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Dear Ladies and Gentlemen: 

The purpose of this letter is to offer our views regarding the proposed rule to implement the 
prohibitions and restrictions on proprietary trading and certain interests in, and relationships 
with, hedge funds and private equity funds.1 These provisions, often called the "Volcker Rule,"2 

are contained in Section 13 of the BanJk Holding Company Act of 1956, which we authored (the 
"Merkley-Levin Provisions").3 

The need for this provision is well established. In the years leading up to the 2008 financial 
crisis, we had a culture where regulators - and legislators - rolled back protections that had 
shored up our financial system for 70 years. In the aftermath of the financial crisis, the Senate 
Permanent Subcommittee on Investigations spent two years looking at the causes of the collapse, 
and the world learned how this poorly regulated system broke down. Banks and other lenders 
made bad mortgage loans. Credit rating agencies allowed those lenders and investment banks to 
package and sell those bad loans as triple-A-rated securities. Toxic securities saturated the 
financial markets and contaminated investor holdings throughout the world. Financial firms 
made large, leveraged bets on it all - bets that brought big profits and big bonuses on the way up, 
but spectacular losses and bailouts on the way down. In some cases, firms even sold their own 
customers products designed to fail and bet against them.4 While regulators saw many of the 
problems, they did little to stop them. 

' Prohibitions and Restrictions on Proprietary Trading and Certain Interests In, and Relationships With, Hedge 
Funds and Private Equity Funds, 76 Fed. Reg. 68846 (Nov. 7, 2011 )(hereiriafter, the "Proposed Rule'"). 
2 For the purposes of this letter, we will use the terms "Merkley-Levin Provisions" and the "Volcker Rule" 
interchangeably, as the prohibitions and restrictions laid oul in the Merkley-Levin Provisions embody the concept 
commonly referred to as the "Volcker Rule," after former Federal Reserve Chairmaji Paul VolckeT, who was a 
strong proponent. 
3 Section 13 was added to the Bank Holding Company Act of 1956 by Section 619 of the Dodd-Frank Wall Street 
Reform and Consumer Protection Acl of 2010, Pub. L. No. 111-203 (the "Dodd-Frank Act"). 
4 For a fuller discussion, See Sen. Jeff Merkley and Sen. Carl Levin, The Dodd-Frank Act Restrictions On 
Proprietary Trading And Conflicts Of Interest: New Tools To Address Evolving Threats, 48 HARV. J. ON LLIG. 515 
(2011); 156 Cong. Rec. S5894-99 (daily ed. July 15, 2010) (statements of Senators Merkley and Levin); "Wall 
Street and the Financial Crisis: Anatomy of a Financial Collapse," Report and Appendix printed in conncction with 
a series of hearings on "Wall Street and the Financial Crisis," before the U.S. Senate Permanent Subcommittee on 
Investigations, S. Hrg. 1 12-675, Volume 5, (April 13, 201 l)(hereinafter "PSI Report"). President Obama recently 
summarized the financial crisis as follows: "Mortgages sold to people who couldn' t afford them, or even sometimes 
understand them. Banks and investors allowed to keep packaging the risk and selling il off. Huge bets - and huge 
bonuses - made with otheT peoples' money on the line. Regulators who were supposed to warn us about the dangers 
of this, but looked the other way or didn' t have the authority to look at all." He continued, "new rules of the road 
[were put in] that refocus the financial sector on what should be their core purpose: getting capital to the 
entrepreneurs with the best ideas, and financing millions of families who want to buy a home or send their kids to 
collcge," He highlighted that the new law "ban[s] banks from making risky bets with their customers ' deposits" and 
that "unless you ' re a financial institution whose business model is built on breaking the law, cheating consumers and 
making risky bets that could damage the entire economy, you should have nothing to fear from the new rules." Hon. 
Barack Obama, Remarks by the President on the Economy (Dec. 6, 2011), available at 
http://www.whitehouse.gov/the-press-office/201 l/12/06/remarks-president-economy-osawatomie-kansas. Felix 
Rohaiyn, a well-known financial advisor, had this comment: "We must follow the advice of Paul Volcker and return 
to many of the principles of ihe Glass-Steagall Act to rein in rampant speculation. We must direct capital into 
productive uses, into businesses that manufacture and produce. And we must deal with the inequalities of lavish 
paydays for the few in an era of 10 percent unemployment," Felix Rohatyn, DEALINGS 109-159 (2010). 
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As we all know, in 2008, the mortgage market came crashing down, with devastating effects on 
housing, the banking system, and financial markets worldwide. Even a series of massive 
bailouts were not able to prevent monumental economic consequences: $17 trillion in lost 
wealth, continued high unemployment nationwide, and one in four of America's mortgages still 
underwater three years after the crisis. The magnitude of the U.S. national debt and the ongoing 
instability in European sovereign debt markets today are in many ways direct aftershocks of the 
same financial crisis. 

These outcomes are proof that allowing the financial system to regulate itself is a failed 
experiment, and more must be done to safeguard our banks and financial systems. 

Congress determined that one important step toward putting the guardrails back on the financial 
sector is to limit proprietary trading, high risk activities, and conflicts of interest by banks.5 

These guardrails are intended to take a systemic perspective and limit the risks, particularly 
market risk, that banks and systemically significant non-bank financial companies take. That is 
why President Obama, Chairman Volcker, five former Treasury Secretaries (of both political 
parties),6 Nobel Prize winning economists,7 community bankers,8 institutional investors,9 and 
other industry leaders10 supported our efforts to include the Merkley-Levin Provisions in the 
Dodd-Frank Wall Street Reform and Consumer Protection Act ("Dodd-Frank Acf')- As 
regulators, you are now tasked with faithfully implementing the law.11 

This letter is intended to provide you with detailed comments on the Proposed Rule, and is 
intended to supplement our previous communications to you. 

I. Background and General Approach 

As a starting point, we think the Proposed Rule is simply too tepid. In adopting the Merkley-
Levin Provisions, Congress sought to fundamentally change the financial system of this country 

5 For the purposes of this letter, the term "banks" is, unless otherwise specified, intended lo include all "banking 
entities," as that term is defined by Section 13(h)(1) of the Bank Holding Company Act of 1956 (12 U.S.C. 1841 el 
seq.y 
6 W. Michael Blumenthal, Nicholas Brady, Paul O'Neill, George Shultz & John Snow, Letter to the Editor, 
Congress Should Implement the Volcker Rule for Banks, WALL ST. J., Feb. 22, 2010. 
7 Press Release, Office of Sen. Jef fMerkley , Merkley and Levin Introduce Legislation to 
Restrict Banks and the Largest Financial Institutions from Making High-Risk Bets (Mar. 10, 
2010), available at http://merkley.senate.gov/newsroom/press/release/?id i=8e6cb736-80c6-
4d 18-8834-5d7d05e4501 a (letters on file). 
8 Letter from Steve Verdier, Executive Vice President of the lndependeni Community Bankers of America to 
Senator Je f fMerk ley and Carl Levin (Mar. 10, 2010)("I wish to express strong support for legislation ... to prohibit 
any bank to engage in proprietary trading ... or to invest in or sponsor a hedge fund or private equity fund.")(letter 
on file). 
0 See Investors' Working Group, U.S. Financial Regulatory Reform: The Investors' Perspective 1-27 (Jul. 2009), 
available at 
http://wvvvvxii.org/UserFi les/file/resource%20center/inveslment%20issues/lnvestors'%20Working%20Group%20Re 
port%20(July%202009),pdf; see also Letter from Jeff Mahoney, General Counsel of the Council of Institutional 
Investors, to Senators Je f fMerk ley and Carl Levin (Apr. 26, 2010)(letter on file). 
10 See, e.g., 156 CONG. REC. S2691 (daily ed. Apr. 27, 2010) (citing an April 23, 2010 Letter from John Reed, 
Former Chairman and CEO, Citigroup, to Senators Jef fMerkley and Carl Levin). 
11 The authors wish to acknowledge the staffs of the SEC, CFTC, Federal Reserve, FDIC, OCC, and the Treasury 
Department for their hard work and dedication in preparing the Proposed Rule. 
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by restoring and modernizing safeguards that, for decades, protected the country from the types 
of financial abuses that caused the 2008 financial crisis.12 Congress also sought to impose 
explicit prohibitions on the conflicts of interest and risks that helped exacerbate that crisis. The 
Proposed Rule does not fulfill the law's promise. Instead, the Proposed Rule seems focused on 
minimizing its own potential impact. It engages in contortions that appear aimed at trying to 
restrict banks' trading without impacting the volume of banks' overall trading in the markets. 
That is not an objective of the Merkley-Levin Provisions. 

One key objective of the Merkley-Levin Provisions is to stop proprietary trading and 
relationships with private funds by our banks. That objective necessarily means less trading by 
them.13 And while stopping proprietary trading and private fund investments by banks14 may 
temporarily impact some markets, we believe—and Congress determined—that the benefits of a 
safer financial system outweigh those potential impacts. Indeed, nowhere in the text of the 
statute nor in the legislative history of the provision is there any direction to regulators that the 
plain meaning of the statute should be ignored because of the potential impact it might have on 
the volume of trading in any given market. To the contrary, we and others intended for the 
Merkley-Levin Provisions to be a modern version of the Giass-Steagal! Act.15 

The law's directive is simple: stop proprietary trading and relationships with private funds, and 
ensure that any permitted activities do not give rise to the risks or conflicts of interest that 
undermined our financial system. Achieving those objectives will require increased data 
collection and reporting, increased supervision, and substantive restrictions on some activities. 

As we detail below, the final rule needs to accept the statutory mandate restricting bank 
activities, and ensure that permitted activities are low risk, conflict-free, and subject to 
appropriate safeguards and supervisory oversight. More specifically with regard to a number of 
provisions, the final rule needs to draw brighter lines, remove unnecessary complexities, and 
enable cost-effective, consistent enforcement. 

This letter offers detailed comments and recommendations on a number of the provisions in the 
Proposed Rule. As an overview, we offer the following observations. 

12 The Glass-Steagall Act restricted proprietary trading by federally insured banks for more than sixty years. 
Banking Act of 1933, Pub. L. 73-66, 48 Stat. 162. Those restrictions were removed by the Financial Services 
Modernization Act of 1999. Financial Services Modernization Act of 1999, Pub. L. 106-102, 113 Stat. 1338 
(Gramm-Leach Sliley Act). 
13 Any reduction in trading by U.S. banks is likely to be made up by other non-banking entities entering the market. 
After all, U.S. financial markets became the envy of the world during the more than six decades during which the 
Glass-Steagall Act was in effect, while banks were generally prohibited from proprietary trading. Further, some 
studies suggest that some of the trading volume today actually increases market inefficiencies. See, e.g., Thomas 
Philippon, Has the U.S. Finance Industry Become Less Efficient, (Nov. 2011), available at 
http://papers.ssm.com/sol3/papers.cfm?abstract_id= 1972808. 
14 We note that the Proposed Rule does not address the analogous restrictions for non-bank financial companies 
supervised by the Board. 76 Fed. Reg, 68846, 68847-48. 
15 156 Cong. Rec. S5894, S5894 (daily ed. July 15, 2010) (statement of Senator Merkley) ("The 'Volcker Rule,' 
which Senator Levin and 1 drafted and have championed in the Senate, and which is embodied by Section 619, 
embraces the spirit of the Glass-Steagall Act 's separation of ' commerc ia l ' from ' investment ' banking by restoring a 
protective barrier around our critical financial infrastructure."). 
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1. Focus on the Economics. If a bank is exposed to market risk for any significant period 
of time, then it is engaged in proprietary trading. Proprietary trading can occur in many 
ways - for example, when a securitization underwriting desk goes from the "moving 
business" to the "storage business."16 While there may be many business units that 
engage in some form of proprietary trading, and the specifics of those trades may vary 
significantly across different business units, the economics is often the same. If a bank is 
making money through the appreciation or depreciation in the value of an asset, then it's 
engaged in proprietary trading. Similarly, if a bank is taking an interest in a fund itself, 
or an economic equivalent of the fund, both are forms of proprietary trading. Focusing 
on the underlying economics means the Proposed Rule can eliminate many of the newly-
proposed exceptions and loopholes, including the blanket exemption for repurchase 
agreements, allowance of hedging on a portfolio basis, or the proposal to allow firms to 
"hedge" how much they may have to compensate their fund managers by investing in the 
fund the manager oversees. 

2. Ban High Risk Activities and Conflicts of Interest. Section 13(d)(2) places two 
fundamental limits on all permitted bank activities: they cannot involve high risk assets 
or trading strategies and must be free of material conflicts of interest. These limitations 
on permitted activities needs to be better integrated into the final rule to ensure that banks 
confine themselves to low-risk, conflict-free transactions. While the Proposed Rule 
provides strong principles regarding what classifies as a "high risk asset" or a "high risk 
trading strategy," it does not consistently apply the prohibition on those high risk 
activities throughout the rule. Worse, the Proposed Rule fails to mention the ban on 
material conflicts of interest in most of its provisions describing permitted activities. 
Damaging conflicts of interest pervaded trading activities in the years leading up to the 
financial crisis, as has been shown by and the Permanent Subcommittee on 
Investigations17 as well as a range of investment professionals.18 They included the 
failure to disclose material adverse information to unsuspecting investors, abuse of client 
information obtained through monitoring client trading flows, and structuring products 
that embedded conflicts of interest between a bank and its customers, or between various 
bank customers. The final rule should treat the law's ban on high risk activities and 
conflicts of interest, not as an afterthought, but as a central organizing principle and 
effective deterrent that needs to be better integrated throughout its provisions. 

3. Provide Clear and Consistent Lines for All Firms. The Proposed Rule puts forth 
principles, and then directs banks to figure out for themselves what is, and what is not, 

16 Report of Exam' r Anton R. Valukas at 59-60, In re Lehman Brothers Holdings Inc., No. 08-13555 (Bankr. 
S.D.N.Y. 2010), available at h t tp : / / lehmanreponjenner .com/ . 
17 See, e.g., PSI Report at 719-721. 
18 See, e.g., P h i l i p A u g a r , T H E G R E E D M E R C H A N T S : H O W TUP. INVESTMENT B A N K S PLAYI-D r i m FREE M A R K E T 

GAME 16-21, 116-22, 216 (Portfolio 2005); 156 CONG. REC. S2691 (daily ed. Apr. 27, 2010) (citing an April 23, 
2 0 ) 0 Letter from John Reed, Former Chairman and CEO, Citigroup, to Senators Jeff Merkley and Car) Levin). See 
generally Annette Nazareth, Dir., Sec. and Exch. Comm'n . Div. of Mkt. Reg., Remarks before the SIA Compliance 
and Legal Division Member Luncheon (Jul. 19, 2005), available at 
http: / /www.sec.gov/news/speech/spch071905aln.htm; Jeremy Grantham, lesson Not Learned: On Redesigning Our 
Current Financial System, G M O Q. LETHER SPECIAL TOPIC, 2 (Oct. 2009), available at 
http: / /www.scribd.com/doc/21682547/Jeremy-Grantham. 
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proprietary trading. This approach essentially puts the fox in charge of designing the hen 
house. Instead, the final rule should provide clear guidance through rebuttable 
presumptions based on asset classes of which activities fail within the scope of a 
permitted activity and which do not. There are multiple advantages to this approach, 

o It would enhance consistency across the banking sector, as banks would all be 
subject to the same presumptions and interpretations, 

o It would enable banks to structure their operations with increased comfort that 
they are in compliance with the law. 

o It would lower the regulatory burden. Compliance requirements for activities 
covered by the presumptions could be streamlined, while those for activities 
outside of the presumptions could be more robust. This approach would also 
dovetail more easily with banks' existing compliance and risk systems, 

o It would enhance regulators' ability to identify and focus on risky activities and 
violations. Much like when a bank examiner reviews loan files or portfolios of 
financial instruments held for sale or investment, regulators would be able to 
focus on bank trading activities that are identified as falling outside of the 
presumptions, as well as testing to ensure that the activities categorized as falling 
within the presumptions are appropriate. This approach would also aid 
regulators' ongoing efforts to increase comparative analyses and spot risks across 
different firms. 

4. Eliminate Unjustified Exclusions and Exemptions. The Proposed Rule proposes 
multiple broad exclusions from the "trading account" that have no basis in law, including 
for repurchase agreements, reverse repurchase agreements, spot commodities, currencies, 
and general liquidity management. These exclusions should be eliminated, as should 
several other unnecessary exemptions, such as proposed hedging exemptions related to 
bank investments in private funds. Rather than creating exclusions or exemptions that 
place activities entirely outside of the Merkley-Levin restrictions, the final rule should, if 
the standards for designating a new permitted activity are met under section 13(d)(l)(JT), 
use that mechanism to address the activities at issue. 

5. Utilize capital charges and other restrictions as additional tools. The Proposed Rule 
ignores the language of the statute that "permitted activities" are "subject to ... any 
restrictions or limitations" that your agencies determine. In particular, the final rule 
should apply capital charges and conduct-based restrictions to ensure that banks engaging 
in permitted activities are not taking undue risks. These tools could be used, for example, 
to reduce risk when banks engage in complex securitizations or other novel or complex 
financial transactions in which regulators have no reliable risk analysis. While capital 
and liquidity rules alone are not enough to protect against financial vulnerabilities, the 
final rule should not ignore these tools.19 

19 See Simon Johnson, Where is the Volcker Rule?, N.Y. TlMI-S, Dec. 15, 20) 1, available at 
http://economix.blogs.nytimes.com/201 l/12/15/where-is-the-vo)cker-rule/. A recent study by The ClearingHouse 
found that some financial firms that met Basel III equity capital requirements of 7 percent still required taxpayer 
bailouts of up to 30 perccnt of Tier 1 capital. The ClearingHouse, "How much capital is enough?" Capital Levels 
and G-SIB Capital Surcharges, 3 (Sept. 26( 2011) ( available at 
http://www.thec)earinghouse.org/index.htrnl?f=072896/. 
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6. Collect, centralize, and analyze more data. Many banks and regulators failed to 
monitor or fully recognize the dangers building up in banks' short-term trading books, off 
balance sheet transactions, and investments in private funds, due in part to overreliance 
on inadequate or faulty risk modeling. A simple survey of financial crises throughout 
history makes clear that firms have, and will again in the future, fail to accurately 
appreciate the risks associated with some financial products. The Merkley-Levin 
Provisions give regulators the authority and obligation to gather data to better understand 
and monitor the risks associated with banks' trading positions. The Proposed Rule's data 
collection and reporting requirements are a solid step forward. Establishing a centralized 
data repository or data sharing protocol across regulators is also critical to those efforts. 

7. Enhance Disclosure and Unleash Private Market Enforcement Mechanisms. The 
final rule should better align competitive interests with compliance interests. Disclosure, 
a foundation of efficient markets, should be better used as a tool to prevent evasion of the 
new restrictions and reward compliance.21 Recently, industry leaders and academics 
have recognized the need for better public disclosure of firms' risk modeling and asset 
portfolio. Investors and customers, including mutual funds, pension funds, and other 
institutional investors, should be able to see a bank's mctrics and evaluate whether the 
bank they use for various services is actually engaging in high risk activities, trading 
against them, or accumulating poor quality assets. Trading partners should know the 
risks their counterparties pose to them, and corporate treasurers should know that their 
deposits, which in many cases exceed FDIC insurance amounts, will be safe. Disclosure 
can help make compliance and financial stability a competitive strength, realigning bank 
management incentives away from dangerous risk-taking and towards client-serving 
activities. 

8. Hold Boards and CEOs Accountable for Compliance. The final rule should require 
the board of directors and chief executive officer of each bank to make an annual 
assessment and sign a certification of the effectiveness of the bank's internal controls and 
policies to implement the Volcker Rule. This annual management assessment and 
certification would facilitate regulatory oversight and encourage effective implementation 

20 See Erik Gerding, The Outsourcing of Financial Regulation to Risk Models and the Global Financial Crisis: 
Code, Crash, and Open Source, WASI I. L. Rr;v„ forthcoming, available at 
http:/ /papers.ssm.com/sol3/papers.cfm?abstract_id= 1273467. 
21 Market discipline based on disclosure, among other tools, is one of the three pillars on which the Basel 
Agreements is built. See Basel Committee on Banking Supervision, International Convergence of Capital 
Measurement and Capital Standards: A Revised Framework Comprehensive Version (June 2006), available at 
http:/ /www.bis.org/publ/bcbsl28.pdf; Basel Committee on Banking Supervision, Enhancement to the Basel II 
Framework (July 2009), available at ht tp:/ /www.bis.org/publ/bcbsl57.pdf; Basel Commit tee on Banking 
Supervision, Basel III: A Global Regulatory Framework for More Resilient Banks and Banking Systems (Dec. 2010, 
rev. June 2011), available at http://www.bis.org/publ/bcbsl89.pdf. See a lso DANIBL TARULLO, BANKING ON BASPX: 
THE FUTURE OF INTERNATIONAL FINANCIAL REGULATION 175 ( 2 0 0 8 ) ( express ing skept ic i sm rega rd ing the scope of 
disclosures). 
22 See Vikram Pandit, Apples v apples - a new way to measure risk, FIN. TIMES, Jan. 10, 2012, available at 
http://www.ft.cOm/intl/cms/s/0/90bb724a-3afc-l l e i -b7ba-00144feabdc0 .h tmWaxzzl jT2D5hEK; see Gerding, 
supra. 
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by establishing the "tone at the top," one of the more powerful ways to change the culture 
of a firm. 

With these general comments in mind, we now offer comments on specific elements of the 
proposal. 

II. Definition of Proprietary Trading 

1. Scope of Trading Account 

The scope of the trading account is one of the most important elements of ensuring a meaningful 
implementation of the Volckcr Rule. Congress mandated that the trading account be interpreted 
broadly. While certain aspects of the Proposed Rule's approach to the trading account deserve 
commendation, as currently drafted, the Proposed Rule does not cover enough ground. The 
definition of the ''trading account" put forth by the Proposed Rule is far too narrow to reflect the 
language or the intent of the Merkley-Levin Provisions. 

The Proposed Rule sets out to capture trading positions taken (i) for the purpose of short-term 
resale; (ii) with the intent of benefitting from actual or expected short-term price movements; 
(iii) to lock in short-term arbitrage profits; or (iv) to hedge another trading position23 

Although the description in the Proposed Rule of the types of arbitrage and other activities that 
are captured appear to be fairly broad in some respects, the Proposed Rule nevertheless appears 
to take an overly narrow view of the concept of "short-term," essentially defining it as a period 
of 60 days or less. Specifying such an overly narrow time period is contrary to the statute, 
increases the complexity of the rule, and invites gamesmanship. For accounts not covered by the 
Market Risk Capital Rule or as dealer activities, the final rule should extend coverage to 
accounts where positions are taken for up to one year. 

Nothing in the statutory text or legislative history of the Merkley-Levin Provisions confines the 
definition of "short-term" to "hours and days, rather than months or years," as stated in the 
Proposed Rule.24 Indeed, many proprietary trades occur over months or years. Some swaps 
nominally extend over a period of years, for example, while requiring changes in the value of the 
positions held by participants to be reported daily, weekly, monthly or quarterly.25 The Federal 
Reserve currently permits financial holding companies to take merchant banking positions for up 
to 10 years. As recent history has demonstrated, some of the most dangerous proprietary trading 
positions were held beyond a 60-day window, including positions thai led to the collapse of 
Long-Term Capital Management, the 2006 collapse of a hedge fund known as Amaranth 
Advisors LLC due to poor commodity trades, the collapses of multiple financial firms during the 
2008 financial crisis, and the recent collapse of MF Global due to bad currency bets.26 

23 76 Fed. Reg. 68846, 68857 (Nov. 7, 2011 ). 
24 76 Fed. Reg. at 68859 (Nov. 7, 20) 1 ). 
25 Collateralized debt obligations (CDOs) using embedded credit default swaps are one common example. Long-
term interest rate swaps and total return swaps are additional examples. 
2 4 O n L o n g - T e r m C a p i t a l M a n a g e m e n t , see R O G E R LOWHNSTFIN, W H E N G E N I U S FAILED: T l IE R.1SE AND FALL OF 

LONG-TL-RM CAPITAI. MANAGEMENT 102-10 (2001); Franklin R. Edwards, Hedge Funds and the Collapse of Long-
Term Capita! Management, J. OFECQN. PERSPECTIVES, Spring 1999, at 189-219. On Amaranth, see "Excessive 
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The statutory language directs your agencies to cover "any such other accounts" as your agencies 
determine. There is no limiting factor in that statutory direction. There is nothing in the text or 
the legislative history of the Merkley-Levin Provisions that would suggest that Congress 
intended this direction to have no meaning, or that Congress expected that such discretionary 
authority would be narrowly used. To the contrary, Chairman Volcker, we, and others have 
repeatedly expressed the intent for the provisions to cover longer term holdings. Nevertheless, 
the Proposed Rule ignores the statutory language and legislative history, and instead focuses 
exclusively on an overly narrow interpretation of "short term" positions. 

Broad coverage of the trading account is critical to ensuring that the protections of the Vojcker 
Rule work. Quite simply, the economics matter. If a firm is holding onto a position in a way 
that it principally profits from price changes in the instrument and it is being held for a period 
that indicates the holding was not a long-term investment or the extension of credit, then that 
should be considered prohibited proprietary trading. For example, "merchant banking" 
investments may be practically indistinguishable from private equity investments, which are 
restricted by the Proposed Rule. Yet the Proposed Rule does not contemplate addressing 
merchant banking investments, because it views them as longer-term positions. Merchant 
banking as well as other investments lasting up to one year should be presumptively covered in 
the final rule.27 

Using an overly narrow time period also invites gamesmanship. For example, to circumvent the 
Merkley-Levin Provisions, banks might begin to specify certain transactions as having a 90-day 
or year-long duration, even though the participating parties expect to exit the transaction much 
sooner. Further, banks may take trading positions with no definitive trading horizon at all, and 
claim they fall outside the scope of the Proposed Rule. 

The use of a time period has added significance because, under the Proposed Rule, a transaction 
that is not within the trading account may be treated as outside of the data collection 
requirements and regulatory oversight mandated by the Merkley-Levin Provisions. 

Speculation in the Natural Gas Market," before the Permanent Subcommittee on Investigations, S. Hrg. 110-235 
(Jun. 25 and Jul. 9, 2007), including trades described on pages 268-75, 284-86, and 337-38. On the financial crisis, 
see, e.g.. Report of Exam' r Anton R. Valukas at 59-60, In re Lehman Brothers Holdings Inc., No. 08-13555 (Bankr. 
S . D . N . Y . 2 0 1 0 ) , available ai h t t p : / / l e h m a n r e p o r t . j e n n e r . c o m / ; see also F I N . CRISIS INQUIRY C O M M ' N , T H E FIN. 
CRISIS INQUIRY C O M M ' N REPORT ( J a n . 2 0 1 1 ) , available at h t t p : / / w w w . f c i c . g o v / r e p o r t a t 3 5 . 5 5 - 5 6 , 177 , 1 9 6 - 9 7 , 
2 0 2 - 0 4 , 2 2 3 , 2 2 6 - 2 8 , 2 5 6 - 5 7 , 2 6 0 - 6 1 , 2 8 0 - 8 1 . O n M F G l o b a l , SEE C h r i s t i n e H a r p e r , M i c h a e l J . M o o r e , a n d S i l l a 
Brush, MF Global's Collapse Exposes Prop-Trading Risk that Volcker Wants to Curb, BLOOMBERG, Oct. 31, 2011, 
available at ht tp: / /www.bloomberg.com/news/2011-10-31/mf-global-exposes-prop-trading-risk-that-volcker-wants-
to-curb.html; see also John Camey, The Trade That Killed MF Global, NETNET, Nov. 2, 2011, available at 
http: / /www.cnbc.com/id/45132384. 
27 However, we also note that the Proposed Rule correctly covers any position that is captured by the Market Risk 
Capital Rule or undertaken by a bank in the course of serving as a securities dealer, municipal securities dealer, a 
government securities dealer, a swap dealer, or a security-based swap dealer. 76 Fed. Reg. at 68859-60. 

R In the run-up to the financial crisis, many firms accumulated positions during the securitization process because 
certain portions of those deals could not be readily sold. See, e.g., Merrill Lynch ' s positions: John Cassidy, 
Subprime Suspect: The Rise and Fall of Wall Street's First Black C.E.O., New Yorker, Mar. 31, 2008, at 78, 86-88. 
See also PSI Report at 669 (loss of $562 million by Goldman due to its inability to sell all of the Timberwolf 
securities on its books). The final rule should capture those positions. 
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Simplifying the rule's coverage will simplify the rule itself and avoid regulatory disputes over 
what types of accounts and transactions arc subject to heightened scrutiny to prevent proprietary 
trading, high risk, and conflicts of interest. We also note that covering ''short-term" positions in 
this way would not limit the ability of a bank to hold liquidity positions, since those positions 
could be separately treated as a permitted activity, as discussed further below. 

2. Excluded positions 

One of the most ill-advised aspects of the Proposed Rule is its creation of a raft of exclusions 
from the definition of "trading account" for a variety of transactions, including trades in actual 
commodities or currencies,29 repurchase agreements and reverse repurchase agreements,30 and 
trades conducted pursuant to asset liability management.31 These exclusions were not 
contemplated by the statute, create new complexities, undermine the law, and should be stricken. 

a. Statutory Structure 

The Merkley-Levin Provisions do not provide any statutory authority to create exclusions from 
the definition of "trading account." To the contrary, it authorizes the regulators only to expand 
the definition of "trading account" to include "any such other accounts" as they determine. 
Thus, regulatory discretion is only in one direction. 

Positions held outside of the "trading account," as defined by the statute and as should be 
expanded by the regulators, are not directly covered by the restrictions in the Merkley-Levin 
Provisions against proprietary trading, much less their protections against high-risk assets, 
conflicts of interest, and other protections. 

The definition of "trading account" was carefully worded in the statute to take into account 
multiple concerns and deliberately designed to have a broad reach. The statute does not 
contemplate or provide for exclusions from this definition. If regulators want to allow a new 
permitted activity, then they must do so pursuant to the authority under Section 13(d)(l)(J), 
which would ensure that the new activity remained subject to the other limitations in the law 
applicable to all permitted activities. In short, there is no legal standing for these regulatory-
created exclusions from the definition of "trading account," and they should be removed. 

b. Spot Commodities and Currencies 

The law provides no statutory authority to exclude transactions involving spot commodities or 
forward contract transactions that are to be physically settled from the Merkley-Levin 
Provisions, nor should they be excluded. Until relatively recently, banks and their affiliates were 
not major players in physical commodities. Today, some banks have become major traders of 
physical commodities, using transactions which can be high risk, give rise to off balance sheet or 
other hidden liabilities, and involve difficult risk analysis. For example, some banks such as 
JPMorgan and Morgan Stanley are reportedly trading and storing physical quantities of crude oil 

76 Fed. Reg. at 68850, 68864. 
50 76 Fed. Reg. at 68850, 68857, and 68862, 
31 76 Fed. Reg. at 68850, 68857, and 68862-63. 
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and other physical commodities,32 and engaging in trading activities and investments that 
regulators may be hard pressed to analyze for risk or conflicts of interest. 

In addition, these transactions invite the very types of conflicts of interest that the Merkley-Levin 
Provisions are designed to prevent, since those same banks frequently engage in commodity 
transactions with and on behalf of their clients.33 Although these types of transactions are not 
explicitly named in the statute, they are covered under the "any other security or financial 
instrument" language of Section 13(h)(4). In addition, excluding these types of transactions 
from the statute would create incentives for banks to circumvent the law by designing 
transactions utilizing these exclusions. In addition, given the strong relationships between spot 
commodities and their corresponding futures, excluding spot commodities would create a 
significant loophole that would undermine the intent of the provisions. Given the risk of 
evasion, all of these transactions should be subject to the Volcker Rule safeguards. 

c. Repurchase and Reverse Repurchase Agreements 

Section 13 also provides no statutory authority for the proposed complete exclusion of 
repurchase and reverse repurchase agreements from the definition of "trading account." 

While repurchase agreements and reverse repurchase agreements may, in normal market 
conditions, specify specific prices, quantities, and times for the trades, they still provide the 
parties with significant market, liquidity, and counterparty risks. Indeed, they are required to be 
covered in the trading account for bank accounting purposes and as such are subject to value-at-
risk and other indices of market risk.34 

As was seen during the financial crisis, repurchase agreements can be highly sensitive to 
fluctuations in market values, liquidity issues, and counterparty risks in ways that are only 
partially captured by current value-at-risk methodologies and regulatory risk analysis and 
oversight. They also may raise conflict of interest issues, since many repurchase agreements 
involve the pledging of client-owned collateral. 

A blanket exclusion of these transactions from the reach of the Mcrkley-Levin Provisions is 
particularly problematic, since repurchase and reverse repurchase agreements can be structured 
to effect proprietary trades and engage in material conflicts of interest. The collapse of Lehman 
Brothers' short-term repurchase agreements offers one of many examples of how financial 
institutions have used these agreements to engage in a range of complex, high-risk trading 

32 See, e.g., Ned Molloy, Energy Risk Oil & Products House of the Year 2011: JP Morgan, Risk.net, Jun. 9, 201 1, 
available at http://www.risk.net/energy-risk/feaOire/2072271/energy-risk-oil-products-house-2011 -jp-morgan; 
Morning Zhou, Traders Boost OH Storage on Offshore Tankers by 75%, Morgan Stanley Says, BLOOMBERG, Apr. 
26, 2010, available at http:/ /www.bloomberg.com/news/2010-04-26/traders-boost-oil-storage-on-offshore-tankers-
by-75-morgan-stanley-says.html; Wall Street Banks Quarterly Commodities Trading Risk, RF.UTERS, Oct. 18, 201 I, 
available at hnp;//www.reuters.com/article/2011/10/18/commodities-banks-risk-idUSNl E79H0M920111018. 
33 See S a u l e O m a r o v a , 6 3 U . MIAMI L . REV. 1 0 4 1 ( 2 0 0 9 ) . 
34 See 12 CFR p a n 3, Appendix A (OCC); 12 CFR part 208, Appendix A and 12 CFR part 225, Appendix A 
(Board); and 12 CFR part 325, Appendix A (FDIC). 
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activities intended to be captured by the Volcker Rule prohibitions.35 The recent failure of MF 
Global, which was driven by large proprietary trades on European sovereign debt conducted 
through repurchase agreements, is another example.36 

There is simply no statutory or policy justification for excluding repurchase and reverse 
repurchase agreements from the definition of "trading account" and, in turn, from the Merkley-
Levin Provisions. Accordingly, this exclusion should be removed from the final rule. 

d. Liquidity Management 

The next proposed exclusion from the trading account, for transactions undertaken to manage 
liquidity needs, is also highly troubling. The proposed exclusion, which also has no statutory 
basis, is unnecessary and would add enormous complexity to the definition of trading account. It 
should be eliminated. 

In theory, asset liability management seeks to match a bank's exposures on the asset side of its 
balance sheet with those on its liability side - most commonly, taking into consideration interest 
rates - in order to ensure appropriate liquidity for the bank. Liquidity management is already the 
subject of upcoming Basel Committee and Dodd-Frank proposed rules to reduce risk. It also 
overlaps with permitted ''risk-mitigating hedging activities," as well as securitizations, discussed 
below. Addressing liquidity concerns through those rules is no reason for excluding liquidity 
management activities from the reach of the Merkley-Levin Provisions. The exclusion instead 
creates significant confusion. Instead, a better approach would be to coordinate the two sets of 
rules, so that liquidity management transactions are undertaken in low-risk, conflict-free ways. 
For example, a well-designed implementing rule could create incentives for banks to use 
liquidity management transactions that involve the trading of government securities - a low-risk 
activity already permitted by the Merkley-Levin Provisions. 

Excluding asset liability management transactions from the Merkley-Levin Provisions would 
require banks and regulators to expend resources on identifying which transactions qualify for 
the exclusion, a complex undertaking that could also generate expensive and time-consuming 
disagreements. For example, if repurchase agreements were not excluded from the trading 
account, but asset liquidity management transactions were, considerable effort would be required 
to distinguish between the two and determine which types of repurchase agreements should be 
deemed excluded from trading accounts subject to the Volcker Rule. Expending resources on 
those issues would achieve little in the way of accomplishing the objectives of the Volcker Rule 
- to prevent proprietary trading and private fund investments by banks (as well as restrict those 
activities by systemically significant non-bank financial companies). 

A better approach would be to drop the proposed exclusion and treat all asset liability 
management transactions as subject to the Merkley-Levin Provisions. This approach would 
reduce the rule's complexity and implementation costs, and the covered transactions would be 
screened to prevent proprietary trading, high risks, and conflicts. In addition, regulators could 

35 See. e.g., OCCUPY THE SEC, Volcker Rule, Round One: What's Wrong with the Repo Exclusion? (Dec. I 5, 2011), 
available at http://occupythesec.nycga.net/2011/12/15/volcker-rule-round-one-wKats-wrong-witK-the-repo-
ex elusion/. 
36 See Harper, supra; Carney, supra. 
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