions of credit rather than 
purchases of loans in the secondary market. Risk in traditional lending is assessed through underwriting, a 
relationship with the borrower and the exercise of management discretion, rather than through analysis 
driven by market prices or other trading-directed analysis. 

1. 	 The credit fund is predominantly engaged in originating loans and other extensions 
of credit or participates in the origination of loans by purchasing loans and other 
extensions of credit in debt originations. 

Condition 1 requires that a credit fund be predominantly engaged in traditional bank lending activity. 
By "predominantly engaged," we mean that a sufficiently high percentage of the credit fund 's assets (such 
as 85%) are attributable to traditional , primary lending activity to demonstrate that such activities are the 
genuine purpose of the fund . Credit funds should be allowed to engage in some lending-related activities 
that go beyond strictly originating and participating in loans. so long as those activities are permissible for 
banking entities. For example, in some sectors, it is customary for banking entities (at the request of the 
borrower) to acquire an equity-like component in connection with the origination of a loan as additional 
compensation for the risk of the loan or to keep interest payments at a viable rate for the borrower. Banking 
entities should not lose the ability to engage in these permissible activities simply because the loan is made 
through a credit fund. 

2. 	 The credit fund commits to hold such instruments for a length of time sufficient to 
establish long-term investment intent (although it should also retain the ability to 
protect the fund's interests by disposing of a problem credit during that period). 

Credit funds ' long-term objectives promote and protect the safety and soundness of• the banking 
system as a whole and the financial stability of the United States. Condition 2 therefore requires that loans 
generally be held for a sufficient period to demonstrate a long-term investment intent (such as two to three 
years) and that the loans are not bought and sold to realize price appreciation . We recognize that a banking 
entity could otherwise operate a credit fund like a hedge fund. The condition does allow a banking entity to 
dispose of problem credits during that period in order to minimize potential losses to the credit fund and 
thus enhance safety and soundness. 

3. 	 The credit fund does not, except in the management of a problem credit, purchase or 
sell synthetic securities (including total rate of return swaps or credit default swaps), 
or hedge or otherwise transfer the borrower's credit risk. 

Condition 3, while allowing a sponsoring bank to hedge interest rate risk and foreign exchange risk 
and thereby support safety and soundness, ensures that the banking entity retains the credit risk and earns 
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returns in exchange for that risk, and that it cannot hedge away credit risk in a way that could undermine 
financial stability. In contrast to some securitizations, in which the entire credit risk can be passed on to 
third parties, credit funds retain all the credit risk of the funds' loans. Because credit funds retain this risk, 
credit funds must adhere to strong underwriting standards and rely on the expertise of professional 
managers to manage the risk. As a result , they are very selective when acquiring assets. 

Conditions 4-6 are designed to protect the safety and soundness of credit funds' sponsoring banking 
entities and to protect financial stability by aligning interests and limiting risk and leverage. 

4. The credit fund has sufficient equity capital contributed by its sponsoring banking 
entity to align the banking entity's interest with the other investors in the fund. 

Condition 4 requires a sufficient investment (such as a minimum of 5% of the credit funds ' equity 
capital) by the sponsoring banking entity in order to align its interests with other investors in the credit fund 
("skin in the game"). This condition provides further assurance that a credit fund could not follow an 
"originate-to-distribute" model that provides little accountability for the quality of its underwriting . This 
requirement is important not only to protect the safety and soundness of the sponsoring banking entity, but 
also to enable the credit fund to attract third-party funding . As a general matter, institutional investors will 
not make a meaningful investment in a credit fund unless the sponsor also has a meaningful investment in 
the fund . These investors prefer to lend alongside a regulated institution that commits its own funds, is 
subject to federal banking standards and has a relationship lending model. 

5. The credit fund is limited in the amount of leverage it employs. 

In contrast to collateralized debt obligations ("CDOs") and some hedge funds, credit funds typically 
employ modest amounts of leverage. Condition 5 imposes a limit (such as a 5:1 maximum leverage ratio) 
on the credit fund 's leverage in order to protect investors, including the sponsoring banking entity, and 
should prevent unsafe and unsound balance sheet growth while mandating a minimum level of capital to 
absorb portfolio losses. We believe that the limit should be set below the leverage ratio of banking entities 
themselves, which are typically leveraged between 12:1 and 18:1. This condition addresses concerns that 
credit funds could pose excessive risk to the safety and soundness of the sponsoring banking entity or to 
the financial system generally. 

6. 	 A banking entity sponsoring a credit fund will not, and will disclose to investors (and, 
if required, commit to the appropriate banking regulator) that it will not, guarantee the 
obligations of the credit fund or otherwise provide financial support or assistance to 
either investors in connection with their investment in the fund or to the fund itself. 

Condition 6 applies the "no bailout" provisions that are applicable to organized and offered funds 
under Section _.11 of the Proposed Rule, which we believe would be properly applied to credit funds. This 
condition mitigates the risk that a credit fund could jeopardize the safety and soundness of its sponsoring 
banking entity by exposing the banking entity to the fund's losses beyond those sustained directly because 
of the banking entity's investment in the fund. 
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7. 	 The credit fund must follow prudent credit underwriting standards, real estate 
appraisal standards and other credit standards, such as diversification requirements 
and/or concentration limits, reasonably designed to ensure that the fund is operated 
in a safe and sound manner, which may include syndication of loans or other 
extensions of credit pursuant to item (1) above. 

Condition 7 requires that credit funds adhere to prudent underwriting standards that are typical of the 
standards required of banks to engage directly in lending . These could also include conditions relating to 
active monitor·ing of loans and relationships and limits on the total number·of loans and loans to one 
borrower (which should be consistent with the requirements applicable to the sponsoring banking entities 
themselves) . Without these standards, a credit fund might be able to make riskier loans than a bank could 
make directly, which is not their purpose. Because credit funds are actively managed , the fund managers 
have the discretion to modify the terms of the credit and work out problem credits, offering flexibility to 
borrowers in periods of economic stress. 

8. The governing documents of the credit fund will include appropriate terms and other 
required criteria set forth in this framework. 

Finally, Condition 8 requires that credit funds' governing documents include the appropriate terms 
and other required criteria we have outlined in this framework. By mandating that credit funds be 
contractually obligated to adhere to these cr·iteria, the condition ensures that the sponsoring banking entity 
will be accountable to fund participants as well as to regulators. 
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