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January 17, 2012

Department of the Treasury Federal Deposit Insurance Corporation
Office of Domestic Finance 550 17" Street, N.W.

1500 Pennsylvania Avenue, N.W. Washington, D.C. 20429
Washington, D.C. 20520

Board of Governors of the Federal Reserve System Office of the Compinalller of the Currency
20" Street & Constitution Avenue, N.W. 250 E Street, SW.

Washington, D.C. 20551 Washington, D.C. 20219
Commodity Futures Trading Commission Securities and Exchange Commiission
1155 21% Street, N.W. 100 E Street, N.E.

Washington, D.C. 20551 Washington, D.C. 20549

RE: Restrictions on Proprietary Trading and Certain Interests in and Relationships with Hedge
Funds and Private Equity Funds

Dear Madams/Sirs:

Investure LLC' strongly supports regulatory reform and the efforts of the Office of the comptroller of
the Curtrency, Treasury (“OCC"), Board of Governois of Federal Reserve System (“Board”); Federal
Deposit Insurance corporation (“FDIC”); and Securities and Exchange Cormmiission (“SEC)"
(collectively the “Agencies”) to promulgate appropriate rules (the “Proposal”) to implement Section 619
of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Dodd-Frank Act”). We
appreciate having the opportunity to comment on the Proposal and, as described in more detail below,
believe that significant changes to the approach taken by the Agencies are necessary, particulatly with
respect to the provisions effedfusting the market making exemption contained in the Dodd-Frank Act.

Market marking is a core function of banking entities and provides liquidity needed by all market
participants, including the pension funds and endowments that we represent. We believe it Is crucial
that the steps mandated by the Dedd-Frank Act be Implemented In @ mannet that does not distupt the
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liquidity necessary for functioning securities markets and impose potentially prohibitive costs and
burdens on market participants.

Impact of the Proposal on Market Making activities .

Wihiile Section 619 of the Dodd-Frank Act generally prohibits any “covered banking entity” from
engaging in “proprietary trading,” there are certain statutory exceptions. The legidation specifically
provides an exemption for “The puniiase, sele, acquisition, or disposition qf saourities and ather
instramenss. ... in cannection wiith underemitiiy or menVet-makbiogrekdvect! activates. . .

Rather than acknowledge this tenant and setting forth broadly applicable standards to govern permitted
market marking activist, the Proposal creates a presumption that any covered financial position that a
covered banking entity holds for a period of sixty days or less is a prohibited proprietary transaction.
Whiille the presumption is “rebuttable” we respectfully submit that the framework for rebutting the
presumption contained in the Proposal and accompanying documentation is unworkable for many
reasons, including: (i) an inability to predict the financial impact of market making activities for
putpeses of complying with the mettics set forth in the Proposal; (ii) the failure of the Propasal to
identify and account for different types of market making environments, particularly those related to the
fixed Income markets and other OT'C markets; (lii) the creation of perverse incentives through mandates
on how compensation is calculated; and (Iv). the onerous and potentiially contentious cempliance
mandaies that could encourage covered banking entities to abandon less liquid and more volatile
segments of various markets.

With respect to (ii) above, we believe that the Proposal was drafted solely from the perspective of
regulated market making activities in organized markets where intermediiaties generally act as agents,
such as those for listed securities. The description of market making activities set forth in the Proposal
clearly do not take into accoeunt unregulated over-the-counter market making activities that covered
banking entitiies provide to these markets, which require intermediaries to regularly trade as principal
due to the high degree of fragmentatlon and Intermittent liquidity of sasid markets. While our
comments reflect our view as to the application of the Propasal to all markets, one of our greatest
coneerns is the devastating effect that the Propesal would have on the flxed Income markets that exhibit
intermittent liquidity and thus require market makeis to act as principal in order to ensure liguidity.
We respeetfully submit that the failure to take inte account ever-the-eount®r. market making activities
reflests 2 major eversight and must be addiessed 1A the final analysis and rulemaking.

In summary, we believe that the inability to confidently engage in market making activities on a
principal basis under the Proposal, along with the onerous recordkeeping and compliance burdens
required will have a material and detrimental impact on the ability of covered banking entitiies to engage
in market making activity. The Proposal, as drafted, will likely dramatiically reduce market liquidity,
increase costs and in some cases impact the ability of market participants to meet their legally reguired
obligations to end investors and other stzkeholders.

A more detailed explanation of some of our concerns is set forth below.



Holding Period

The Propasal generally prohibits a covered banking entity from acting as principal in the purchase or
sale of a covered financial position for its own trading account. As noted above, the Proposal creates a
presumption that any account that holds a covered financiiall position for a period of sixty days or less is a
teading account and thus such transaction is prohibited. The Proposal allows this presumption to be
rebutted if the covered banking entity can demonstrate that the position was not acquired principally for
any of the purposes listed. We submit that the combination of this negative presumption combined
with rebuttialls that may be difficult (if not impessible) to demonsttate, will provide a strong incentive to
covered banking entitiies to dispose of each and every position as quickly as possible in order to avoid any
talnt that could result 1n the transaction belng considered a prohibited proprietary transaction.

As a result, covered banking entities are going to reluctant to make a market in any securities they are
not reasonably confident they can dispose of immediately. Additionally, intermeiiaries will be forced to
build alarger bid/ask spread into their pricing in order to offset the added risks and costs involved. Not
only will this larger spread have a negative impact on market participants, but market participants will
now interact with trading and other client facing personnel that are incentivized under the Proposal to
maximize the spread on individual transactions without concern for the, underlying profitability of the
trade. The reason for this incentive is found in the Proposal’s prohibition on a covered banking entity
compensating employees, including traders, for engaging in proptietary risk taking. The likely outcome
is that tradets will be incentiivized on the basis of the income they receive from the spread received from
their clients rather than the profitability of their book ~ a perverse arrangement that likely will encourage
employees to overcharge their clients.

The final rules must take into account the fact that market making often involves the need to take short-
term positions that will result in profit and loss. Thiis activity is distinguishable from proprietary trading
activity and is the natural economic result flowing from the willingness of the market maker to commit
capital to facilitate ordely trading. Moreovet, this is a necessary requirement for functioning markets.

Hedging

The Proposal appears to rely heavily on the use of hedging as a means of enabling market makers to
offset the risk associated with taking short term positions and, perhaps more importantly in the context
of compliance with the Propasal, avoid realizing profit and loss in connection with positions held as a
market maker. The Proposal ignores reality by assuming that there are perfect hedges for al securities.
Certainly there are segments of fixed income markets and OTC markets where such hedges do not exist
or markets where even the best structured hedges fail to protect the hedging party fully. It is impossible
to predict what the behavior of even the most highly correlated hedge will be versus the underlying asset
being hedged. In general, the realization of some profit and ioss is unavailable even when a market
maker commiits capital to facilitate ordeely trading of liquid securities with propetly structured hedges.
Also, as s the case with all of the requirements of Proposal, each trade Is looked at individually, which
mulliipliies the probability that a covered banking entity s deemed to have engaged In a prohibited
activity.



Given these facts, and the emphasis the Proposal places on aveiding profit or loss on positions taken by
market makers, intermediianiies are not going to be able to place great confldence In the use of hedging &

a means of staying within the exenption.

Compliance Costs and Burdens

As noted previously, the Proposal states with the peesumption that taking a pesition for a period of sixty
days or less is a prohibited proprietary transaction. Whille the market-making examption provides a
mechanism for rebutting this presumption, this involves analyzing the market making activity of a
covered banking entity on almost a transaction by transaction basis. Not only would the complisnce
program, tasked with preventing prohibited proptietary trading, be extremely complex, onerous, and
require a significant build-Oout of resources, manpower and systems, but the process wouid be
vulnerable to hindsight interpretations. that fall to capture or downplay important facts and color that
justified the trade at time of exsaution.

The operational burdens and costs associated with this process are going to be magnified by the costs
involved in providing all the new repotts and tracking the Information that the covered banking entities
are required to provide. . The compliance process will also requite Aumetous performance and profit/loss
calculaiions in order to track the many mettics enufmerated 1n the Proposal. Additionally, given the
presumption created by the Proposal, there is the risk, given the dynarmics of a partieular firm, that the
compliance process could become a contentious and adversarial process with compliance foeused en
generating reasons why a transaction should be classified as prohiibited activity.

Impact on Open End Mutual Funds

Mutwal Funds account for a substandard percentage of the investable assets in the U.S. The liquidity
needs of open end mutual funds are largely driven by the need to respond to both redemptions and
subscriptions. Section 22(e) of Investment Company Act of 1940 requites open end funds to meet
redemptions requests within seven days and limit the ability of open end funds to borrow merey to fund
redemptions. Effectively, during a period of material redemptions a fund Is a forced seller of securities
and during a period of heavy Inflows a fund is mere or less a foreed buyer. Cutiently mutual funds ean
rely on Intermediaies to commit eapital and facilitate an ordetly market. Thiis net enly benefits tunds
and their managess, but it ultiately beneflts the millions of small investors that are served by the
mutal fund industiy. Implementation of the Propesal will immediately eonvert a sighificant Aumber of
these intermediaries from market makeis, IA the sense we see them new, to themselves being foreed
sellers or buyers of securities they are still willing to make markets in. Not enly will this immediately
impact funds in terms of higher trading eests and reduced liguidity, but iR eertaln markets it may Ase
impaset the everall value of the seeurities traded due te |ong term uneertainty abeut avallable liguidity.

“High Risk” Assets .

The Proposal prohiibits any transaction that results in matetial exposure to “high-risk asssgs’. The
Proposal defines a “high-risk asset” as an asset or group of asset that would, if held by the covered
banking entity, significantly increase the likelihood that the covered banking entity would incur a
substantiial financiial loss or would fail. We respectfully submit that this is unacceptably vague and open
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ended. To put the danger of moving forward with such an open-ended definition into perspectiive, we
submit that during 2008, many of the securities traded in the mortgage market- and other fiimencial
markets would likely have been characterized as a “high risk asset” under the relevant language of the
Proposal. It is vital for our markets that regulation not force market markers to exit their markets in
times of stress and yet this is exactly what would happen if the Proposal is adopted as written. When
considering a definition for “high risk assets’, we encoutage the Agencies to consider whether their
definition would have forced covered banking entities to exlt markets during the recent financial crisis.
It is very clear that the intent of the Dodd-Frank Act Is net to constrain liquidity during times of crisis
sinee this would exacerbate the |mpact upon the egonomy.

Exception for Government Securities

The Proposal describes the government obligations in which a covered banking entity may trade
notwithstandiing the prohibition on proprietary trading, which include U.S. government and agency
obligations, obligations and other instruments of certain government sponsored entities, and state and
muniiciipal obligations. We respectfully submit that to still allow covered banking entities to @ascumulate
significant risk in these markets in @ manner that is not readily distinguishable from the risk associated
with other asset classes, such as corporate bonds, is not reconcilable. On the one hand, the Proposal
recogniizes the importance of maintaining liquidity and access to capital for the US government, while
on the other hand, the Proposal, as currently drafted, clearly limits liquidity and access to private capital
for the businesses across the countty. In short, we do not see the basis for permitting bank-owned
broker dealets to assume risks for providing untestricted liquidity for US Government Obligations and
other government related obligations, while prohibiting them from assuming the same risks for non-
Government debt.

Costs Versus Benefits

Assuming the Proposal is adopted in its current form, we believe that liquidity and trading costs will be
significantly and adversely impacted. Implementation of the Proposal would, in our opinion, cause
massive dislocation with no assurance that the outcomes they are designed to prevent will be aveided.
What we can be certain of is that the U.S. economy will be forced to bear both short-term and long-
term costs associated with the reduction 1n market liquidity.

Economic and Competitive Risks

Based on the concerns and examples we have set forth, we believe implementation of the Proposal will
have serious negative implications for the cost of capital to U.S. businesses, liquidity in the U.S. flimancial
matkets and the U.S. economy. Implementation should also be examined in the context of the global
financidll markets, recognizing the risk that financial activity may migeate to the unregulated shadow
banking system or to foreign financial centers such as Hong Kong, Singapore, London, Frankfurt, Paris
or Zurich, and the resulting negative effecis on the strength and compeiitiveness of the United States as
a global fiinancial canter.



Conclusion

If the Propaesal is adopted in its current form, it can reasonably be expected that covered banking entities
will be forced to exit market making for all but the most liquid of securities. Whille this may be a desired
effect of the Proposal, ignored is the fact that much of the current market making activities in this
country are provided by covered banking entities. The short time frame provided for the covered
banking entities to implement the Act almost insures a dramatic reduction in liquidity in the
marketpllace, as there does not now exist enough captaincy among non-bank market makers to provide
the necessary liquidity to the markets abandoned by the covered banking entities. The economiic impact
at a time when the economy is struggling is worrisome. Long term, we are concerned that a potential
unintended consequence of the Proposal is that much of the market making activities currently provided
by the covered banking entitiies may over time relocate offshore, along with much needed jobs.

We strongly urge the Agencies to re-think the approach taken in the Proposal by addressing the points
raised in this letter in order to create a regulatory framework that accompliishes the narrow mandate of
Section 619 of the Dodd-Frank Act, to prohibit “proprietary trading” by covered banking entities,
without adversely affecting the effidiant functioning of U.S. markets.

Alice W. Handy
President and CEO



