Meeting between Federal Reserve Board Staff
and Representatives of the U.S. Chamber of Commerce
January 24, 2012

Participants: Sean Campbell, David Lynch, Jeremy Newell, and Jim O’Brien
(Federal Reserve Board)

Kristin Angus, Christina Crooks, John Newman, Aaron Pas, Thomas Quaadman,
Richard Scott and Andrew Siff (Chamber of Commerce); and Michael Bopp
(Gibson Dunn & Crutcher LLP)

Summary:  Staff of the Federal Reserve Board met with representatives of the U.S. Chamber
of Commerce to discuss the section 619 of the Dodd-Frank Wall Street Reform and Consumer
Protection Act. The U.S. Chamber of Commerce provided Federal Reserve Board staff with a
presentation on their views on the potential negative impact of the section 619’s restrictions on
(1) the liquidity of U.S. trading markets, particularly with respect to commercial paper and debt
and equity securities issued by U.S. companies, (ii) the ability of U.S. companies to raise capital
or debt, and (ii1) the global competitiveness of U.S. companies.

A copy of the materials provided by the U.S. Chamber of Commerce is attached to this
summary.
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The Volcker Rule

The Volcker Rule bans proprietary trading, and certain investmemnts by banks to limit
and regulate the amount of risk they can take on. Proprietary trading occurs when a
financial firm uses its own funds to trade

finamigdl instruments, such as stocks and The Volcker Rule will...

currencles faropnofiidans daradskiablish an
inventory that enables faster transactions for
clients. hayevecr, “proprietary trading” is an
ambiguous term, that even Chairman Paul

e reduce the ability of main street husimesses
to raise capital

e result in higher costs for bormowers

e force higher bank fees for consumeirs and

Volcker, the rule’s namesake, could not define. businesses

With the passage of Dodid-Tamnk, banks have e change long-standing business models of
already been unwinding their prop trading banks to act as market makers to the
operations, but the proposed rules create a detriment of clients and investors
complicated and burdensome compliance * restrict trading in proper and zlllowable
system that ealls into question any trading business

undertaken by a bank. The ambiguity of, and | * ?;;msig;izgéﬂd ;:i'e'tzap companies
Iimplementation issues surrounding the e nlace American firms at 4 competitive
Voleker Rule are likely to have a ehilling effeet P P

. : , disadvantage
6n many legitimate serviees that banks provide | , force some non-financial companies to

to their elients. develop and establish compliance
programs

This is not a “Walll Street” issue.
If implemented in its current form, the Volcker Rule will have wide-ranging adverse
impacts upon regional and medium-sized banks with severe repercussions on the

ability of main street businesses to raise capital in order to expand and create jobs.

The Unintended Consequences of the Volcker Rule

The Volcker Rule may impaiir market liquidity reducing the ability of companies of
all sizes to raise capital.

How will the Volcker Rule impair liquidity? The Volcker Rule will impair the ability of banks to be “market
makers” that act as significant buyers and sellers of securities to ensure that borrowers can find imvestors
and investors can find financial investmemts. To perform this “marker making” function banks need to hold
inventony, but the Voicker Ruie significantly comstrains their ability by dictating how banks should manage
their inventony. This will reduce the depth and liquidity of our capital markets,




For examplle, main street businesses rely upon the “mantket making™ activities of banks in order to secure
affordable funding in the bomd market. Banks provide this service as an incident to underwmiting bond
issuances. This funding is critical for a wide-range of business activities, from funding payrolll to business
expansion and R&D. If banks can no longer hold inventory it will be harder for main street businesses to
raise capital.

The Volcker Rule will result in higher costs for borrowers.

With the reduced market liquidity imposed by the Volcker Rule, borrowers would need to pay higher rates
for debt that they issue in order to compemsate investors for the elevated risk that they may not be able to
fiml another buyer if they need to sell.

The Volcker Rule will increase the cost of capital for all comparias. These increased costs coupled with
admimistrative burdens will prokhilbit some mid-size and smalll compeamies from entering debt markets. In
addition, because Basel 111 may restrict the ability of those same fiirms to access bank lending, access to the
capital markets will be more important than ever.

The Volcker Rule will restrict trading in proper and allowable business.

The Proposed Rule is inherently complicated and forces regulators to define the intent of a trade. The
compikexiity and vagueness of the Volcker Rule will force banks to adopt the most conservative
interpretation of the Rule in order avoid costly and disruptive investigations into whether they are
complying with the Rule. The net result will likely be the eliminatiom of pertectly acceptable “market
making” activities.

The Volcker Rule will place U.S. businesses at a conpatiiiive disadvantage.

The Umited States’ major trading partners have rejected the Obama Admimistrations request to follow the
Volcker Rule putting American compamiies at a comypatittive disadvantage. By eliminating a core revenue
stream from U.S. banks, the Volcker Ruie would effectively reduce the ability for U.S. banks to compette and
expand into overseas markets. Additionzlly, in order to avoid the Volcker Ruie, foreign tfirancii! firmss may
curtail U.S. operations further depriving American businesses of capital.

The Volcker Rule will force some non-financial compamies to develop and build
compliance programs.

Niom-fimamxiial compeamies that own banks or ffimandiyg arms wiill have to build comyiliance programs even
though they do not engage in proprietary trading. Also, compamiies that use derivatives as an everyday risk
mitigation tool will face increased costs and additional compliance burdens.

The Volcker Rule will likely result in higher bank fees for consumenrs and businesses.

As discussed above, the cumuiltive effect of regulatory changes such as the Volcker Rule and Basel 111 will
reduce or eliminate core bank revenues. At the same tims;, the Volcker Rule will matenially increase the costs
of regulatory compiliance. To continue offering the services and infrastructure consumers expect, American
banks in turn would need to increase banking fees for consumenrs and businesses in order to offset this
comibimatiom of lost revenue and increasing expenses.
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Tom QUAADMAN 1615 H STREET, NW
VICE PRESIDENT WasHinGTON, DE 20062-2000
(202) 463-5540

tquaadmam@uschamiber.com

Jamuweny 17,2012

Ms. Jenmifer J. Johnson Mke. Robert E. Feldman

Secretary Executive Secretary

Board of Governors of the Federal Deposit Insurance Corporation
Federal Reserve 550 17th Street, NW

20™ Street and Constitution Avenue, N\W Washington, DC 20429
Washington, DC 20551

Ms. Elizabeth M. Murphy Office of the Compimailler of the
Secretany Currency

100 F Street, NE 250 E Street, SW

Washington, DC 20549-1090 Washington, DC 20219

Mr. David Stawick

Secretany

Commuxities and Futures Trading Commission
1155221 stStreet, NW

Washington, DC 20583

Re: Prohibitions and Restrictions on Proprietary Trading and Certain Interests
in and Relationships With, Hedge Funds and Private Equity Funds. Docket
No. OCC-210111-0014, RIN 1557-AD44; Docket No. R-14, RIN 7100 AD; RIN
2064-AD35; Release No. 34, RIN 3235-A1.07.

Dear Ms. Johnson, Mr. Feldman, Ms. Murphy, Mr. Stawick and To Whom It May
Concepn:

The U.S. Chamber of Commetce (“Chamber™) is the world’s largest business
federation representing the interests of over three million compamies of eveny size,
sector and region. The Chamber created the Center for Capital Markets
Cormpriiitivemess (“CCMC™) to promote a modetn and effective regulator) structure
for the capital markets to fully function in a 2Ist century economy. The CCMC
welcomes the oppoituriiiy to provide input and comment on the proposed rule,



Praifibbiioions and! Restrniiaons on Praprtaary Trading andl Certeirn Fntareststs in
and! Rddioosréfaps With, Feedee Fundds and! Priveiee Egpitiry Fundds (“the Volcker
Rule Proposal”).

CCMC supports the intent to limit irresponsible risk taking. Mula-agen
efforts to achieve that goal should be coordinated and compiefhensive to avoid
tegulatoty overlap and unforeseen adverse consequences upon the econormy.

The Chamber has previously written requesting increased cooperation
amongst the regulators, extension of time for the comment period, and for a
withdrawal and re-propesall of the Volcker Rule propasal once the Commaeditiies and
Futures Trading Commiission (“CETC") released its portion of the Volcker Rule
proposall. The CFTC voted to issue a Volcker Rule propesal on January 11, 2012 and
provided for a 60 day comment period. The comment period for proposed rule
issued by the Federal Reserve, Federal Deposit Insurance Corpotation (‘FDIC”),
Securities and Exchange Commission (“SEC™) and Office of the Compineiller of the
Curtengy (“OCC™) ends on Februaty 13, 2012.

The inconsistencyy in the comment periods makes it difficult for the
stakeholders to analyze the rules and determine the cumuilative effect of the various
agencies’ different Volcker Rule propesalls. Aligning the comment petiods will help
the business commmuiiidty, including non-financial firms, to provide regulatots the
informed comments that they need to help them to avoid unmreerssairy impairment of
capital formation by nom-financial businesses, especiallly small and mid-sized

companies.

hSdistetiettefsofmorhuhe. U €hamdreb to Wrdireasy e Srarataryiciimbyhg: @hitonemddcebebdd ,120 20 ithd rfdofnorhafid. .S,
Chamber to the Federal Reserve, Fedemal Deparitt Insurance Comporation, Securities and Exchange Comirission and
Offfice of the Comptriller of the Cumenmy on Newember 17, 2011. The Chamber has asked that the comememit petiod for
the Volcker Rule propesal be 150 days.[endofnote.]
rox s olfishikidathetife QT Col dickRuRuperqgpopabhhihasynottybicbagpublishistdd thaHadeddrRicRmgéster.[endofnote.]

The inmieBifihe foitthicdatd tof thhe commi b peoodnfort therfad] farl Reseedesd (IR BIECRBUCOEEDvand MG w3, January 13,
2011, but the commeanir period was extended on December 23, 2011.[endofnote.]



Accordiimgfly, the Chamber respectfully requests that the regulators reconcile all
of the comment periods to end with the conclusion of the CFTC comment period.
This will help to insure an ordetlly and fair process for all pacties involved.

€EME is available to discuss these issues with you further.

Tom Quaadman
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December 15, 2011

Ms. Jenmifer J. Johnson Mt. Robert E. Feldman

Secretary Executive Secretany

Board of Governors of the Federal Depasit Insurance Corporation
Federal Reserve 550 17th Street, NW

20th Street and Constitution Avenue Washington, DC 20429

Washingtom, DC 20551

Ms. Elizabeth M. Murphy Office of the Compiwiller of the
Secretary Currency

100 F Street, NE 250 E Street, SW

Washingtom, DC 20549-1090 Washington, DC 20219

Re: Prohibitions and Restrictions on Proprietary Trading and Certain Interests in
and Relationships With, Hedge Funds and Private Equity Funds. Docket No. OCC-
2011-0014, RIN 1557-AD44; Docket No. R-14, RIN 7100 AD; RIN 2064-AD85; Release
No. 34, RIN 3235-AL07.

Dear Ms. Johmsom, Mr. Feldmam, Ms. Murphy, and To Whom It May Concern:

The U.S. Chamber of Cormmerce (“Chamber™) is the world’s largest business
federation representing the interests of over three million compamies of every size, sector,
and region. The Chamber created the Center for Capital Markets Competitiveness
(“CCMC?) to promotte a modern and effective regulatory structure for the capital markets to
fully function in a 21st centuty economy. The CCMC welcomes the oppanturniityy to provide
input and comment on the proposed rule, Prsthibittons and Resicfcnons om Propnéeiany
Tradhingr and! Certaiin Ineinsiss in and. Releiiosbliips With, Hedige Funds and. Prisie
Eyiryey Fumids (“the Volcket Rule Proposal”).

The CCMC supports the intent to limit irrespomsible risk taking. We are concerned,
however, that the Volcker Rule Proposal does much more than this. In doing so, it poses
implementation issues and severe costs and burdens that threaten the efficient, competitive,
and dynamic capital markets that foster effective capital formation and the job creation it



engenders. While the CCMC will file additional comment letters on the Volcker Rule
Propasall, we write this letter to express concerns regarding the fractured, imcomplete,
inconsistent, and uncoomdiimated studl of the economic impacts and costs and benefits
associated with the proposed rule. We believe that if the flaws in the cost-benefit and
economic impact analyses arc not addressed, they may lead to the promuiigatiom of a fiawed
final rule that has severe, unintended consequences for capital formation, the efficiency of
capital markets, and the competiitivemess of these markets. Accordimglly, the Volcker Rule
Proposal should:

e Be considered under the requirements of Executive Orders 13563 and 13579
in order to coordinate different requirements across agencies for economic
analysis and finalization of rules;

e Be considered an econormnically significant rullemaking and the public
provided with a qualitative and quantitative analysis of the impacts upon
the econormy as tequired by the Unfunded Mandates Reform Act of 1995
(“Unfunded Mandates Reform Act*);

e Be subject to an enhanced Office of Information and Regulatory Affairs
(“OIRA”) regulatory review process; and

o Be considered in the context of other initiatives, such as Basel 111, and other
pertinent Dodd-Firank Wall Street Reform and Consumeit Protection Act
(“Dodd-Frank Act”) rulemakings, when determining the economic
impacts.

The CCMC’s concerns are discussed in greater detail below.

Discussioin

o e € Iimbureh asasl mixeh dyeae wiovke thetts rsormouraing this ity Imakikgn ghenfirkir i O Grotadre t 1) 201 fo tBeGeeratary
Geithner requesting the Financial Stabitity Owensight Cowsill coordiinate the Volcker Rule Proposal rulemaking because
of the absence of the Commodity Futures Tirading Commission and on November 17, 2011 requesting a withdrawal and
re-proposal of the Volcker Rule Proparal at such time whea all of the regulators could patticipate together in a joint
rulemaking. This letter, as the previous letters, arc bring submitted for the rulemaking record.[endofnote.]



The proposed joint rule to implement the Volcker Rule was published in the
Regizte vonN\beeenbloe 77 200112 add kecoomnneen tpeeraaddi s seet doc dessoon] danuaayy1 3320022.
The joint rule was proposed by the Federal Reserve, the Federal Deposit Insurance
Corporation (“FDIC™), the Office of Comptroller of the Currency (*OCC"), and the
Securities and Exchange Commission (“SEC”). The Commediity Futures Trading
Commission (“CFTC") has not joined in the rulemaking, but plans to issue proposed rules at
some point in the future.

A. Addressing Differing Standards by Coordinating Cost-Benefit and
Economic Impact Analysis under Executive Orders 13563 and 13579

While the Volcker Rule Proposal must follow the requirements of the Administrative
Procedutes Act (“APA"), the Federal Reserve, FDIC, OCC, SEC, and CFTC each have
differing legal standards and internal practices for econonniic analysis when promulgating a
tule.

As an Agency of the Treasury Department, the OCC is the one agency involved in
the joint Volcker Rule Propasal that is not an independent agency. While the next section of
the letter will deal with the “econemitallly signifiicant™ standard, the OCC must promulgate
tules consistent with the OIRA process and Executive Order 13563.

The Federal Reserve is an independent Agency, but it has avowed that it will seek to
abide by Executive Order 13563. Consistent with this approach, the Federal Reserve
recently stated that it “continues to believe that [its] regulatory efforts should be designed to
minimize regulatory burden consistent with the effective implementation of [its]
responsiibilities,”

The FDIC is an independent Agency, but it has stated that it plans to review the
effectiveness of its regulations in accordance with Executive Otder 13579. As part of this
plan, the EDIC confirmed its obligation to “analyze a propased rule’s impact on depository
institutions, customets of depository institutions, small depository institutions, and industryy
competition [as well as] the effects on banks and their ability to raise capital.”

Nov drulect] 8,02@ b det it r 20 Eharrfuam B Boraarkentd® O Rok e \dnn i rraroimiass thamst@ass Sunstein.[endofnote.]
DIl 10’ Rty [oxiaingvR EgutationB dgrl@emntindedContinued  Eff@NiosrembegNEy &0 bLy, acaibdile)atvailable at

http:/iwww.fdic.gov/regulations/laws/plans/index.html. [end of note.]



The SEC is also an independent Agency, but when promuilgating rules, it must
consider specific issues designated by the Securities Exchamge Act (“Exchange Act”). For
example, under Section 3(f) of the Exchange Act, the SEC is required to consider or
determine whether an action is necessary or appropniate to advance the public interest in
protecting investors and if a regulatory action will promoie efficiency, competitiom and
capital formation. Additiorelly, Section 23(a)(2) of the Exchange Act requires the SEC,
when adopting a rule, to take into consideratiom the impacts of propesed rule upon
competiition. These requirements apply to those portions of the Propesall, besides the Bank
Holding Act, that are related to registered broker dealers and securiity based swap dealers.
Moreover, the Volcker Rule will impact the financing of the very public compamies whose
investors it is the SEC’s ptimaty mission to protect. In addition to these considerations, the
SEC is attempting to follow Executive Ordlers 13563 and 13579 by requesting commemnt on
retrospective analysis of the costs and benefits of its regulations while soliciting comments
on means of improving rulemaking.

While the CETC did not adopt the joint rulemaking or separatly issue its portion
of the Volcker Rule, it is expected to do so at some point. The CETC must take several
factors into consideration when it analyzes the costs and benefits of proposing a rule. These
include considerations related to protecting market participants and the public. The CETC
must also consider whether a rule promoites the considerations of the efficiency,
competitiivemess, and the financial integrity of futures markets. The CETC is also obiiged to
ensure that its rules do not impair the price discovery functions of the markets, and that they
arc consistent with considerations of sound risk management practices and other public
interest considerations.

Therefore, the standards and considerations of costs and benefits and economic
impacts vary across the agencies involved in the Volcker Rule Proposal.
Given this haphazard and uncoordimated analysis under existing practices, CCMC
recommends that all of the agencies iinvolved in the Volcker Rule Propasal establish a
common baseline for cost-benefit and economiic analysis by using the blueprint established
by Executive Ordlers 13563 and 13579, in addition to other requirements they must follow.

15 USBt*18cURHC 78c(f)[endofnote.]
515 USCBWEGE (28w () (2)[endofnote.]
See SHOPA]seR 6k s 21 RET8; BepodrliaB 6 S2ptdmber 6, 2011.[endofnote.]
USe*4nUSC 19.[endofnote.]
* Exectiti¥e 9cdeivd 36 r Qerequasts thetesthepatdieniepgonieies oblmiethiotbauiremorsindments of Eédodtivel 3663er 13563.[endofnote.]



This would allow meaningful, cumulative analysis that would resuit in a more coherent final
rule with fewer harmful, unintended consequences for America’s capital markets.

Executive Order 13563 places upom agencies the requirement, when promuigating

rules to:

1

2)

3)

4)

5)

Propose or adopt a regulation only upom a reasoned determimatiom that its
benefits justify its costs (recognizing that some benefits and costs are difficult to
justify);

Tailor regulations to impose the least burden on society, consistent with obtaining
regulatory objectives, taking into account, among other things, and to the extent
practicable, the costs of curmulative regulations;

Select, in choosing among alternative regulatory approaches, those approaches
that maximize net benefits (including potemtinl economic, environmeanttdl, public
health and safety, and other advantages; distributive impacts; and equity);

To the extent feasible, specify performance objectives, rather than specifying the
behavior or manner of compliance that regulated entities must adopt; and

Identify and assess available alternatives to direct regulation, including providing
econormic incentives to encourage the desired behavior, such as user fees or
marketatle permiits, or providing information upon which choices can be made to
the public.

Addiitiomelly, Executiive Order 13563 states that “i m applying these principles, each
agency is directed to use the best available techniques to quamtify anticipated present and
future bemefits and costs as accurately as possible.”

Conducting the rulemaking and its economiic analysis under this unifying set of
principles will facilitate a better understanding of the rulemaking and its impact and give
stakeholders a better oppantuniiyy to provide regulators with informed commemts and
information.

) [note:9XBxdeutil3B68er 13563[endofnote.]



B. Economicallly Significant Rulemaking and OIRA Review

As stated earlier, the OCC is the onlly agency involved in the rulemaking that is not an
independent agency. As such, the OCC must determine pursuant to the Unfunded
Mandates Reform Act (UMRA) if the rulemaking will cost state, local, or tribal governments
or the private sector more than $100 million. If it docs, the OCC must submit the
tulemaking for an enhanced review and provide estimates of future cormpliance costs,
impacts upon the economy—inluding data on produnttiity, jobs, and international
cormpritiiventss.

The OCC has stated that the Volcker Rule Propesal is not an ecomominadlly significant
rulemaking  ‘This is an incredible assertion with which we take issue. In contrast to the
OCC’s outright rejection of the idea that the Volcker Rule Proposal is an economiically
significant rule, the SEC has at least requested information from commenmiter’s before
deciding if this is an economically - significant rulemaking. Under the Small Business
Regulatory Enforcement Fairness Act (“SBREFA™), if a rule is ecomamisadlly significant, the
SEC must perform an analysis similar to that required by UMRA.

We have no doubt that the Volcker Rule Propasal is an ecomominailly significant
rulemaking, with costs of more than $100 million, requiring enhanced review. Indeed, the
agencies themselves estimate that compliance alone will require 6 million houts. The
additional issues listed below are merelly illustrative, and by no means exhaustive, yet show
that the costs are well above the $100 million threshold triggering enhanced review.

The definition of exempt state and mumiciipal securities is narrower under the Volcker
Rule provisions of Doddl-Famk than under the Securities and Exchange Act of 1934. This
will subject munmicipal securities issued by rumicipsaliities and authotities to Volcker Rule
provisioms, impacting undenwnitting, matket making, and subjecting state and local
governments to increased fimancitgg cost, reduced access to the capital matkets, and reduced
liquidity in the secondaty matket. With over $3.6 trillion in outstanding State and Local
obligation and revenue bonds, the impacts upon these entities will be well over $100 million.
Sinee these bonds are critical to capital progtams such as infrastrueture improvements and

10 See 296I8€2d 300,5@. $6Q1, et. seq.[endofnote.]

I See Petleeal Federal  Register  Volulveo. 216, 10893250 basde, NNowdembokoT,e204dr 7, 2011.[endofnote.]

12 It st alseobidnaisedbthanthd $maltBusmeks Budmens thaticinistration fileehtiycditerhene dener nikiagerstipupaxwedtion with
the cost benefit analysis conducted by the SEC in the Contfflict Minerals rulemaking related to Section 1502 of the Wbadd

Frank Act. Accomdimgyly, this SBREFA review should be taken seriously by regulatos.endofnote.]



school construction, these cost impacts upon state and local governmenmits, in a difficult fiscal

environment, should behakdd hetdaiemoin e sasidesatoos iy rdteorediylaterse didatoheseFor these
reasons, the agencies should interpret “obligations of a State or any pollitical subdivision
thereof™ under the Government Oblligations exemption to include all mumicipal securities as
defined in the Securities Exchange Act of 1934.

While much of the focus of the Volcker Rule Propasal has been on financial
institutioms,, there are significant costs to non-finamciial compamies that have not been
contermpllated by the regulators. To illustrate these impacts, included as an appendiix to this
letter is a survey that uses 2010-2011 historic data, of select U.S. financing cormpamies that
provide services for nom-financial businesses. It appears that the Volcker Rule will impose at
least a five basis point increase in bid-ask spreads. In a confidential survey of five large U.S.
botrowens, it estimates that undet the Volcket Rule Propesal increase in the bid-ask spreads
will be closer to 25-50 basis points increasing lending costs from between $742 rillion and
$1.483 billion. In reviewing Voleker Rule impacts upon potesitial lending strategies for
stnaller less frequent borrowers, hypotheritieal scenarios suggest an increase in bid-ask spreads
will be closet to 50 and 100 basis points leading to incteased lending costs of between $106
raillion and $211 millien.

Also, in discussions with our memibership it appears that there will be an impact upon
switching transactions—the process whereby a fiinancll institution buys back some of an
issuer’s older bonds as part of the process for a new issuance. For example, a 10 basis point
increase caused by the Volcker Rule would increase the costs of switching transactions by
$2.8 million per billion while a 50 basis point inctease would drive up costs by nearly $14
raillion per billion.

Taken together, by extension, with $8 trillion of corporate debt outstanding and that
approxsimettdly $7 trillion trades in a year, the incrememital transaction costs for investors and
finamingg costs for U.S. compamies could total into the tens of billions of dollars.

These discussions with our members provide a snap shot of potemtial costs facing
nom-financial companies because of just one prowvision of the Volcker Rule Propassl. Other
provisions will also markedlly affect liquidity in the fiinancizd] markets and will increase the
costs associated with raising funds for both fiinamitl and nom-financial firms throughout the
economy.




Additioreilly, financial companies and nom-finandial compamies that own banks will
have to build Volcker Rule Proposal corypliance programs that will be costly on a start-up
and ongoing basis.

Because there is ample reason to belie\ e that the costs that would be imposed by the
proposed Volcker Rule to state and local governmenits and the economy are well over $100
million, the QCC should submit the proposed rule to an OIRA regulatory review process.
The Federal Reserve, FDIC, SEC, and CFIC should also volunianily submit their portions
of the Volcker Rule Propesal for an OIRA tegulatoty review process.

C. Interaction with Other Initiatives and Regulations

The Volcker Rule Propesall is also not being drafted or considered in a vacuum. It is
being developed during a period when the Dodd-Framk Act is being implemented and
internatiomal capital standards arc being re-written—the cumulative impacts of these
developments must be viewed on a broad holistic basis.

As just one example, mid-cap and small-cap compamies may find it increasinglly hard
to access debt markets because of widening bid-ask spreads and administrative costs. This
will force these cormpamies to access bank lending at the same time that Basel III is
attempting to lessen risk in granting loans, through increased capital requirements.
Therefore, these compamies could be shut out of oppaoruniities to raise capital in both the
debt and equity markets.

As another example, the Volcker Rule Propuosal is requesting feedback on
compemsation packages and practices. Yet these same fiinanciedl regulators are currently
considering a rulemaking on incentive compensation designed to lessen inappropniate risk
taking. It seems possible that regulators could develop rules or policies that are
inconsistent. To avoid conflicting policies, regulators should take into account the imcentive
compensation rulemaking when examining compersation and proprietany trading. A failure
to do so could make cormpliance difficult, if not impossible.

Curifeatdyl sheuSTe @)} uderSIER L sE edey D RE FIR] Q OF iedDd £ Thrift Suple R sidn S drenoinadn, NatidialofréddmumionitAdministration
and Federal Housing Financing Agency are considering a rulemaking under Section 956 of the Dodid-Firamk Act
regarding incentive compensation arrangements[endofnote.]




Again, this is but a small portion of the current universe of Dodd-Framk Act and other
financial rulemaking and docs not even take into consideration the CFTC’s impending
Volcker Rule Propesall. Any effort that seeks to ensure that our capital markets remain,
efficient, cormprtittive, and accessible must take such collateral considetations into account to
allow for logical and consistent rules that provide for a rational means of compliance.

Conclusion

€CMC is very concerned that the Volcker Rule Propasall, in its current form, has
inadequatedly considered the costs and benefits associated with the proposed rule. The
proposed rule fails to acknowledge its true costs and impacts upon the economy. This has
the potentiml to distort and corrupt analysis of the proposed rule to such a degree that amny
final rule will be replete with errots, omissions, and unintended consequemees. The resultant
harm raay fall most heavilly on nom-finamcial cormpamies of all sizes because a flawed rule is
likely to restrict their opportumiities for capital formation, which can, in turn, impede job
creation and econommic recovety.

CCMC is available to discuss these issues with you further.

Sincerely,

David Hirschmann

Attachmemnt

cc: The Homoaible Gary Gensler, U.S. Cormmudiiyy Futures Trading Commission
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Annual Term Debt Funding Cost Analysis

Based on the 2010-2011 historical funding of select large U.S. borrowers and assumed funding strategies for three hypothetical small U.S.

borrowers, below is an analysis of the funding cost impact due to a widening of bid / ask spreads.

llilustrative Funding Cost Analysis: Annual Term Debt lssuance of Select Large U.S. Borrowers

. . 2011-2011 YTD Total | 2011-2011 YTD Total

tssuer e ety . | " CouponenacqicModified Duration | 230200 10 of  Costimpactof | Cost lmpact of

Y _ pon(inclu ng PoNsg +25 bp Increase +50 bp Increase

Sorted by decfeasing annual total impdct, then total)
Finance Company 7.8 Years 3.180% 6.5 Years $30.4bn +3498.7mm +3$997.5mm
Automotive Finance 5.3 Years 2.267% 4.8 Years $10.1bn +$122 1mm +$244 1mm
Captive Finance 5.0 Years 2.055% 4.7 Years $5.8bn +$68.0mm +$135.9mm
Captive Finance 3.5 Years 1.607% 3.4 Years $5.2bn +$43.3mm +$86.5mm
Aircraft Finance 5.8 Years 2.383% 5.3 Years $0.8bn +39.9mm +$ 19 Bmm
Total - - - $52.3bn +$742.0mm +$1,483.8mm
Funding cost analysis includes USD-dk i d debt issued since January 1, 2010[endofnote.]

lilustrative Funding Cost Analysis: Annual Term Debt Issuance of Three Hypothetical Small U.S. Borrowers

. R Annual Total Cost Annual Total Cost
e e | At oSt | atioa uraion | AsSemed At | " umpacior | " mpactof
] A _ P se P $50mm
S{QXre]gRq ny 3.750% 4.4 Years +$5.6mm +$11.1mm $250mm
1({.90‘(%15%”\/ 4.750% 1.7 Years +3$9.7mm +$ 19D 4mmm £500mm
5.0 Years 3.875% 4.4 Years +$11.1mm +322 2mm
Company B $500mm
1%%5 v 4.875% 7.7 Years +$19.2mm +338.5mm $1000mm
5 ears 4.000% 4.4 Years +322 1 mmm +$44.2mm
EJ&3Fany $1000mm
10.0 Years 5.000% 7.7 Years +38.3mm +$76.5mm
Total - - v - +$106.0mm +$211.9mm

Note. Annual total cost impact is calculated based hypothetical annual funding eapacities, weighted average maturities of debt issued and weighted average eoupons of debt issued

wiw usciramntbet.comy/aomc
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WassHINGTDW. DE 200622000

202/463-5609 » 202/955-1152 Fax
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November 17,2011

Ms. Jenmifer J. Johnson Mr. Robert E. Feldman
Secretary Executive Secretaty
Board of Governors of the Federal Depaosit Insurance
Federal Reserve Cotporation

20" Street and 550 17th Street, NW
Constitution Avenue, N\W Washington, DC 20429
Washington, DC 20551

Ms. Elizabeth M. Murphy Office of the Comptroller
Secretary of the Currency
Securities and Exchange 250 E Street, SW
Commission Washington, DC 20219

100 F Street, NE
Washington, DC 20549-1090

Re: Prohibitions and Restrictions on Proprietary Trading and Certain
Interests in and Relationships With, Hedge Funds and Private Equity Funds.
Docket No. OCC-2011-0014, RIN 1557-AD44; Docket No. R-14, RIN 7100 AD;
RIN 2064-AD®5; Release No. 34, RIN:3235-AL07.

Dear Ms. Johmsom, Mr. Feldman, and Ms. Mutphy and To Whor It May Concefn:

The U.S. Chamber of Commence (“Charmbet™) is the wotld’s largest business
federation representing the interests of over three million compamies of every size,
sector, and region. The Chamber created the Center for Capital Markets
Comptiiiivemess (“CCMC”™) to promote a modern and effective regulatoty structure
for the capital markets to fully function in a 21* centuty economy.

The CCMC is concerned that the business communiity and other stalkeholdets
will not have sufficient time under the current schedule to thotoughlly analyze and
comment on the proposed rule, Prohibitions and Restrictions on Proprietary
Trading and Certain Interests in, and Relationships with, Hedge Funds and



Private Equity Funds, 76 Fed. Reg. 68,846 (Nov. 7, 2011) (“the Volcker Rule
Propasal”). Accondimgly, the Chamber respectfully requests:

1) The Volcker Rule Proposal to be withdrawn and re-proposed when
the Commaxdiity and Futures Trading Commission (*CETC”)
publishes a proposed rule on this complex, multidisciplineary, and
interlocking rule; and

2) When the Volcker Rule Proposal is re-proposed that the stakeholders
be given a 150 day commnemtt period, or in the alternative if there is no
withdrawal that the current comment period be extended to 150 days,
to conform to commmemnt periods for far less complex rules.

The CCMC’s concerns are discussed in greater detail below.
Discussion

The Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-
Frank Act”) contains provisions placing restrictions on propuietary trading and hedge
fund and private equity activities by financial institutions. These provisions, known as
the “Volcker Rule,” require a massive administtative effort to implement. The
Volcker Rule Proposal was published in the Fedetal Register on Noverbet 7, 2011
and the deadline for subrnitting commenits, ends on January 13, 2012, However, one
of the agencies with implementation responsiibilities, the CFTC, has not yet offered its
contribution to the Voleker Rule Propesal. The issuance of the Volcker Rule
Proposal il the absence of CFTC patticipation ereates uncertainty as to whether and
hew nofr-finaneial companies would have to complly with the Veleker Rule, as well as
an element of speeulation In identifying those aspects of the imposing telease that
they need to addeess In commenis. This UReerainty as to how certaln entities fay be
affecied by the proposed rule—which eannet be elatified until the CFTC prepeses
Veleker Rule implementation regulaions—resullis 1n a fundamental laek ef elarity and
fairness in the regulatery preeess.




The truncated comment period also raises fundamental questions of fairness
and due process, particullanly when compared to other less complex rulemakings.

A. Re-Proposal

Implementation of the Volcker Rule could have wide-ranging impacts upon the
capital formation and liquidity needed by businesses for daily opetations and growth.
Accondinglly, it is vital that all potentizllly impacted stakeholdets have a robust
oppoituiity for comment. Howewet, it is hot even clear to many corpamies whethet
they fall within the new regime consttucted by the rule. Many businesses, financial
and nom-finamcial, that thought they were exempt from the Volcker Rule, are slowly
discoveting that they may have to cormply with certain aspects of the proposed
implementing regulations. To take but one example, non-financial firms use
detivatives as a crucial risk-mitigation tool—ufhese vehicles are essentiial to ensuring
predictable costs. Yet, under the regime envisioned by the Volker Rule Propesall, it is
not clear whether and how the liquidity of the derivative markets— and, hence, theif
ability to enter into risk-mitigating swaps will be affected.

The CCMC believes that these concetns are cause for withdrawing the Volcker
Rule Propesal and re-issuing proposed regulations in conjunction with the CFTC.
Not only will such a process fully complly with the Admimistrative Procedutres Act
(“APA") by providing an oppottumity for meaningful notice and comment by all
potentizlly impacted stakeholders, but it will allow the CFTC to bring its expettise to
bear on a complex, mula-disciplinaty, and intetlocking rule. For example, the CFTC
may vety well have concetns regarding the Volcker Rule Propesal that if addressed
may imptove the prtoposed fule itself.

What is mote, Congtess has spoken to these concerns in the Dodd-Frank Act
and has made clear that agencies should cootdiinate in implementing the Volcker Rule,
See, eg,, 12 US.C. § 1851. As the CCMC noted in out Octobet 11, 2011, letter to
Secretary Geithnet, (copy attached) only a fully coordinated rulemaking will allow fof
meaningful comment, expeditious implementation of final rule makings, and the
coordinated rulemaking that Congiess eleatly intended.



To ensure that all parties understand how they may be affected and that all
stakeholders have a meaningful opportumity to comment on the Volcker Rule
Propaosal, the CCMC respectfully requests that the Volcker Rule Proposal be
withdrawn. To avoid the fundamental unfairness and administrative defects that will
tesult from the regulatory process that is curremtlly under way, we ask that all of the
relevant agencies re-propose Volcker Rule regulations when they are able to present a
unified and coherent vision for this new regulatoty regime. This is what Congtess and
the regulated commmumiity expected when the Volcker Rule was enacted. By advancing
a unified and coherent propesal, regulators can ensure all affected parties can
meaningfully patticipate in the notice and comrment process for Volcker Rule
implementing fegulations.

B. Extension of Commemnt Period

The CCMC respectfully requests that the length of the Volcker Rule Proposal
comment period be extended to 150 days. The Volcker Rule Proposal propoumds 400
questions, many of which are multi-pronged and comptise mote than 1,000 questions.

Because of the compllexity and massive size of the rule, stakeholdets do not
have enough time to analyze the Volcker Rule Propesal and comment on it in a
meaningful and intelligent mannet in this truncated time frame. This lack of a
sufficient opportumitty for comment not only harms stakeholdets and raises setious
questions under the APA and deprives your agencies of data needed to effectively and
efficiently implement the Volcker Rule.

There is ample precedent for a 150 day comment petiod (for far less complex
rules), such as:

e The oppottumity to comment before the U.S. Coast Guard issued fital
regulations overhauling the rules governing the opetation of small
passenger vessels of less than 100 tons. The public initially had a 120
day comment period that was extended to 150 days; and




¢ A 150 day comment period on a proposed Environmental Protection
Agency rule on geologic sequestration of carbon dioxide.

Agencies have provided120 day comment periods of rulemaking far less
complex than the Volcker Rule on matters such as:

¢ Regulatory changes that the Department of Interior, Bureau of Indian
Affairs, proposed to the operation of schools on Tribal Lands to comply
with the “No Child Left Behind” Act; and

e A 2006 proposed rule by the Federal Deposit Insurance Corporation on
Risk based Capital Standards Advanced Capital Adequacy Framework.

An extension of time will allow stakeholders to examine the scope of the
proposed Volcker Rule regulations and to provide regulatots with information that
can assist them in crafting the final regulation.

XKk

It is important that the Volcker Rule be implemented in a fair and judicious
manner that does not inhibit the capital formation and the basic liquidity needed to
foster economiic growth. It is equally important that the process by which the
Volcker Rule is implemented is fundamemially fair and transpatent insofar as it allows
all potwniial stakeholdets to undetstand the regulatoty structure that is being
considered, and, accordingly, to engage in meaningful, constiuctive, and informed
comrmenits

This basic element of fundamental fairness will be absent until the CFTC
concludes its work. Consequently, , the Volcker Rule Propeosal should be withdrawn
and re-proposed when all relevant agencies can either join together in a joint
rulemaking, or at least publish for comment in a coordinated process their various
visions for effectuating the aspects of the Volcker Rule under their respective




jurisdictions. Additiomslly, given the sheer compllexity of the Volcker Rule Proposal,
the comment period should be extended to 150 days to provide sufficient time for
businesses to analyze it and provide meaningful comment.

Recognizing that the Volcker Rule Propasal may have significant impacts upon
the capital formation and liquidity of non-finamcial compamiies, the CCMC makes
these requests with the hope that regulators will take the time needed to complete and

implement the Volcker Rule in a comprehensive, fair, and thoughtful manner. The
CCMC is available to discuss these issues with you further.

Sincerely,

David Hirschmann

cc: The Hononable Gary Gensler, U.S. Commmaditty Futures Trading Commission
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The Homonzible Timotty Geithner
Secretary
United States Department of the Treasury
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Washington, DC 20220
Dear Secretary Geithner:

The U.S. Chamber of Commence (“Chamber™) is the world’s largest business
federation representing the interests of over three million compamies of every size,
sector, and region. The Chamber created the Center for Capital Markets
Comprtifiivemess (“CCMC™) to promote a modetn and effective regulatoty structure
for capital matkets to fully function in a 21st centuty economny. Regulatoty certainty
is an impottant function of efficient markets and it is important that regulators are
apptopitially coordinated in the regulatoty implementation process regarding what is
commmeilly known as the Volcker Rule.

Section 619 of the Dodld-Framk Act (the “Volcker Rule™) requires joint
implemenitation of the rule by the Federal Reserve, Federal Depasit Insurance
Corpomation (“FDIC"), the Office of the Compinailler of the Curremcy (“OCC"), the
Securities and Exchange Commission (“SEC™), and the Commaediity Futures Trading
Commission (“CFTC”). On October 11, 2011, the FDIC and Federal Reserve
apptoved a proposed rule for public comment, and the SEC is expected to vote on
the proposed rule later this week. The OCC is listed in the releases propased by the
FDIC and Fedetal Reserve as an agency whose staff was involved in the proposed
tule. Howevet, the CFTC was not so listed, and does not appeat to be coordinating
with the other agencies.

Implementation of the Volcker Rule will have broad implications for covered
institutions, as it significantly limits institutions’ ability to engage in prophietaty trading
and have certain interests in, or relationships with, a hedge fund ot private equity
fund. The Chamber is concetned that the lack of cootdination between the CFTC



and the other responsible agencies injects additiomal uncertainty into an already fragile
economy, and threatens to further endanger the economic recovery.

The Financial Stability Oversight Coumcil (“FSOC™) possesses authotiity under
Section 112(a) of Dodid-Firank Act to provide a forum for the resolution of any
differences in interpretation between the financial regulars, including differences
between the regulatots respomsible for implementing the Volcker Rule. We
respectfullly request that the FSOC exercise this authotity to resolve any differences
that exist between the agencies and ensure that their actions in implementing the
Volcket Rule are coordimated and regulatory uncettaintty is minimized to the greatest
extent possible. This authotiity was centtal to the creation of the FSOC as a council
of regulatots, and must be exeteised in this case to avoid the injection of further
unhcertaiinty into the financial system.

Thank you for your attention to this impottant issue and we look forward to
working with you to ptovide certainty to Ametica’s job creators.

Sincerely,

David Hirschmann
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U.S. Chamber Calis for Extension of Volcker Rule Comment Period

‘This is Not Only an Issue of Fairmess, but Afso Will Provid& the Regulatarss wiith
Informael! Inputr Needed/ to Aveid/ Unintemdid/ Consequencess that Can Harm the
Ecomamy,, ' Hirsclimanm: Says

WASHINGTON D.C.—David Hirschmann, president and CEO of the U.S.
Chamber’s Center for Capital Markets Compettiitiveness, issued the following
statement today on the Volckcr Rule proposal from the Commadiity Futures
Trading Commissiom (CFTC):

“Finally, more than two months after the rule was first proposed by four other
agencies, all of the regulators have now issued their portion of the Volcker Rule.
These rules will impact the ability of non-financial companies to raise capital to
grow and create jobs—so0 we have to make sure to take the time to get this right.
We call on the FDIC, SEC, Fed, and the OCC to extend the comment period to
mid-March to match the CFTC’s comment period. This will give all stake holders
the ability to review the work of five regulators and answer the more than 1,000
questions that are being asked. This is not only an issue of fairness, but also will
provide the regulators with informed input needed to avoid wnintended
consequences that can harm the economy.™

Since its inception in 2007, the Center for Capital Markets Competitiveness has led
a bipartisan effort to modernize and strengthen the outmoded regulatory systems
that have governed our capital markets. The CCMC is committed to working
aggressively with the administration., Congress, and global leaders to iimplement
reforms to strengthem the economy, restore investor confidence, and ensure well-
functioning capital markets.

The U.S. Chamber of Commerce is the world’s largest business federation
representing the interests of more than 3 million businesses of all sizes, sectors,
and regions, as well as state and local chambers and industry associations.




U.S. Chamber Calls for Re-Proposal and Delay of Volcker Rule

WASHINGTON D.C.—In a letter sent today to the Federal Deposit Insurance Corporation (FDIC).
Federal Reserve. Securities and Exchange Commissiom (SEC), and Office of the Comptroller of the
Currency (OCC), the U.S. Chamber of Commerce called on the agencies to withdraw and re-propose
the Volcker Rule when all agencies — including the Commodiity Futures Trading Commission (CFTC)
—j piim together in a joint rulemaking. The CETC is currently in the midst of ongoing deliberations to
finalize its position on implementation of the Volcker Rule. The Chamber also called for a 150-day
comment period.

The enormity of the task of weighing in on the proposal is reflected in the complexity of the proposed
rule, which includes 400 major questions that with various subparts stretch out to more than 11000
questions. Implementatiom of the rule could also have wide-ranging impacts upon the capital formation
and liquidity needed by businesses for daily operations and growth. The Volcker Rule was published
in the Eederal Register on November 7. 2011 and the comment period closes on Januvary 13, 2012.
Other less complex rules, such as Coast Guard regulations for passenger vessels under 100 tons,
spanned 150 days.

Since its inception three years ago, the Center for Capital Markets Competitiveness has led a bipartisan
effort to modernize and strengthen the outmoded regulatory systems that have governed our capital
markets. The CCMC is committed to working aggressively with the administration, Congress, and
global leaders to implement reforms to strengthen the economy, restore investor confidence, and
ensure well-functioning capital markets.



A Volcker Rule Primer For Non-Financial Corporate Counsel|

Articles A Volleker Ruke Briimeer Eor Nemrfiznancial Conpearate Couwnrse/ has been updated.

Friday, December 16, 2011 - 13:59
U.S. Chamber of Commerce

Thomas Quaadman
Vice President, Center for Capital Markets Competiveness

One overiooked Dodd-Frank Act reguiation that mon-financial
companies should look at is the Voicker Rule banning proprietary
trading.

Proprietary trading is when a financial firm uses its ewn funds, _

rather than its customer’s funds, to purchase debt mstiuments, Thomas Quaay,;nﬂgge of:]
securities, commadiities, derivatives, etc for potential profit. This

form of trading also allows a firm to be a marketmaker, using its proprietary inventory of
stocks and bonds to be sold to clients. Following the 2008 financial crisis, some market
observers took the position that proprietary trading encouraged inappropriate risk taking,
endangeriing a firm and the financial system.

On January 21, 2010, President Barack Obama proposed a ban on proprietary trading and
named it after former Federal Reserve Chairman Paul Volcker, its chief architect. The Dodd-
Frank Act included a broader version of the Voicker Rule, including some firms’ hedge fund
and private equity activities. Congress mandated that the Volcker Rule go into effect en July
21, 2012, and included some exceptions for market-making activity done on behalf of
customers. On October 11, 2011, four of the five regulators tasked with immplementation
issued a proposed joint rule, which was published in the Fedfesa/ Register on November 7,
2011. The commemnt period will close on January 13, 2012.

The joint rule, spanning 298 pages and over 1,000 questions, was proposed by the Federal
Reserve, the Federal Deposit Insurance Corporation (*EDICY), the Office of Comptroller of the
Currency (*OCC*) and the Securities and Exchange Commiission (“*SEC*). The Commodity
Futures Trading Commiission (*CFTC”) did not join in the rulemaking but is expected to issues
rules in the future. There is also a two-year conformance period for the Volcker Rule to go
into effect.



While the Volcker Rule is directed at financial firms, those firms provide companies with
capital on a daily basis. The potential need for a Voicker Rule compliance program and
increased regulatory scrutiny should give counsel pause, and they should start planning to

insure a business’s rights are protected and appropriate measures are taken to insure that
corporate treasury functions can withstand increased oversight.

Disclaimer ¢ Privacy
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Contact us at info@metmrocorpe I.com
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THE VOLCKER RULE AND EVOLVING
FINANCIAL MARKETS

CmarLEs K. WHITEHEAD

The Volierr Rulle pratfiibirs proppidesyry tradling by bamdimg engitidss—in
efffety, reintroddeioing to the firaoicial markess a subsstatitdal porttdon of the (@iass-
Steaggdill AdKs statitc dividde betmeeen beamiks andl seauriities firmss. This Axvicle
arguess thatr the GlasssSregadlll medbd! is a fixwwe of the pasti—aa fitwancial
Magivebr Linee witthiim am evelliiag finantidli! syseem. To be efffativee, new fiftoancial
reguliticion ruett refllest new relaiitoabibips in the manketfgeece. Far the Vedidker
Rulke, thesse relaiiioniblps indiude a growigg relikncee by baniks om new nwarket
putiipaints to conlat: tradiiionll bamidiag fiinesions.

Progriveary tradling has moseed to lessregylataded busimessses, in mamy ceeses,
to hedlge ffimids. The resufr is likely to be am incvezsse in ovenedl! riskieadiimg,
abornt mankker or regulbtonyy restredin:. Ringfferioing hedlye fineds ffomm otter mants
of the finandiad! systeem may be inecesinglyly diifftedtls as menkktss bewamee more
inwmmeonneteded. Far exunipde, new capiithl markkiss instmumaewsssuduch as credit
deffiilr swapss=crehithle bantks 1o ovisneee cvedlit Fisk to hedlge fimids andl crther
arkeet parkiapaines, Dot so perniilrs bankks to exiantd greaiesr amminas of credit
ar lowerr coslr. A dedlliee in the hedlee findd indisstyy, thereifore, maly pravappr a
eonirpatipion in availdblie evedlic by bamds Walr ave he longeer ablle to manigge Fisk
a3 effpecivobly as begtore.

In shorts, evem if pragridiengyry tradiing is ne longpeer locateed in banidks, it may
now be comilutved by lessregylelated eniinies thatr affentt banids amil hoarking
actiiitines. Baniks that relly on hediige flindds to menegge cveddit risk will contifmae to
be expasedd to pragpidienyry tradling-pepeapsps less dineetlyy, butr now alsw with less
regultinnry overrigohi, tham beffyee. The Voldderr Rulke, concseyeetiyly, hills to refllect
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impreiennthg the Rude.
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I. InTRODUCTION

Section 619 of the Dodd-Frank Wall Street Reform and Consumer Pro-
tection Act (Dodd-Frank Act), commonly known as the “Volcker Rule” (for
former Federal Reserve Chairmanm Paul Volcker, who is credited as its chief
architect) (the Volcker Rule or the Rule), prohibits a banking entity from
“engaglfimg in proprietary trading” or “acquirfing or retaimfing any eq-
uity, partnership, or other ownership interest in or sponsorfing a hedge
fund or private equity fund," subject to certain exceptions. The Rule also
limits similar activities by certain systemically importamt non-bank financial
institutions.

See Dodd-Frank Wall Street Reform and Consumer Protection Act, Pu . L. No. [note
L11-203, § 619, 24 Stat. 1376 (2010) (Dodd-Frank Act).[endofnote.]

2 “Banking entity” is defined in section 13(h)(1) of the Bank Holding Company Act of
1956 (2010) (BHA), as amended by section 619 of the Dodd-Frank Act. The term includes any
insured depository institution (other than certain limited purpose trust institutions), any com-
pany that controls an insured depository institution, any company (hat is treated as a bank
holding company for purposes of section 8 of the International Banking Act of 1978 (see [2
U.S.C. § 3106), and any affiliate of any of the foregoing. Subsequent regulations are expected
to further clarify the definition. Skt FIN. STABILITY OWEARSIGHT COUNCIL, STUDY & REEOM:-
MENDATIONS ON PROMIBITIONS ON PROPRIETARY TRAPING & CHRTAIN RELATIONSHIPS WiTH
HEDGE FUNBS & PRIVATE EQUITY FUNBS 68-69 (2011), avaiieible ar Rtpn//imnw . (reasury. gov/
iniiatives/Documments/Voleker %208ee%20% 20817 2D XU R 20U 2B X0 L9 E0
£g:pdf (study of the Veleker Rule fandated by the Dedd-Frank Aet, ineluding a resommenda-
fion that the ageneies charged with elarifying terms iR the Veleker Rule gfevme definitions
eonsiztent with congressional intent) [hereinafier FSOE STUBY].[ENDOFNOTE]

3 Dodd-Frank Act sec. 619, § 13(a)(1) (amending the Bank Holding Company Act of [note:
1956, 12 U.S.C.A. § 1841 (West 2010)); see alsw infrar notes 39-48 and accompanying text.[endofnote.]

¢ Certain proprictary trading activities are still permitted under he Rule, Dodd-Frank Act
sec. 619, § 13(d}(1)—imcluding trading in U.S. governmemt securities, id. sec. 619,
§ I3(d)X1)(A), market-making, id. sec. 619, § 13(d)(1)(B), and hedging to mitigate risk, i
sec. 619, § 13(d)(1)(C)—although the full scope of the permitted activities remains to be final-
ized. See FSOC STUDBY, suprea note 2, at 16; see alyp Public Input for the Study Regarding the
Implementation of (he Prohibitions on Proprietary Trading and Certain Relationships with
Hedge Funds and Privafe Equity Funds, 75 Fed. Reg. 61,758, 61,759-60 (propesed Oet. 6,
2010) (seliciting cormments on provisions of the Vollcker Rule, ineluding permitted activities)
[hereinafter FSOC, Publie Input). A diseussion of permitted market-making and hedging ae-
tivities appears infra at netes 54-38 and aceompanying iext. Preprietary irading esndueted
selely euiside the United States by an entity that is net direetly ef indireetly eentrelled by a
U:8. bank of §2’§E8ﬁu€ﬁll¥/ important firm i3 exeluded from the Veleker Rille. Dedd/Frank Aet
S€E. 8"19’, § 13(@)(D(H). The Rule alse autherizes FégH!%EBﬁ fe earve-ext trading activities if
they “promete Qﬁ%ﬂFFSI&E} the safety and seundness of” the firm and U.8. finaneial stability.
Jo “see. 619, § i3 %M@: An otherwise permitied activity, RowevRr, is stll prohiBited If Jt
will result iR “a material eenfliet of {pterest” with eMients aF “a material gxposire 8 high-Fisk
353818 OF Righ-Fisk (rading stradegies.” ¢ sec. 819, § iiédi@)(?g; 5% 2o IB‘W’}: RGiEs 49-53
A8 26COMPARYIRG text: Permitte activitigs may Be suBject 8 ditienal eapital TEGUIFEMERES
3nd Bther 1mitatisns if determined £ Be "EEQFBBHQIE gF_BFEEY the safety and sBURdRBss” of
the FIFmS E“%&%%% Jh t§ufh activities. k. see. 819, § L3(A)(3): 38 Al 1A Rote 33 aRd ACCom:

[note:

[note:

1 note

PaRying tex
5 See 156 Cona. Rrc. $5894 (daily ed. Jul. 15, 2010) (statement of Sen. Jeff Merkley) [note:

(describing the rationale behind the Dodd-Frank Act, including subjecting nonbank financial

institutions to oversight by the Federal Reserve Board), [hereinafter Merkley Statement]; see

also Definitions of “Predominantly Engaged in Financial Activities” and “Significant” Non-

bank Financial Company and Bank Holding Company, 76 Fed. Reg. 7,731, 7,732-33 (pro-



Why restrict proprietary trading? The answer is far from apparent. Sen-
ator Jeff Merkley, a co-sponsor of the Senate version of the Volcker Rule,
placed “blame [for the financial crisis] squarely on proprietary trading,”
citing a Group of Thirty study headed by Chairman Volcker. That statement
contrasts with Chairman Volcker's own view that “proprietary trading in
commercial banks was . . . not central” to the crisis. As U.S. Treasury Sec-
retary Timothy Geithner separately testified, “most of the losses that were
material . . . did not come from [proprietary trading] activities."” Rather,
according to Secretary Geithner, many of the most significant losses arose
from traditional, bank-like extensions of credit—especiallly loans related to
real estate.

The evidence regarding proprietary trading is mixed

posed Feb. 11, 2011). The Dodd-Frank Act authorizes the newly created Financial Stability
Oversight Council (FSOC) to desigmate systemically important non-bank financial institutions
for heightened regulation by the Federal Reserve Board. Firms are included “if the Council
determines that material financial distress . . . , or the nature, scope, size, scale, concentration,
Interconnectedness, or mix of the firm's activities . .., could pose a threat to the financial
stability of the United States.” Dodd-Frank Act § LL3(a)(1); sew alk® Authority to Require
Supervision and Regulation of Certain Nonbank Financial Companies, 76 Fed. Reg. 4,555,
4,559-80 (proposed Jan. 26, 2011) (deseribing propesed criteria to be used in determining
whether te subjeet a nenbank financial firm to Federal Reserve Boafd supervision and stan:
dards). The limitatien en proprietary trading and investing in any hedge fund er privaie equity
fund will be implemented through eapital requirements and %uaﬁmanve lifits impesed By the
Federal Reserve Beard: Se¢ Trrank Aet see. 619, §§ 13(a)(2), 13(b)(2).[endofnote]

See Merkley Statcment, supra note S, at S5894; see also GROUP OF THIRTY, FINANCIAL
REFORNM—A FRAMEWORK FOR FINANCIAL StAaBmLmY 27 (Jan. 15, 2009) (noting the “unantici-
pated and unsustainably large losses in proprietary trading” leading up to the financial crisis).
Senator Merkley and co-sponsor Senator Carl Levin also noted the “distom(ion caused] by
proprietary trading practices™ on the U.S. financial markets. Sex Press Release, Sens. Merkley
and Levin, Senators Call on Regulators to Implement Strong Merkley-Levim Provisions, (Oct.
28, 2010), hgsp/theddeleerariggorossisonprosysslelseidie BT 1820-43DF-97
8E-35809510CBAC (assexting that proprietary trading helped distort the financial markets by
eneouraging exeessive risk-taking ameng finandill firms and fostering a “casino-like™ culture
amengst market participants) [hereinafter Senators Calll: sew aly FSOC STUBY, supau note 2,
at 2 (neting that, fellowing passage of the Dodd-Frank Aet, a number of banking entities
elosed proprietary trading, hedge fund, and private equity fund businesses “that were a seuree
of lesses during the erisis™).[endofnote.]

7 See Kim Dixon & Karey Wutkowski, Volcker: Proprietary Trading Not Central 1o Cri-
siis, REUTERS, Mar. 30, 2010, httpp/swwwroutersscomvianticted20n®/03/30/us-financial-regula
tion-volcker-idlUSTRE62T56420100330 (reporting that Chairman Volcker, although still sup-

porting the ban on proprietary trading, conceded it was not cenitral to the financial crisis).[endofnote.]

8 See Hearing Before the Congressional Oversight Panel, 111th Cong. (2009) (testimony
of Sec. of Treasury Timothy Geithner), availkibde ar Httfp//éap sematie. gov/hearings/liibrary/hear-
ing-091009-psiithner.cfm (testifying about the causes of the financial crisis before the Congres-
sional Oversight Panel).[endofnote.]

9 See id.

There is evidence thar bank losses resulted primarily from a drop in the value of long-
term investments—namely. mortgage-backed securities that banks chose to hold to maturity
rather than tradie—as well as collateralized debt obligations they repurchased from off-bal-
ance-sheet funding vehicles. See RAOHURAM G. RAJAN, FAULT LINES 173 (2010) (noting that
the tendency of banks to hold mortgage-backed securities, rather than the speculative trading
of those securities, resulted in banks suffering losses): Michael Mckenzie, ‘Suparrsseiior’ CDO
Invesinyes Fosx Theiir Mussdtes, FIN. TIMES, Apr. 14, 2008, availtibde ar hitp/hus.fe.com/figate

[note:

[note:

[note:

[note:
[note:



but the Rule's ultimate intention was less to cure a particular cause of the financial crisis

and more to champion the popullist view that commersial banking should be
separated from investment banking, increasingly comprised of proprietary
trading and principal imvestments. The Volcker Rule, in effect, was moti-
vated by a desire to return to a traditional banking model—to create a regu-
latory divide,

way/superpage.ft?news_id = fto041420081618488777 (reporting that banks often remained
holders of the super-senior tramches of many collateralized debt obligations (CDOs) because
they chose to hold the securities when they were issued or they were forced to repurchase them
from off-balance sheet vehicles when their value declined). Others have argued, however, that
proprietary trading contributed substantially to the losses that large commercial banks suffered.
See, e.g., Maithew Richardson et al., Lavge Barlis and the Volcketr Rule, in REGULATING WALL
STREET: THE DODD-FRANIK ACT AND THE NEW ARUMIECTURE OF GLOBAL FINANCE 181,
202-03 (Thomas F. Cooley et al. eds., 2011) (analyzing the 2009 balance sheets of the four
largest U.S. banks and finding heavy concentrations of asset-backed securities that dramati-
cally affected those banks' ability to withstand a financial downturn); James Crolty et al.,
Propiictpdyy Tradng: is a Bigger Deadl thah Many Bamderss and Pundlis Claim, POLICY NOTES
(Pol. Econ. Research Inst., Amherst, Mass.), Feb. 8, 2010, at 2, availaiie at higp//navw.perl.
umass.edu/fileadmin/pdfiolher_pubiicadion_typnes'SAFERbriefs/SAFER_notelS it (neting
that proprietary trading was harmful to banks because, during the peried leading up to the
financial erisis, many banks became overly dependent on proprietary trading for revenues).
Reeent diselosures by Goldman Saehs suggest that, in some cases, the magnitude of the losses
may have bBeen significant. See Framcesco Guerrera & Kara Seannell, Golnain Revealss Fresh
Crisis Lossss, FIN: TIMES, Jan. 13, 2011, availribee ab hidp// v fitesartamysyrfidebf2e- 1
§6-11e0-8el - QUI4HRAIIR tml#axzz] DIIKFE2 YR (reporting that Goeldman Sachs, after re-
vealing an additional $5 billion in investment losses, has disclesed a total of $13.5 billien in
lesses stemming from the recent finaneial erisis). Part of the diserepaney may turn 6n what i§
meant by proprietary traging. Sheri-terf traging, whieh is what the Veleker Rule adaiesses,
fay have been less of a eoneern than lenger-term heldings ef risky assei-baeked sesurities.
See Riehardsen el al., sup, at 203-04 (linking bank lesses in the recent finaneial erisis o the
banks' §if§{€%ﬁ of helding merigage-backed seeurities as long-term investments); see alse Tem
Braithwaite, Valekerr Takes A at Longr-TESPin JRvesimeekes, FIN: TIMES, Jan. 20, 2011, Avalable
ak iAW e BATe RN IPEARRRSTC 24100 1160-2893-00 144 eab49a. himi#axzz I DTKF2FY 8
(Reting Chairman Veleker's view that Congress, iR passing new finaneial regulation, is net
suffieiently regulating banks' Ionger-term inAvestment aetivities). Geing farward, heweveyr, the
prehibitien 8n lpf@ﬁiﬂ@tﬁ iraging i3 likely te result in 8 significant lass of bank revenuss:

Anﬁllvfgtg Brediet that the Veleker Rule will cost Galdman Sachs and Mergan §tan_lez PPIOXI-
mately fourieen pereent of dheir estimaled earmings iR 2613. Sse Aaren Luchetti & Vieioria
Ryl WALL §T. 4., 438. (5, ;

MeGrane, Brorf Tack EXpRetedy In Impemediinge Voleker \ 3 1
availphiee at h*&&;WURF?H@.%v\éj_?é&%ﬁ{él'elsﬁﬁi&?P4é¥6§§?38%@§3@‘%&‘§7@5§ﬂé§2@§77§§8
50.Rim (deseriBing the €8sis impesed By fhe VBleker Rule, inecluding a reduction in gverall
garnings and the departure of {alented traders and Sther persgnnel).lendofnote ]

See Davip Skitt, THE NEw FinanciaL Dear 86-87 (2011) (noting tha., due o
changes in market practices and technology, proprietary trading has become crucial to invest-
ment banking). Investment banking revenues had moved away from traditional underwriting
and were increasingly tied to trading and principal investments. See Fin. Crisis Inquiry
Comm’m, THE FINANCIAL CRISIS INQUIRY REPORT 65-66 (2011), humic@i82732.cdnl.cloud
files.rackspacecloud.com/fcic_fiimal_report_full.pdf.[endofnote.]

See Merkley Statement, supra note 5, at $5894. Some have characterized proprietary
trading leading up to the crisis as “‘a mainstay" business of the largest commercial banks.
Consequently, the restriction on proprietary trading was understood to effectively separate a
significant portion of investment banking from commercial banking. See SKEEL, supra: note 11,
at 87. In addition to the Volcker Rule, the Dodd-Frank Act provides that no federal assistance,
including access to Federal Reserve funding and FDIC insurance, may be provided to a
“swaps entity,” which includes a swaps dealer, commonly referred to as the "Swap Pushout
Rule.” Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 1II-203,
§8 716(a)-(Ib). 24 Stat. 1376 (2010). The effect of the Swap Pushout Rule is to “push out” the
swaps trading business from many commercial banks. even though—unlike the Volcker Rule,

[NOTE:



much like the Glass-Steagall Act had before its repeal in

1999. The Rule's proponents argued that proprietary trading had distracted
banks from their fiduciary obligations to clients, as well as from their core
function of “safelly and sounmdlly providing long-term credit to families
and business enterprises.” Traders, instead, benefited from the low-cost.
governmemt-subsidized funding of short-term, “speculative activities” that
were “far better suited for other areas of the financial markets.” By remov-
ing proprietary trading from banking entities, the Rule's proponents expected
utility services, such as taking deposits and making loans, to once again
dominate the commenrcizl banking business.

This Article questions whether the Volcker Rule properly takes account
of change in the financial markets. In particular, it argues that the Glass-
Steagall model reflected in the Volcker Rule is a fixture of the past—a finan-
cial Maginot Line within an evolving financial system.

which prohibits proprietary trading altogether—swaps trading is still permitted by bank affili-
ates. Id. § 716(c). Swaps entered into for hedging and other similar risk mitigating activities
are not subject to the Swap Pushout Rule. Id. § 716(d). The cost of trading for affected banks
is likely to increase due to new regulation that, among other things, takes into accoumt the
financial strength of the newly-created swaps entity. Id. § 716(k).[endofnote.]

" The relevant provisions of the Glass-Steagall Act appeared in the Banking Act of 1933
§§ 16, 20, 21, 32, 12 U.S.C. §§ 24 (sevemth), 377, 378(a), 78 (2006); see alse» Alan E. Sorcher
& Satish M. Kini, Does the Term “Banmik BraoerriBaater” Sulll Have Meaniigg?, 6 N.C. BANK-
ING INST, 227, 24243 (2002) (describing the Gramm-Leach-Bliley Act’s purpose, mechanical
operation, and interaction with prior banking regulation). The barrier between commarcial and
investment banking was largely repealed by the Financial Services Modernization Act of 1999,

alse known as the Gramm-Leach-Bliley Aet, 15 U.S.C. §8 6801-09, 6821-27 (2006).[endofnote ]

14 See FSOC StUDY, supra note 2, at 48—49 (noting that combining traditional banking
and proprietary trading within one institution creates potential conflicts of interest, especially

if loan-related information is transmitted to trading desks); Dixon & Wutkowski, supea note 7.[endofnote.]

'S Merkley Statement, supra note 5, at S5894.

'$ Paul Volcker, Op-Ed, How 1o Reform our Financial System, N.Y. Times, Jan. 31, 2010,
at WK11 (arguing that, due to their importance to the general economy, banks should not bear
the additional risks associated with proprietary trading); see alsw Letter to the Editor, Coupgress
Sthaultld Impiteraeint the Voleesr Rulke ifor Bamids, WALL ST, J., Feb. 22, 2010, at A18 (arguing that
commeicial banks' access to public support sheuld limit their ability to “engage in essentially
speculative activity unrelated to essemtiall bank services"—im a letter authored by five former
U.S. Treasury Seeretaries in support of the Velcker Rule). Government subsidies include the
ability to aceess Federal Reserve funds to temporarily cover shortfalls in liguidity. See Mark E.
Van Der Weide & Satish M. Kini, Subdiinieted Deti: A Capitrl! Maivktas Apippesaeh 19 Bank
Regultdieon, 41 B.C. L. Rev. 195, 204-05 (2000) (deseribing the three essemtial elements of the
federal “safety net,” ineluding federal insuranee of bank déb@%it& aceess tg the Federal Re-
serve's diseowmt windew, and aceess te the Federal Reserve’s payment system). In addiiivh
Federal Depesit Insuranee @éfﬁéfﬁtlﬁi\ (FDIC) insuranee protects depesiiers against 16sses;
eurrently HB fe $250,000. See Charles K. Whitehead, Reffamin g Fimnriaki RegUadann, 90 B.U.
£ REV. I, 14 (2010) (Reting that. in respense te the ﬁﬂanemf BFigis, the maximum insurable
ameunt fef each depatit aceount was raised from $160.000 to $250.000) (hereinafter White-
Hggg meg)g[en ofnote.]

17 See Merkley, Statement, supra note 5, at $5894; see also SKEEL, supra note 11 at 86.

'8 See infra note 182 and accompanying text. The Maginot Line was a line of fortifications
and other defenses that France constructed along its borders with Germany during the period
before World War 1). The fortification was based on the success of static, defensive combat in
World War ] and was intended to provide time for the French army to mobilize in the event of
attack. It ultimately proved to be ineffective in World War 1], as motorized elements of the
German army were able to flank the Maginot Line and proceed directly into France. Sew Jrving
M. Gibson, Tiee Maginor Lime, 17 J. MoDERN HISTORY 130, 141-46 (194%5)[ENDOFNOTE ]
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ncw fiobeefitatiga)aciofimusiatefigolation ralmiorships nnwhee aticketplacen the marketplace.

For the Volcker Rule, those relationships include a growing reliance by
banks on new market participants to conduct traditional banking functions.
By failing to do so, the Volcker Rule's static approach to regulating banks
may prove to be ineffective. Worse still, as illustrated below, it may have the
unintended effect of causing hedge funds to increase risk-taking at a time
when banks have come to rely on them to help manage credit exposure.
As a starting point, what will happen to proprietary trading? It could
simply decline, but more likely, it will move to less-regulated businesses—
in many cases, hedge funds —that are likely to then incur greater risk.

12 See Whitehead, Reframing, supra note 16, at 2-5 (describing broad changes in the fi-
nancial markets relating to market participants and financial instruments).[endofnote.]

2 There is no standard definition of “hedge fund.” although a distinctive feature is an
organizatiomal structure that helps align shareholder and manager interests and the payment to
managers of significant performance-related fees that aim to maximize the fund's risk-adjusted
returns. Those returns often rely on substantial borrowings, derivatives, and complex invest-
ment strategies. See TECHNICAL €omm. OF THE INTL ORG. SEC. CommN, CONSULTATION
REPORT: HEDGE FunDS Owmrsigin 6-9 (Mar. 2009), httpo//www.iosco.org/library/pubdocs/
pdf/1IOSCOPD?288.pdf (providing a list of some of the principal characteristics used by the
International Organization of Securities Commissions to determine whether an entity ought to
be considered a hedge fund). In addition, hedge funds and their advisers have historically been
subject to minimal regulation—often being defined by reference to the federal securities laws
from which they were exempt. See Steven M. Davidoff, Bladk Mankkt: Capiiatl, 2008 COLUM.
Bus. L. REV. 172, 201-16 (2008) (explaining why the structure and operation of modern
hedge funds are incompatible with the regulatory regimes under which, but for their unique
structure, they would normally need to operate); Troy A. Paredes, On the Deciision to RRegulate
Hediee Fundfs: The SECSs Requldionyy Philbsspphy, Stylke. and Miasion, 2006 U. ILL, L. REV.
975, 979-83 (2006) (describing the more common structural components of hedge funds and
how they assist hedge funds in avoiding more stringent regulation). That regulation, princi-
pally by the Securities and Exchange Commission (SEC), has increased somewhat following
passage of the Dodd-Frank Act. See infis notes 163-70 and accompanying text,[endofnote.]

2l There is a question, which I do not address in this Article, about whether prohibiting
banks from engaging in risky activities necessarily increases bank safety. Even “safer" activi-
ties can expose a bank to significant risk. Traditional bank lending, for example, can be quite
risky if banks choose to extend, and then hold, unsecured *“covenant-lite” loans to lower-
quality borrowers. See RAJAN, sugnez note 10, at 173; Charles K. Whitehead, The Evelliidon of
Deltir: Covanamigss, the Crediir Mawke:, andl Corpwrige Gowerraanze, 34 ). CORP. L. 641, 676
(2009) (noting that increased default rates for loans with minimal covemant levels reflected the
limited protection for lenders) [hereinafter Whitehead, Evelliog]endofnote.]

22 Proprietary traders from Goldman Sachs and Morgan Stanley have already moved to
hedge funds. See Sam Jones, Mane Gollitman Tradbess to Exilt firr Fuodds, FIN. TIMES, Jan. 9,
2011, aveilkbide at tgpp/mmawafitt ocmfons/s/O0/d88833%6 11c39- 1 1 e0-9b56-004difeaba9a_html#
axzz1BxvAoR4p (reporting that senior members of Goldman Sachs’ last big proprietary trad-
ing team left to launch a private hedge fund); Aaron Lucchetti, Manggan Sranityy Team to Exiir in
Faillnt ffeom Volchesr Rulkz, WALL ST. )., Jan L1, 2011, at C1 (reporting that Morgan Stavley's
proprietary trading unit will leave Morgan Stanley to form an independent trading firm); see
abe Priaite Equiy Graugss Diwaeslfy, FIN. TIMES, Dec. 20, 2010, availtptde at hitp/eww ft.
com/cms/s/0/aa371bae-0c61-11e0-8408-00144feaibdicD htmli#axzzl BbbTfIN (reporting that
private equity firms are capitalizing on the forced divestiture of proprietary trading units by
purehasing stakes in newly-oreated funds launched by these units).[endofnote ]

2 Financial market participants have raised similar concerns. See Francesco Guerrera &
Gillian Tett, Golliiman Presiidennt Wamss on Bamik Rulbzs, FT.COM (Jan. 26, 2011), http:/
www.ft.com/cms/s/0/f9753506-2990-11e0-bbIb-00144ifeaba9a,s01=1 . it Haxzd FESEBppAL
(reporting the view of a senior executive at Goldman Sachs that increased regulation of banks
may decrease financial stability as risky activities move from banks to hedge funds and other

[note:

[note:

[note:

[note:

[note:



That risk can be mitigated if traders are subject to a market discipline that
takes account of the full cost of their activities. The financial markets, how-
ever, are unlikely to compel traders to do so—a negative externality, as mar-
ket participants focus instead on their investors® returns rather than on the
broader consequences of hedge fund failure.

Such failure can be industry-wide. Hedge funds can be affected at the
same time and in the same way following large adverse shocks to asset and
hedge fund liquidity, irrespective of management style. Greater coordina-
tion, in turn, can magnify any resulting loss of portfolio value. Moreover,
simply ring-fencing hedge funds may be difficult as markets become in-
creasinglly interconnected. Hedge funds, for example, are significant partici-
pants in the credit default swaps (CDS) market, which banks and other
financial intermediaries use to manage and transfer credit risk. Doing so,

less-regulated entities); Framoesco Guerrera, Monsiwes's thatr Luvk in the Shadtwss of Wall $t.,
FT.COM, Mar. 7, 2011, hutpp/inanwits. oondéonssss0iT250mBe60-48dd- 11e0-afBc-00144feabd9a.
himli#axzz| GOgBjHUQ (quoting Vikram Pandit, Citigroup CEO, as warning, “Shifting risk
into unregulated or differently regulated sectors womt make the banking system safer.”). FDIC
Chairperson Sheila Bair made the same point about the Swap Pushout Rule in an April 30,
2010, letter to Senators Christopher Dodd and Blanche Lincoln. See Sheiltu Baitr Lettasr to Dodd
and Linedin Fe: Deiwdinee Regulttigons, THE: Bl PICTURE (May 3, 2010, L1115 AM), http://
ww.Fitheltz.com/blog/2010/05/357714/ (arguing that fereing banks to meve activities {o Jess-
regulated entities might reduee finaneial stability beeause these entities would be subjeet o
lewer levels af regulation and eversiaght). Federal Reserve Chairian Ben Bernanke raised the
§ame eeneern in @ May 12, 2010, letter o Senater Dedd. See Letier from Ben Bernanke,
Chairman, Fed. Reserve, t8 Sen. Chrisiopher Dedd (May 12, 2010), hip//amenicanactionnet
work.erg/files/Bernankevh20derivativessh20] attar et AR =W EORINEEIIK
BVR%63EWHIERY (Making 2 simirar paint a5 Ehairpersen Blair).[endofnote ]

2 See Whitehead, Reframing, supra note 16, at 15 (noting that a firm's managers, share-
holders, and customers are unlikely to properly comsider or price the costs associated with the
firm’s assumption of high levels of risk), see alfsw PRESIDENTS WORKING GROUP ON FIN.
MKTS., HEDGE FuNDS, LEVERAGE, AND THE LESSONS OF LoNG TERM CAmTAL MANAGEMENT
31 (1999). avaiittbde at Mitpp/Mwawitteassyyeaowiestunoes-centariimmikiyDocuments/hedge
fund.pdf (noting that individual firms limit risk-taking to protect themselves, not the system as
a whele).[endofnote.]

5 See Nicole M. Boyson ct al., Hedge Fund Contagion and Liquidity Shocks, 65 J. FiN.
1789, 1791-92 (2010) (linking contagion in the hedge fund industry to liquidity shocks); see
alse infrar notes 158-59 and accompanying text.[endofnote.]

% See Charles K. Whitehead, Destructive Coordination, 96 CornriL L. Riv. 323, 346-52
(2011) (noting that increased coordination can cause independemt market participants to re-
spond to external events in similar ways which, in the case of a market dowmturn, can drive
down asset prices and increase market volatility); see alsw infirar note 160 and accompanying
text.[endofnote.]

27 See Whitehead, Evolution, supra note 21, at 657-58; see also infra notes 139-46, 151
and accompanying text. A credit default swap (CDS) is a type of derivative that permits a
counterparty to a swap contract to buy or sell all or a portion of the credit risk tied to a loan or
bond. The CDS customer pays the “writer” of the swap a periodic fee in exchange for a
contingent payment in the event of a credit default. If a credit event occurs, typically imvolving
default by the borrewer, the CDS writer must pay the cownteiparty an amount sufficient to
make it whole or purchase the referenced loan of bond at par. See William K. Sjostrom, Jr.,
The AIG Baiilwiir, 66 WASH. & LEE L. REV. 943, 947-52 (2009) (previding genexal overview of
CDS and their increasing importance in managing risk); see alkeo MORTON GLANTZ, MANAG:
INg BANK RiSk: AN INTROBUETION TO BROAD-BASE CREPAT ENGINEERING 531-49 (2003);
Blythe Masters & Kelly Bryson, Cwdir Deiipliies andl Loan Powifdio Mrimggewiint, in
HANDBOOK BF CRERIT DERIVATIVES 43-85 (Jack Clark Franeis et al. eds.. 1999)JENDOFNOTE]
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for banks, increases the amount of capital available for lending. The Dodd-
Frank Act limits direct counterparty credit risk by requiring banks and hedge
funds, with certain exceptions, to centrally clear standardized swaps. It
does not, however, address the impact on banks if hedge funds, as a group,
are unable to manage bank-originated risk or can do so only at higher cost.
The effect can be significantly greater than the failure of any one fund. It can
also ripple through to other parts of the financial system, resulting in a drop
in available credit if banks—no longer able to rely on risk-taking by hedge
funds—maust then limit the amoumnt of new loans they can extend.

In short, even if proprietary trading is no longer located in banks, it may
now be conducted by less-regulated entities that afféots banks and banking
activities. Banks that rely on hedge funds to manage credit risk will con-
tinue to be exposed to proprietary trading—penthaps less directly, but now
also with less regulatory oversight, than before. The Volcker Rule, conse-
quently, fails to reflect an important shift in the fiimancizdl markets: the trans-
fer, in this illustration, of a traditional bank function to new, less-regulated
market participants.

Part 1I describes the Volcker Rule and its prohibition on proprietary
trading. It also illustrates some of the ambiguities that must still be ad-
dressed in implementing the Rule. Part III explains how change in the finan-
cial markets has enabled new market participants to replicate products and
services provided by traditionall intermediaries. Part IV thea focuses on the
role of hedge funds in the CDS market—im effect, assuming risks tradition-
ally managed within banks and other intermediaries, but without the same
level of regulatory oversight. Part V, in turn, briefly considers the resulting

28 See Whilehead, Evolution, supra note 21, at 658 (explaining that banks, by being able to
better manage risk through securitization, are able to reduce overall capital costs and may
permit borrowers to enjoy a portion of the savings); see alsw infrar note 147 and accompanying
text.[endofnote.]

29 Banks and hedge funds that enter into standardized swaps with each other will generally
be required to place those swaps through a derivatives clearing organization (DCO). Dodd-
Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, sec. 723(a)(3).
§ 2, 24 Stat. 1376 (amending the Commodity Exchange Act, 7 U.S.C.A. § 2 (West 2010))
(Dodid-Frank Act). DCOs may help limit direct credit exposure. A standardized CDS between
two parties could be cleared and settled through a DCO after the trade is agreed—in effect,
making the DCO the middleman in the trade between the two of them. The DCO must collect
margin as well as implement other risk control mechanisms to limit its exposwre to default,
minimizing the risk of direct credit exposure between the two counterparties. Id. § 723(c); see
also Darrell Duffie & Haoxiang Zhu, Desss a Cemined! Cleantigg Counieepputyry Reduce
Countesporiyry Risk? 2-5 (Rock Ctr. for Corp. Gov.. Working Paper No. 46, 2010), availkilée at
htip:/hwww stanford.edw/~duffie/DuffieZhu.pdf (concluding that the effectiveness of central-
ized clearing depends on whether the number of clearing participants is sufficiently large rela-
tive to the aggregate exposure on the derivatives being cleared).[endofnote.]

See Whitehead, Reframing, supra note 16, at 38 (noting that change in the CDS market
has made it more difficult for banks to ensure that entities to whom the risk is outsourced—
often, hedge funds—are properly doing so); see alsw infrar notes 152-62 and accompanying
text.[endofnote.]

The same may be true for systemically important non-bank financial firms that become
subject to heightened regulation. See supraz note 5 and accompanying text.[endofnote.]
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implications of change in the fimancizl markets for implementing the Volcker
Rule. It suggests that a static business model—sucih as contemplated by the
Rule—does not properly account for that change, arguing, at least initially,
for a narrow interpretation of the Rule and reliance on more fluid means to
regulate risk-taking, such as imposing new capitall requirements.

. Tue YoLcker RULE

The Volcker Rule prohibits a banking entity from engaging in proprie-
tary trading or investing in, sponsoring, or having certain other relationships
with hedge funds or private equity funds. It also provides for additional
capital requirements, quantitative limits, and other restrictions to be imposed
on systemicallly important nonbank financial fiirms, supervised by the Eed-
eral Reserve, that engage in such activities. To provide greater definition,
the newly-created Financial Stability Oversight Councill (FSOC) was di-
rected to undertake a study of the Volcker Rule, including recmmmendations
regarding its implementatiom (the FSOC Study or the Study). The Study
was published on January 18, 2011; and, pursuant to the Dodd-Framk Act,
implementing regulations must be adopted within nine months after that date
(no later than October 18, 2011). Firms will initially have up to two years
to comply with the Volcker Rule after implememting rules arc issued and
may, in total, have up to six years to comply with the new requirements.

% See supra notes 1-4 and accompanying text. This Article focuses primarily on the
Volcker Rule's direct prohibition of proprietary trading by banking entities, rather than on its
regulation of banking entity investments in, and relationships with, hedge funds and private
equity funds. The Volcker Rule defines a “hedge fund™ and a "private equity fund" broadly to
be any entity that would be an investment commpany, as defined in the Investment Company
Act of 1940, but for section 3(c)(1) or 3(c)(7) of that Act, or any similar funds as the appropri-
ate federal banking agencies, the SEC, or the Commedity Futures Trading Commission
(CFTC) may, by rule, determine should be treated as a hedge fund or private equity fund.
Dodd-Frank Act, sec. 619, § 13(h)(2). The liritation on investing in or sponsoring a hedge
fund or private equity fund has three principal purposes—to ensure banking entities cannot
eircumvemt the Voleker Rule, to confine private fund activitles to customer-related services,
and to eliminate incentives for banks to ball out funds they sponsor of in which they have
signifieantly invested. See FSOC STUDBY, supru note 2, at 56. More tailored definitions have
been left to later rule-raaking. See id. at 56-70 (deseribing factors to be considered In regulat-
ing Banking entity investments in, and relationships with, hedge funds and private equity
funds); see als» 75 Fed. Reg. 61,758, suppu ndike 4, at 61,758-59 (seliciting eomments on

Fovisions of the Veleker Rule, ineluding the definitiens of “hedge fund” and “private equity
uﬂg"):[endofnote.]

3 See supra note 5 and accompanying text.

% Dodd-Frank Act sec. 619, § 13(b)(1); see also FSOC Srtupny, supra note 2, at 8-9
(describing the statutory mandate and objectives of the ESOC Study).[endofnote.]

¥ The full text of the FSOC Study can be found at the corresponding hyperlink, supra
note 2.[endofnote.]

3 Dodd-Frank Act sec. 619, § 13(b)(2)(A).

3 The Volcker Rule takes effect upon the earlier of twelve months after the issuance of
final implementing rules and two years after the date the Volcker Rule was enacted (July 21,
2012). rd. sec. 619, § 13(c)(1). Banks then have up to two years to comply, and monbank
financial firms have up to two years to comply after becoming subject to the Volcker Rule.
During that time, they can wind down, sell, or otherwise conform their activities, investments,
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Authority to adopt the regulations is divided among the principal federal
financial regulators, under coordination of the Treasury Secretary as FSOC
Chairman.

As of this Article's publication, the core regulations implementing the
Volcker Rule have not been publicly released for commemt. The FSOC
Study, however, provides a general idea of what they are likely to address,
as well as the open issues regulators must resolve. Chief among them is
defining “proprietary trading.” The Dodd-Framk Act defines it as engaging
as principal for a “trading accounmt . ... in any transaction to purchase or sell,
or otherwise acquire or dispose of any security, any derivative, any contract
of sale of a commadiity for future delivery, any option on [any of the forego-
ing], or any other security or fimanciall instrument” as determined by the
appropriate federal regulator. “Trading account,” in turn, is defined as
“any account used for acquiring or taking positions in securities and [finan-
cial] instruments . ... for the purpose of selling in the near term (or otherwise
with the intent to resell in order to profit from short-term price movements)”
and other accounts the regulators may identify.

The definitions raise some critical questions, which the Study fails to
fully resolve. For example, trading activity can vary among markets and by
asset class, and so what constitutes a “near term” or “short-term” transac-
tion for one instrument may be quite different for another. How, if at all,
should the Volcker Rule distinguish among them? The Study’s response is

and relationships to the Volcker Rule's requirements. Id. sec. 619, § 13(c)(2). The Federal
Reserve Board can, in its discretion, extend the compliance period for one year at a time, up to
three years in total. Jd. For investments in illiquid funds, the Board may grant a single exten-
sion of up to five years. Jd. sec. 619, § 13(c)(3). During the transition period, affected firms
may be subject to additional capital and other requirements. Id. see. 619, § L3(¢)(5). The Fed-
eral Reserve Board has adopted final rules impleraenting the Volcker Rule's conformance pe-
riod requirements. See 12 C.F.R. §8 225.181, 225.182 [endofnote.]

*® The regulators charged with implementing the Volcker Rule are the Federal Reserve
Board, the Office of the Comptroller of the Currency, the FDIC, the SEC, and the CFTC. Each
agency must consult and coordinate with the others in order to assure comparability and con-

sistency across the new regulations. Dodd-Frank Act sec. 619, § L3(b)(2)(B)(ii), (iii).[endofnote.]

The FSOC Study does so principally through ten recommendations, including rccom-
mendations that regulators (i) require banking entities to sell or wind down impenmissible
trading desks and divest themselves of impermissible positions, (ii) perform a supervisory
review of trading activity to distinguish between proprietary trading and permitted activities,
and (lil) require banking entities to implement a mechanism to identify to regulators which

trades are customer-initiated and which are not. 3 FSOC STUBY, supiaz fiote 2, at 3.[ENDOFNOTE ]

40 See Richardson et al., supra note 10, at 201-04 (noting that a number of normal bank-
ing activities involve banks trading for their own account, even though the activities are ulti-
mately intended to meet client needs).[endofnote.]

41 Dodd-Frank Act sec. 619, § 13(h)(4).

2 Id. sec. 619, § 13(h)(6).

43 Limiting the Volcker Rule to “short-term” transactions is a significant weakness.
Longer-term commitments may not be covered—and those tramsactions are reported to have
been a significant source of banking losses during the recent financiall crisis. Sew sugnaz note
10; see alsw Framcesco Guerrera et al., Wall Sweat: to Sidhasepp “Viidker Rulke.” FT.COM, NOV.
10, 2010, Hitpy//Awewnift.oomiconssss0iRIAHTT Des exilifB- 1 1dEDD12-00 144feabd9a htwvikiozz] F5
MS56N00 (reporting that banks may avoid the Voldker Rule’s prohibitions by engaging in
longex-tere “principal investing™).[endofnote.]
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open-ended, cautioning regulators to comsider the characteristics, liguidity,
and trading volumes of each relevant market, but without defining how to do

It also cautions that measures used to detect impermissible activities are
likely to vary based upon the assets and activity in question, requiring a
tailored approach to implementing the Rule's prohibitions.

In addition, different firms may employ different trading strategies, so
that what would be considered proprietary at one firm may not be the same
at another. A firm may also vary its approach to trading based on changes in
the marketplace. A longer-termm investmmemt, for example, may be resold
quickly in the face of an increasingly volatile market. How can regulators
distinguish between changes in strategy and prohibited transactions? Here,
the FSOC Study provides clearer guidamce, but still leaves importamt details
to later rule-making. The Study recompmhends new rules that impose affirma-
tive obligations on the board and CEO, ameng other things, to implement
eomprehensive eompliance programs that faellitate monitoring and supervi-
§i6R. Banks must also develop quantitative measures to assist in identifying
which activities are permissible and which are not. Trading metrics,, the
Study notes, can provide a useful guide, but may not be predictive of which
trades are the riskiest or whether the bank is engaged in impermissible activ-
ity. Consequenitly, the new measures—iather than being dispositive of com-
pliance—remay simply trigger a heightened scrutiny, as well as a “regular
dialogue” between regulators and banks.

Exemptions from the Volcker Rule are the other side of the coin. The
Dodd-Frank Act carves out permitted activities that would otherwise be con-
sidered proprietary trading. Yet, even those activities are prohibited if they
would result in a material conflict of interest with clients or materially ex-
pose a banking entity to high-risk assets or trading strategies. The FSOC
Study includes factors that regulators can consider, but with minimal detail.

“ See FSOC St1upy, supra note 2, at 24-25. The Study also recommends the use of vari-
ous metrics to distinguish between permissible activities and proprietary trading. See imfra
notes 62-66 and accompanying text.[endofnote.]

4 See FSOC Stupy, supra note 2, at 37 (conceding that quantitative metrics, although
helpful in identifying impermissible trading, will invariably produce both “false positives” and
“false negatives™). The FSOC Study notes that the Volcker Rule's language regarding short-
term price movements is similar fo accounting and other banking standards used to identify
short-term assets. For example, the Financial Accownting Standards Board (FASB) differenti-
ates short-term “held for trading™ assets from those “held to maturity” or “available for sale.”
The Study cautions regulators who incorporate the FASB standard into the Volcker Rule to
consider how a change in accounting designation could affect an entity's ability to aveid the
prohibition against preprietary trading. See id. at 25.[ENDOFNOTE.]

46 See id. at 33-36 (noting that requiring banks to adopt internal trading controls will
produce optimally tailored regulation that properly reflects differences across firms and across
different trading units within the same firm).[endofnote.]

47 See infra notes 62-66 and accompanying text.

4 See FSOC StupY, supra note 2, at 37, 45 (suggesting that regular dialogue with a
bank's managers and other comtrol personnel will assist regulators in understanding specific
trading activity by each bank).[endofnote.]

4 See supra note 4 and accompanying text.

3 See FSOC STuDY, supra note 2, at 48 9.
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1]

The Study, for example, notes that concerns over conflicts are “elevated”
when instruments are complex, highly structured or opaque, illiquid or hard-
to-value, require coordination across multiple business units within a bank,
or involve significant information asymmetries. In addition, assets or strate-
gies may be high risk if they involve new products with rapid growth, em-
bedded leverage, high volatility, or assets whose values cannot be externally
priced or effectively hedged. Identifying which activities fall within these
criteria is left to regulators, who may adjust their requirememts over time
based on information they receive as supervisors and examiners. Likewise,
reflecting the potential for heightened risk, permitted activities may be sub-
ject to additionall capital requirements and other limitations to be set by fu-
ture regulation.

Among the permitted activities, market-making and hedging arc per-
haps the most important. Neither term, however, is defined. Drawing a
line between speculation and market-making may be particularly difficult.
This is worrisome because market-making is essential to capital-raising,
helping to fill a temporal gap between sellers and buyers of financial assets.
It mirrors a classic bank function—providing liquidity to lenders without
affecting borrowers” access to a stable source of capital—but relying on the
capital markets rather than traditional banking chanmels. To do so, banks
intermediate between clients seeking to buy or sell financial assets and those
wishing to sell or buy the same assets. A customer can sell assets immedi-
ately to a market-rnaker of posipone her sale until she locates an eager
buye¥. The risk, of course, is that the price may move against the seller while
She waits. Market-makeis are prepared to Bear that risk—offering immediate
liguidity, but typieally at a diseount frem he priee ihie seller might otherwise
reeeive in the future. The market-maker's gress returd is the difference be-
tween its purehase priee and the Righer priee at whieh it later sells the asseis
it holds: Banks, consequently, arc contacted daily to trade billions of dol-
lars of financial instrumenmts. Airlines, for example, can buy oil futures to
lock in energy prices; agribusinesses can trade weather derivatives to offset
the risk of a bad crop; and traders outside a bank can buy and sell, and
sometimes speculate in, financial assets ranging from stocks and bonds to
pork bellies and gold. Banks, as a result, may acquire inventory and maintain
risk exposures in order to meet (or anticipate) customer demand. Proprietary

5! See id. at 51 (noting that limits on high-risk activity apply on desk-. business-, and firm-
wide levels).[endofnote.]

52 See id. at 49-51 (suggesting that, in crealing new regulations, regulators must remain
focused on the need to prohibit banking entities from profiting from trading that might present
heightened conflicts of interest).[endofnote.]

3 Dodd-Frank Act sec. 619, § 13(d)(3).

34 See id. sec. 619, § 13(d)(1)(B).

55 See FSOC, Public Input, supra note 4, at 61,759.

36 See Sanford J. Grossman & Merton H. Miller, Liquidity and Marker Structure, 43 J.
FIN. 617, 617-18 (1988) (describing the basic principles by which market-making operates);
see alsw infra notes 89-92 and accompanying text.[endofnote.]
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traders, likewise, accumulate positions with the expectation of profiting from
future transactions. Identifying which trades arc a part of market-making and
which are proprietary may be quite difficult—Dboth involve principal trading
with customers or counterparties, where the firm may gain or lose as a result
of short-term changes in asset price.

Hedging is also integral to a bank’s business. A bank may hedge its
exposure to financial instruments, including inventory from market-making.
It may also hedge interest rate and credit risk as part of its traditional lending
business. Hedging risk can be effected in a number of ways, depending on
the nature of the risk and the firm’s aggregate exposure. To do so, a bank can
buy or sell fimancial instruments, which may replicate (or mask) proprietary
trading. Since a direct link between risk and hedging is not always possible,
it may appear to an outsider that a legitirate hedging transaction is, in fact,
an impermissible activity. Artieulating the difference, however, Is left to
later rule-making:

As noted earlier, a key recommemndiation of the FSOC Study is the use
of quantitative metrics—objective data points—to aid regulators in separat-
ing proprietary trading from permitted activities. Metrics will also help
banking entities more easily comply with the Volcker Rule, although they
leave open the risk of trading strategics that satisfy quantitative standards but
still violate the Rule’s intent. More importantly, the new metrics are likely to
require banks to change how they do business in order to comply with the
regulators” definition of permitted activities. By dictating business models,
the Volcker Rule may delay the introductiom of new instruments and strate-
gies that—while otherwise consistent with the Rule—extemd beyond ex-
isting indicia of permissible trading, potentially slowing beneficial
innovation.

The proposed metrics are fairly comprehemsive, although regulators
may identify additional measures in the future. They include:

* Revemue-thased metrics based on daily trading revenues and prof-
its from particular transactions, measured against historical reve-
nue trends and profits from total trading activity, including data
from other banks;

3 See FSOC Stupy, supra note 2, at 18-24 (noting that current market-making often
includes elements of proprietary trading and that, coupled with differences in market-making
for different assets and markets, delineating between permissible and impermissible trading is
challenging).[endofnote.]

8 See id. at 20-21.

¥ See id. at 37 (suggesting that the use of quantitative metrics will assist regulators in
distinguishing between permissible and impermissible activities and facilitate the comparison
of trading activity across different banks); se als® supnaz notes 47-48 and accompanying text_[endofnote.]

See FSOC Stupy, supra note 2, at 5-6.

* See id. at 26-27.

€2 See id. at 6, 43.

83 See id. at 36-38.



*Revenue-to-risk metrics that measure the amount of revenue a
bank generates, and the volatility of its earnings, in relation to the
risks the bank assumes, with the expectation that permitted activ-
ities will have greater revenue-to-tisk ratios than proprietary
trading;

*Imvemtory metrics that assess daily trading values against the
value of assets held in inventory. Excess inventory, the FSOC
Study argues, is more likely to indicate that a trading desk is
holding an impermissible proprietaty position—although the
Study also recognizes that, as a result of differences in liguidity
and complexity, values are likely to vary depending on asset class
and may need to be deterrined on a desk-by-desk basis; and

*Customer-flow metrics that compare the volume of trading from
customer orders against orders initiated by a bank trader, includ-
ing trading in order to build an inventory (against future customer
demand) or hedge an existing position. Regulatofs may also as-
sess customer order-flow against inventory, as well as determine
how much of a trading desk’s revenues are from customer-related
business.

Implementing the new measures is likely to be expensive. The FSOC
Study notes that banks will be required to develop new regulatory and super-
visory tools beyond their current risk management systems. In addition,
banks must collect and test new data, including metrics to assess industry-
wide trading on a desk-by-desk basis, as well as comparing bank trading
with hedge fund and other proprietary operations. Greater detail may im-
prove the usefulness of the new measures, but doing so will also require an
assessment of different trading strategies across banks and, within banks,
across different business units. The FSOC Study, therefore, reoommends
that each bank be required to devise its own internal program of policies,
procedures, and other controls, subject to regulatory review, in order to tailor
how the Volcker Rule is implemented.

See id. at 36, 38-39.

% See id. at 37, 39-40.

8 See id. a1 37, 41.

67 See id. at 31 (noting that current risk management frameworks, because they are de-
signed principally to limit losses, will, need to be re-developed to prioritize compliance with
the Volcker Rule's prohibitions). Regulators, as well, will need significant resources in order to
hire and train staff with quantitative and market expextise, develop and analyze data, and re-
view information in order to identify prohibited activities. See id. at 43-44.[endofnote.]

® See id. at 42 (noting that regulators, by increasing the diversity of data points it surveys
and collects, will have a more accurate representation of the trading activities of banking
entities).[endofnote.]

% See id. at 42-43 (noting that increased granularity, although preventing bank entities
from masking impermissible trading, is likely to produce false positives).[endofnote.]

" See id. at 33-34.
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Regulators, the FSOC Study cautions, must be “flexible and dymamic™
in implementing the Rule. The Study notes that “markets, products and
trading activities will continue to evolve,” reflecting change in the financial
markets over fime. Regulatiom will be ineffective if it fails to take account
of that change. Evolution, however, is not confined to proprietary trading.
The need for {lexibiliity may be more fundamental—reflecting new relation-
ships in the financial markets—as functions traditionally provided by banks
are now also provided by new market participants. The concern, therefore,
may extend beyond proprietary trading to whether the core of the Volcker
Rule—namelly, the divide between proprietary trading and bamking—itself
fails to take account of change in the financial markets. 1 begin to address
that question in the next Part.

Ili. EvoLwinG FINANCIAL MARKETS

Much of U.S. financial regulation divides traditional intermediaries into
categories, as banks, thrifts, broker-dealers, insurance firms, and pension and
investment advisers. Those categories largely reflect the functions, prod-
ucts, and services provided by financial intermediaries in the 1930s and
1940s when many of the regulations were first imtroduced. Financial regu-
lation began to evolve in the 1950s as concerns arose that new market par-
ticipants had begun to overtake traditional imtermediaries.

" Hd. at 32.

7 See id. at 26.

B See id.

74 See Franklin Allen & Douglas Gale, Capital Adequacy Regulation: In Search of a Ra-
tioralée 3 (Wharton Fin. Inst. Ctr., Working Paper No. 03-@7, 2002), avaiithide av http-iffic.
whartoen.upenn.edu/fic/papers/03/0307.pdf (noting that the mindset of the 1930s—ome which
was largely informed by the Great Depression—cwnitinues to influence thinking about financial
regulatory poliey); Gary Gorton, Banlk Reguldtinon Whem “Bankks™ andl “"Bankkigg " Anee Nt the
Sainfe, OXFORB REV. BCON POLY, Winter 1994, at 106, 107 (deseribing historical definition of
banks); Reberta S. Karmel, The Chlleeage 1o Finainiahl Regiioers Posell by Seidakl Seecrily
Privaiiiatioon, 64 BROBK. L. REV. 1043, 1056-58 (1998) (deseribing definitional distinetions
ihat eontrol regulaiery eversight); see ako Heidi Mandanis Seheemer & Miehael Tayler,
Unlptd Kiagdom anid UNeted Siffes RESPONSES T6 THE RESULATORY CiAk ENGES BF MOPERN
FNANEIAL Markets, 38 TRX: INM k3. 317, 328-29 (2003) (neting that U.S. repulatien is
1argely tied 8 Business mede) rather than ftRctien):[endofnote.]

* Types of financial intermediaries are described in Robert Charles Clark, The Federal
Incomee Tevatiéon of Finamidhl Imermeidideses, 84 YALE LJ. 1603, 1605-06 (1975) (dividing
financial intermediaries into two broad types based on the source of their funding), and Howell
E. Jackson, Reguldticion in a Mullissetneded Fimamiakl Serwiiees Indistryy: Am Expltwatioivn Hsssay,
77 WASH, U. L. Q. 319, 322-31 (1999) (suggesting one means to distinguish among different
financial intermediaries is through comparing degrees of diffusion and opaqueness)/endofnote.]

76 See Franklin Allen & Anthony M. Santomero, The Theory of Financial Intermediation,
21 ). BANKING & FIN. 1461, 1464-74 (1997) (describing changes in the markets and the intro-
duction of new instruments that have increased the overall size of the financial sector, but
reduced the importance of traditional intermediaries); Richard J. Herring & Anthony M.
Santormero, Whalr is Opiimakil Fiaansidll Requidlinsh ? 29-35 (Wharton Fin. Inst. Ctr.,, Working
Paper 00-34, May 1999), availthite at g/l wharnsmupeaimedyieraracy00/0034.pdf
(noting the general deeline of bank finaneial intermediation—espedilily noticeable in the con-
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examplegubegariotexdopden bhgan inderprstatiomedf thierfiktssiSteagfalihAddlass-Steagall Act,

largely due to the banks’ interest in offering new products and services.
Additional changes were made in response to new market participants and
products, in some cases spurred by pressure to stay competitive, and in
others, in order to accommodate new financial practices. Traditional cate-
gories, nevertheless, continue today to frame much of U.S. fiimancia] regula-
tion, even though convergence in the fimanciedl markets has resulted in
similar functions, products, and services appearing across multiple
categories.

Money market funds (MMFs) and finance companies together provide
one example. Managing credit risk is at the heart of a bank's traditional func-
tion as an intermediary between depositors and borrowers. A key is its
ability to balance depositors’ interests in liquid liabilities (deposits) against
borrowers’ interests in longer-term, illiquid assets (loans), with loan portfolio
risks spread across depositors and over time. MMFs and fiimance companies
replicate that balance, but do so through the capital markets. On the deposi-
tor side, MMIFs provide investors with many of the conveniences of a bank,
such as liquidity and checking services,

text of business finance—resulting from technological changes, new products, and competition
from less-regulated entities).[endofnote.]

7 See Thomas G. Fischer et al., The Securities Activities of Commercial Banks: A Legal
and Econoonidc Amalipiss, 51 TENN. L. REV. 467, 474-502 (1984) (providing a general survey of
the expansion of commercial banks into investment banking and noting the ways in which
regulators and courts interpreted that expansion); Sorcher & Kini, supra: note 13, at 233-34;
see als» Richardson et al., supnar note 10, at 186-91 (noting how regulators in the 1980s issued
a number of administrative rulings that permitted banks fo hold and operate wholesale securi-
ties subsidiaries).[endofnote.]

8 See John C. Coffee, Jr. & Hillary A. Sale, Redesigning the SEC: Does the Treasury
Have a Bemar [deat?, 95 VA. L. REV. 727, 737-38, 749 (2009) (noting that the SEC's decision
to relax net capital rules for large investmems banks was taken, in part, because of changes in
European regulation).[endofnote.]

" See Donald C. Langevoort, Statutory Obsolescence and the Judicial Process: The Revi-
sioniétr Rolke of the Cownts in Fedemd! Bamiéimg Regudtiton, 85 MICH. L. REV. 672, 728-29
(1987) (describing how the Comptroller, in response to the proliferation of shared ATMs,

altered the traditional definition of bank branches to ensure that their use was permissible).[endofnote.]

8 As Jamie Dimon, the Chairman and CEO of J.P. Morgan Chase, has noted, “A lot of the
rules and regulations [we have] arc closer to the Civil War than they are to today.” Paul
Tharp. Bem Seess Treasuyy as the Bavik Cure. N.Y. POST, July 9, 2008, at 31.[endofnote.]

8! See Whitehead, Reframing, supra note 16, at 21.

82 Bert Scholtens & Dick van Wensveen, A Critique on the Theory of Financial Intermedi-
atiam, 24 J. BANKING & FIN. 1243, 1247-48 (2000) (noting that managing risk has always been
“the bread and butter of financial intermediaries').[endofnote.]

83 See Franklin Allen & Douglas Gale, Financial Markets, Intermediaries, and Intertem-
pomtl Smemibkigg, 105 J. POL. ECON. 523, 525 (1997) (contending that, even where a certain
risk cannot be diversified away, such risk can be averaged (or smoothed) over time, reducing
its impact); Douglas W. Diamond & Philip H. Dybvig, Bami& Runss, Deposiit Insuwamee, and
Liquicfiyy, 91 J. POL. ECON. 401, 405 (1983) (describing banks’ “role of turning illiquid assets
into liquid assets"); Eugene E. Fama, Whatss Differeens Abmutt Bavike?, 15 ). MONETARY ECON.
29, 34-35 (1985) (describing how banks can tailor their portfolios to reduce overall risk and
cost).[endofnote.]

8 See Tamar Frankel. The Scope and Jurisprudence of the Investment Management Regu-
latiem, 83 WASH. U. L. Q. 939, 943 (2005) (noting that money market funds (MMFs), which
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by managing portfolio investments

against investor withdrawals. On the borrower side, fimance companies
lend to retail and business customers, relying on MMFs for funding
through the sale to them of short-term commenrcial paper. The result, by
placing MMFs and fiinange companies together, is the functional equivalent
of deposit-taking and lending by banks.

Market-making is another example of a traditional bank function being
executed through the capital markets. Most securities transactions involve a
specialized financial intermediary known as a “market-maker.” A market-
maker trades securities as principal on either side of the market—im other
words, it is both a buyer and seller of the same securities. If there are more
buyers than sellers, or vice versa, the market-maker must adjust its imventory
in response to customer demand, as well as change the bid-ask prices in
order to rebalance order flow. Market-makers mirror a classic bank func-
tion: both span the maturity gap between capital providers (who, as deposi-
tors or investors, expect liquidity) and capital users (who require longer-term
stability). There are, of course, important differences between market-mak-
ers and traditional banks. For example, a bank’s obligation is evidenced by a
contract to pay a fixed return on demand, whereas a market-maker's obliga-
tion is typically enforced through reputation, and price is not agreed in ad-
vance. Both, however, facilitate capital-raising by providing investors with

were not subject to the interest rate caps placed on banks, were able to offer higher interest
rates to customers and, at the same time, offer services consistent with traditional banks).[endofnote.]
8 MMFs are able to sell assets and raise money quickly, in part due to special require- [note:
ments that impose strict standards on the credit quality and liquidity of their investment portfo-
lios. See Money Market Funds, 17 C.F.R. § 270.2a-7(c)(3)-(4) (2008) (outlining criteria
relating to portfolio quality and diversification that MMFs must satisfy); see also REPORT OF
THE MONEY MARKET WORKING GROUP 31-39 (submiitted to the Board of Gowernors of the
Investment Company Inst,, Washington, D.C.) (Mar. 2009), availtbide at tatn//iww.ici.org/
pdf/ppr_03_mmwe.pdf (describing regulation of MMFs).[endofnote.]
% See Harvey Rosenblum et al., Banks and Nonbanks: A Run for the Money, Econ. [ote:
PERSP., May-June 1983, at 3, 3-7 (describing the inroads, as measured by increases in overall
profits attributable to financial services, made by nonfinancial companies).[endofnote.]
7 See Jane W. 1)’ Arista & Tom Schlesinger, The Parallel Banking System, BRIEFING PA- [note:
PER (Econ. Policy Inst., Washington, D.C.), June L, 1993, at 7-14 (noting that the commercial
paper market is the essemtial link between the borrower and depositor aspects of MME
activity)Jendofnote.]
8 See Jonathan R. Macey, Reducing Systemic Risk: The Role of Money Market Mutual [note:
Furdts as Suisstineses ffor Fedbeetily Insuedd Bank Depnsitirs 6 (Yale Law Sch., Research Paper
No. 422, 2011), awiléhble ar Hitpp/ippppes.ssemcomiseddipapees<ifn?abbatacetide=735008
(noting that the needs and expectations of MMF investors and commercial depositors are
roughly the same, tracking the functional similarity between the two).[endofnote.]
°See Tur Crty UK, Bonp Markrrs 2010 3 (2010), available ar h p:// fote:
wwv.thecityuk .com/mentia/I 568 9 bond#20ma ket 942020 D0pptdf (noting that the U.S. bond
market lacks a central exchange and instead operates through hundreds of market-makers); see
alse suprea notes 56-57 and accompanying text.[endofnote.]

% See Maureen O'Hara & George S. Oldfield, The Microeconomics of Market Making, 21 [note:
J. FIN. & QUANT. ANAL.. 361, 361 (1986).[endofnote.]
! See OLIVER WYMAN, THE VOLCKER RUILLE—CONSIDERATIONS FOR IMPLEMENTATION OF [ote:

PROPRIETARY TRADING REGULATIONS 9 (2011), httpo/wwwsifima ongfissuesyitesm aspxlidr=
22888 (report commissioned by the Securities Industry and Financial Markets Association).[endofnote.]



liquidity—the ability to raise cash quickly—wiithauit interrupting the end-
user's longer-tern employment of capital.

The end of Bretton Woods and the start of the OPEC oil embargo in
1973 subjected peacetime businesses to new exchange rate and energy cost
volatility. Business managers began to search for cost-effective means to
manage risk. Financial market participants saw an opportumity to profit from
the creation and trading of new fimancill instruments that responded to the
new demands. In many cases, they adopted technologies similar to those
used by (but no longer limited to) insurers and banks—mamelly, the pooling
and transferring of financial risk from corporate counterparties to those who,
through diversification or otherwise, could manage that risk at lower cost.
The result was the introduction of new products and services, often repli-
cating those of traditionall intermediaries, but offered by new participants or
through the capital markets. Over time, the growing demand for those in-
struments resulted in greater liquidity,

92 See Hans R. Stoll, Alternative Views of Market Making, in MARKEY MAKING AND THE
COHANGING STRUCTURE OF THE SECURITIES INDUSTRIES 67, 81-82 (Yakov Amihud et ai. eds.,
1985) (noting that, from a functional standpoint, a market-maker's services mirror those pro-
vided by financial intermediaries, such as banks, since the market-maker borrows short-term to
finance long-term investments); Thomas S.Y. Ho & Anthony Saunders, The Detmuianists of
Bank Inweess: Mangiiss: Theenyy andl Empiiicell Evididenee, 16 J. FIN. & QUANT. ANAL. 581,
582-83 (1981) (noting that a major uncertainty that banks face relates to the demand for bank
loans and the supply of deposits—outflows and inflows, respectively—tending to follow inde-
pendent schedules): see also Darrel Duffie, The Faillliee Mechanides of Dealkér Bas 2-4 (Bank
for Int'| Settlements, Working Paper No. 301, 2010), availaide ab Wiepn//omwav.bis.org/publ/
work301.pdf (deseribing depesitors as individuals interested in shori-term liguidity and ber:

rowers as individuals leoking for lenger-terf finance, with banks aeting as intermediaters).[endofnote ]

93 See FRANKLIN ALLEN & Douci.as GALE, FINANCIAL INNOVATION AND RiSK SHARING
38 (1994) (explaining that the initial impetus for the creation of MMFs was banking regulation
that limited the ability of banks to increase interest rates in a rising interest rate environment);
Allen & Santomero, supnaz note 76, at 1479-80; Ronald J. Gilson & Charles K. Whitehead,
Decamivenidning Equilyy: Publlic Owserebinp, Agentyy Cosis, and Comipétee Capiiatl MaHesss, 108
COLUM. L. REV. 231, 245-47 (2008) (stating that the growing demand for ristrmanagement
instruments increased the liquidity of the risk markets which, in turn, lowered the instruments’
cost and permitted financial intermediaries to provide products more carefully tailored to indi-
vidual clients); James C. Van Home, Of Fiwantidl! Inv@vakiGons and! Exeesssss, 40 J. FIN. 621,
622-24 (1985) (neting that finaneial ifnovatien, and the offering of new products and services,
correlate with the increased market velatility, regulatory ehanges. and techinological iffprove-
frents that ecewived in the 1970s and 1980s).[endofnote.]

# See Allen & Santomero, supra note 76, at 1479-80 (noting that, where a financial insti-
tution is holding a transferable risk but has no commparative advantage in managing it, there is
no reason for the firm not to transfer it through the capital markets); Van Home, supna: note 93,
at 622-28.[endofnote.]

95 See Whitehead. Reframing, supra note 16, at 36-40.

% The Black-Scholes options pricing formula provided a means to value options based on
their terms and factors affecting the market price and volatility of the underlying asset. Conse-
quently, even illiquid derivatives could be valued if there was a market for the underlying
asset. See Fischer Black & Myron Scholes, The Priatimg of Optiianss andd Compryatae Liddbilities,
81 J. POA. ECON. 637, 640-53 (1973) (explaining the principles and formula that permit the
pricing of options through reference to the value of an underlying asset). That pricing model
quickly gained hold among traders and risk managers, allowing instruments to be created and
valued even where there was no trading market for the derivative itself. See PETER L. BERN-
STEIN, CAPITAL IDEAS: THE IMPROBABLE ORIGINS OF MopseRN WaLL STREET 227 (1992) (dis-
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[note:

[note:

[note:
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which, in turn, lowered their cost

and expanded the scope of risks that could he transferred through the capital
markets. Exchange-traded currency and oil price derivatives, for example,
overtook less liquid and more costly private instruments that had been popu-
lar just a few years earlier. Greater liquidity in the risk markets, and the
introduction of new risk managememt technologies, also permitted the cre-
ation of a growing array of private, over-the-counter hedging solutions that
were closely tailored to a fiim’s specific risks.

Of course, in a frictionless world, if a firm chooses to transfer risk, we
would expect the premium it pays to mirror the risk-related costs the fiirm
would otherwise incur in raising capital—a zero-sum game, since the risk
would now be borne by the transferee’s shareholders, who should demand

cussing the popularity of the Black-Scholes model among traders); Frank H. Easterbrook,
Derviisativee Seeunties and Corparette Goverraoee, 69 U. CHI. L. REV. 733, 734-35 (2002)
(describing the effect of the Black-Scholes model on the derivatives market).[endofnote.]

See Myron S. Scholes, Global Financial Markets, Derivative Securities, and Systemic
Rigks, 12 J. RISK & UNCERTAINTY 271, 272 (1996) (noting that frictions limit an immovation's
adoption and so successful financial innovations must provide financial services at lower cost).
For example, financial intermediaries in the early 1980s typically earned an up-front fee for
arranging a plain vanilla swap, plus a spread as high as fifty basis points over the life of the
transaction. Less than ten years later, reflecting new entrants and increased comjpetition in the
swaps marketplace, the up-front fee was dropped and spreads were reduced fo five to ten basis
points. Sew Robert T. Daigler & Donald Steelman, Inwiessr Rate Swagss and! Finangidhi! Inditu-
tions 8-9 (Nov. [988) (unpublished working paper, on file with author), availtblde ar http:/
www.fiiu.edu/~dhiigliere/pdf/swaps.pdf.[endofnote. ]

8 See CHrisTOPHER L. CuLp, STRUCTURED FINANCE AND INSURANCE 22 (2006); Allen &
Gale, supnas note 74, at 38-39 (demomstrating why increased liquidity encourages a bank to
more effectively manage the different risks it must bear which, in turn, improves its overall
level of risk-sharing).[endofnote.]

The Chicago Mercantile Exchange, for example, provided a liquid and standardized
alternative to the over-the-coumter (OTC) market for foreign exchange derivatives. See ERIK
Banks, ExcHaNGE-TRADED DERivATIVES 129 (2008); OnarLEs W. Smrtnson, MasaGing Fi-
NANCIAL RISK 18-19 (3d ed. 1998) (noting that the introduction of futures comtracts on the
Chicago Mercantile Exchange opened the forward foreign exchange market to new types of
investors). The Chicago Board Options Exchange did the same for options trading. Se¢ ROB
ERT C. MERTON, CONTINUOUS-TIME FINANCE 330 (1990) (explaining that the Chicago Board
Options Exchange initially permitted trading in call options for twelve companies but later
expanded to include both calls and puts on hundreds of stocks). Firms also began to hedge by
jssuing hybrid instruments that combined traditional debt or equity with foreign exchange,
interest rate, and eermmedity hedging instruments. For example, Mexico's state-owned petro-
leurn eempany, PEMEX, issued petreleui-linked bonds in 1973. In the mid-1980s, firms be-
gan issuing dual eurrency bends, bonds with embedded foreign exchange options.convertible/
exehangeable fleating-rate netes, and inverse fleating-rate notes. Other firms issued seeufities
Whese feturis were tied te natural gas, petroleur. and othier commodity prices. See SMITHSON,
Stphu, 8t 1823, 320-39[endofnote ]

See Dan Rosen, The Development of Risk Management Software, in MODERN Risk
MANAGEMENT: A HISTORY 135, 1136-37 (Sarah Jenkins & Tamsin Kennedy eds., 2003) (noting
that the spread of third-party risk management software in the mid [980s was preceded by
hardware that permitted derivatives traders to quickly apply the Black-Scholes model to price
their trades).[endofnote.]

10V In general, OTC derivatives become less costly as public risk transfer markets develop
that allow financial intermediaries to diversify away their risks across a broader array of
counterparties. See Myron S. Scholes, The Fuuee of Futess, in RISK MANAGEMENT
PROBLEMS & SOLUTIONS 349, 365 (William H. Beaver & George Parker eds., 1995) (explain-
ing that the cost of derivatives and other instruments decreased as their increasing importance

in risk management strategies resulted in investors being able to more properly price them).[endofnote.]
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the same returns as the transferor's shareholders. If the risk counterparty,
however, is better able to manage risk at lower cost, then, over time, the
premium ought to fall below the cost the transferor would otherwise bear if
the risk was retained. The implications are significant: as markets have
continued to develop, risk transfer instruments—like CDS, in the case of
credit risk—have become a lower cost substitute for the in-house manage-
ment of the same risk. The result, as described in the next Part, is the ability
of traditional intermediaries to transfer risk-bearing to new, lower-cost mar-
ket participants through the capitall markets. In effect, new instruments have
enabled banks to outsoutee a core function from an industry subject to close,
prudential supervision to new non-bank finanelal firms, in Many cases sub-
jeet to lower levels of regulation.

IV. Oumrsourcomng Risk MANAGEMENT

Most corporate debt is private, and most private lenders are banks (al-
though increasingly they include mon-banks). Even among public firms,
which can access large pools of capital, roughly eighty percemt maintain pri-

192 See Prakash Shimpi, Integrating Risk Management and Capital Management, J. Ap-
PLIED CORP. FIN., Winter 2002, at 27, 29-37 (describing standard corporate finance and insur-
ance models of capital structure).[endofnote.]

193 Regulators have fong known that traditional intermediaries transfer risk among each
other and have encouraged it based on the relative cost of capital. See TN JOINT FORUM, RISK
MaNAGEMENT PRACTICES AND REGULATORY CAPITAL: CROSS-SHCTORAL Commarison 46-57
(2001), availtbide ar htyp//seww bis.org/publ/joint04.pdf (outlining the major differences be-
tween jurisdictions, including differences in accounting rules, capital requirements, and defini-
tions of capital, that influence intermediaries to transfer risk to other jurisdictions) {hereinafter
JOINT FORUM, RISK MANAGEMENT]; Frank Partmoy, Fimaneidh! Dentivdisiees andl the Costs of
Reguldianry Anthiragge, 22 J. CORP. L. 211, 227-35 (1997) (describing the use of derivatives to
arbitrage financial regulation). Properly structured, capital requirements provided an incentive
for intermediaries to transfer risk to lower cost participants in order to optimize risk allocation.
Sew Giinter Franke & Jan Pieter Krahnen, Deffiulls Risk Shankigg betmeean Baintidss and! Mdéawess:
The Ceniriobiioion of Collhiesaliliged Dellir Obligadicems, in THE RISKS OF FINANEIAL INSTITU-
TIONS 603, 629 (Mark Steven Carey & Rene M. Stulz eds., 2007) (exploring the effeet that
CDO transactions have on the risk profiles of originating banks) [hereinafter RISKS OF FINAN:
CIAL INSTITUTIONS] ; Wolf Wagner & 1an W. Marsh, Credlir Risik Transffsr andl Fwaneiahl See9ioF
Swaipitety, 2 J. FIN. STABIITY 173, 174-73 (2006) (heting that. altheugh eredit risk transfer
helps firms diversify away risk, sueh transfers may alse destabilize institutions participating in
the eredit risk transfer markets). Banks, for example, are subjeet e high ecapital eosts and e, in
erder to minimize them, have transferred risky assets te nen-Bank interimediaries (iR many
eases, insuFance companlies) that are less suseeptible to finaneial sheeks and, therefere, subject
i6 lower cests. See Franklin Allen & Deuglas Gale, Syswwic Risk and Regulainbn, in RISKS OF
FINANGIAL INSTIFUTIONS; supas, at 341, 348 (medeling eredit risk transfers in cemplete mar:
kets and finding that sueh transfers can promete efficient risk-sharing and inerease gverall
welfare if properly struetured).[endofnote]

See Yakov Amihud et al., A New Governance Structure for Corporate Bonds, 51 Sran.
L. REV. 447, 458 (1999): Joel Houston & Christopher James, Banik Infrrmatiion Mdaoprdiies
and the Mix of Privatee and! Putbliéc Deilir Claiinss, 51 J. FIN. 1863, 1870-79 (1996) (tracking the
debt structure of 250 publicly traded firms between 1980 and 1990); Marcel Kahan & Bruce
Tuckman, Prisaite vs Publiic Lemdliag: Evidtexee ffeom Covenaiss 11-13 (Anderson Grad. Sch.
Mgmt., Paper No. 13-93, 1993) (finding that private debt agreements comtrol management
actions fore than public debt).[endofnote.]
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vale credit arramgements. Within the traditional framing, lenders tend to
rely on covenants to manage a borrower’s credit risk. Covenants act as early
warning “trip wires,” permitting lenders to reassess borrowers and miti-
gate loss by renegotiating loans upon (or prior to) default. To be effective,
however, covenants must be monitored and enforced. Lenders can rely on
pre-existing relationships to do so imexpensively. Delegating authority to
an intermediary, such as a bank, can further lower costs to the extent the
bank is better able to monitor and respond to change in a borrower’s circum-
stances. Key to such delegatiom is the bank's ability to obtain quasi-public
information about borrowers at lower cost than others. Banks rely on mon-
itoring and long-term relationships to develop that information, without the
cost of duplication across multiple lenders.

Historically, that informational advantage limited the banks’ ability to
resell loans, which partly explains why a liquid private credit market failed
to develop before change in the lending business in the 1980s. Less
knowledgeable purchasers were likely to discount a loan's value, or attempt
to engage in their own costly monitoring of a borrower, resulting in a drop in
the price at which the loan could be sold. Consequently, banks were better

105 See Greg Nini et al., Creditor Control Rights and Firm Investment Policy, 92 J. FiN.
ECON. 400. 401 (2009) (noting, as well, that roughly only fifteen to twenty percent of public
firms have outstanding public debt).[endofnote.]

1% George G. Triantis & Ronald J. Daniels, The Role of Debt in Interactive Corporate
Gowermaanee, 83 CAL. L. REV. 1073, 1093-94 (1995) (suggesting that the voidable preference
in bankruptcy law encourages lenders to closely monitor borrowers through the use of
covemants).[endofnote.]

197 Oliver Hart & John Moore, Default and Renegotiation: A Dynamic Model of Debi, 63

Q. J. ECoN. 1, 2 (1998) (describing the role of renegotiation in a lender-borrower relationship).fendofnote.]

% See Nicolae Garleanu & Jeffrey Zwiebel, Design and Renegotiation of Debt Cove-
nawits, 22 REV. FIN. STUDIES 749, 750-53 (2009) (noting that initial covemants are purposefully
designed to be overly strict, which permits the lender to control or influence the actions of the
borrower); Kahan & Tuckman, seprea note 104, at 6-7ENDOFNOTE.]

109 Kahan & Tuckman, supra note 104, at 7, 25-26 (noting that, because private debt
issues are usually held by a small, sophisticated group of investors, agency costs can be
minimized).[endofnote.]

9 See Douglas W. Diamond, Financial Intermediation and Delegated Monitoring, S|
REV. ECON. STUD. 393, 393-95 (1984) (developing a model in which a financial intermediary
has a net cost advantage relative to direct lending); Fama, supraz note 83, at 36-38.[endofnote.]

Fischer Black, Bank Funds Management in an Efficient Marker, 2 J. FIN. Econ. 323,
323-24 (1975) (noting that the inefficiency of banking markets permits banks to profitably
exploit quasi-public information); Fama, supre: note 83, at 35-39 (explaining how other market
participants, cognizamt of the banks" informational advantage, react to bank action); Triantis &
Daniels, suprez note 106, at 1083-90 (attributing the monitoring advantage enjoyed by banks to
special characteristics of the banking sector, Including the banks® ability to cross-benchemark
different borrowers and press borrowers for moxe information).[endofnote.]

12 Douglas G. Baird & Robert K. Rasmussen, Private Debt and the Missing Lever of
Conpoatate Goreeramaace, 154 U. PA. L. REV. 1209, 1212-13, 1219-23 (2006) (describing the
role of banks and covemants in the corporate decisiom-meaking of firms in financial distress);
Diamond, sugrez note 110, at 393-95.[ENDOFNOTE.]

3 Those changes are described infra notes 118-35 and accompanying text.

* Diamond, supra note 110, at 410. The asymmeltry resulted in the classic “lemons prob-
lem" described in George A. Akerlof, The Makkt! ffor Lemumss: Qualltyy Uncetoaityty awdl fhe
Mantetr Meatfemisiovn, 84 Q. J. ECON. 488 (1970).[endofnote.]
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off if they assessed credit risk and borrower concentrations at the time the
loan was made and then held that loan to its maturity. The inability to
transfer loans, in turn, reinforced the value to lenders of covenants and
monitoring.

The business of banking, and the role of banks as intermediaries, began
to change in the 1970s and 1980s, driven by increasing bank and mon-bank
competition, product and other innovatiom in the marketplace, and
changes in financial regulation. New capital requirements, introduced in
the late 1980s, were intended to provide banks with a cushion against the
risk of loan loss, the possibility of a bank run, and, in light of the bhanks’
systemic importance, the resulting harm to the real economy.

1% See JouN B. CAOUETTE ET AL., MANAGING CrEDIT Risk: THE NExT GREAT FINANCIAL
CHALLENGE 65 (1998) (noting that banks tradiitionally evaluated only the risk associated with
individual loans and were not concerned with selling loans to diversify their exposure at the
portfolio level); Edward 1. Altman, Corpareite Borg! and Commezeidh! Loam Porifilito Analysis
I (Wharton Fin. Inst, Cir., Working Paper No. 96-41, 11996) (noting that banks, apart from
measuring the credit risk related to individual loans, recognize the value of properly measuring
credit concunteation risks); Paul Glasserman, Probabllity Models of Credit Risk 1L (2000),
availkiBée at htip//iww2.g3b colinmibia eduiRRuiy st bessemean BE60 #47Pebb QTeedinstdf (Aot-
ing that inereasing eomplexity in measuring eredit risk has encouraged banks to measure eredit
fisk at the pertfelie level).[endofnote.]

18 See Amihud et al., supra note 104, at 466; Saul Levmore, Monitors and Freeriders in
Commeariid! and Corpenatee Settingss, 92 YALE L.J. 49, 56 (1982) (noting that banks have an
incentive to monitor borrowers, inrespective of free riding by other creditors); Gary Gorton &
George Pennacchi, Banks and Loam Sales: Maviatnigy Nor-markkiahble Assetss 1-3, 29 (Nat'l
Bureau of Econ. Research, Working Paper No. 3551, 1990) (examining the opening of Joan
sales markets during 1980s).[endofnote.]

17 See Black, supra note 111, at 329-30; Philip E. Strahan, Borrower Risk and the Price
antd Nempirice Terms of Bank Lemws FED. RESERVE BANK OF N.Y. RESEARCH PAPER SERIES,
STAFF REPORT NO. 90, 2-8 (1999), availliiiée at http:/issmmcomiathstneatt=192769 (finding that

banks adjust price and non-price terms to facilitate monitoring and limit loan losses).[endofnote.]

See LoweLL L. BRyaN, BREAKING UP THE BANK: RETHINKING AN INDUSTRY UNDER
SIEGE 22-28 (1988) (noting that banks, in an effort to compensate for losses caused by the
expansion of MMFs, adopted a variety of different tactics, including shedding unproductive
divisions and expanding into new product areas); KERRY COOPER & DONALD R. ERASER,
BANKING DEREGULATION AND THE NEw COMMETITION IN FINANCIAL SERVICES INDUSTRY 2-17
(1984) (outlining the commercial banks' decline in market share and the convergence in finan-
clal services that blurred the traditional distinction between depository and non-depository
finaneial institutions); Franklin Allen & Antheny M. Santomero, What Do Finanaad! In-
termpdiniiges D2, 25 J. BANKING & FIN. 271, 276-82 (2001) (explaining how the rise of
nenbank finaneial institutions and new finaneial produets eut inte the traditional types of ser-
viees offered by banks).[endofnote.]

119 See Allen N. Berger et al., The Transformation of the U.S. Banking Industry: What a
Long, Strangge Trip It's Beem, BROOKINGS PAPERS ON ECON. ACTIVITY, 1995, Issue 2, at 55,
68-70 (describing key product innovations, including swaps and certain types of futures, that
permiiied banks to enter into new lines of business).[endofnote.]

120 See CooPER & FRASER, supra note 118, at 195-217; Rosert E. LitAN, WHAT SHOULD
BANKS DO? 33-59 (1987); Berger et al., supraz note 119, at 127 (attributing the dramatic
change in the banking industry during the 1970s and 1980s to the “extraordinary number of
major regulatory changes that occwrred during this period™); sze alse Richardson et al., sypra
note 10, at 182.[endofnote.]

121 See Joint ForRUM, Risk MANAGEMENT, supra note 103, at 10-11, 31, 34-38 (identify-
ing the key elements informing the supervisory efforts made by regulators over banks); Frank-
lin Allen & Richard Herring, Banking: Reguhiiton versus Secuntiiées Maviatr Regulbticon 4-7
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requir€heaets,e hoiementssoo mader itabsore adpein siver dorxpankisy to foeriamike to continue
the lending business as they had before. In addition, competing products
(such as MMFs) offered attractive alternatives to bank deposits, so that
banks could no longer count on depositors to cushion against loan losses.
Banks therefore began to consider new businesses such as trading for their
own account and selling new products and services. These new lines of busi-
ness were not only more profitable than lending but were also not subject to
the same levels of credit risk. In addition, banks began to reassess the
lending business—wiith many turning to a defensive, portfolio-based strat-
egy in order to minimize overall credit costs.

New technologies also helped banks optimize their loan portfolios.

(Wharton Ein. Inst. Ctr., Working Paper No. 01-29, 2001), avsilkthde ar ppi/kowwledge. whar-
ton.upenn.edu/papers/1174.pdf (noting that the focus of banking regulation, in light of the
harm caused by the Great Depression, is to avoid financial crises through the elimimation or
control of systemic risk); Stephen Morris & Hyun Song Shin, Fineméali! Regutbdidon in a Sys-
tem Ciowesext, BROOKINGS PAPERS ON Econ. Acmiwity, Fall 2008, at 229, 230, 234-35 (explain-
ing the mechanics of a bank run and demonstrating that actions taken by firms to shore-up
their own pesitions to avoid runs may weaken financial market stability).[endofnote.]
122 §ee Charles K. Whitehead, What's Your Sign?—International Norms, Signals, and [note:
Compibiunce, 27 MICH. J. INT. L. 695, 721-25 (2006) (describing implementation of the Basel
Accord on bank regulatory capital); Charles Smithson et al,, Resultes fiorm the 2002 Suviey of
Credllr Poviffitio Menaggarsen! Practitess 5 (2002) (noting that regulatory capital was a primary
motivation to transfer loans), availatide at Hitpn//ivwwisdadies.orgic_and_a/ipdii/2002-cpm-
survey.pdf.[endofnote.]
123 Robert DeYoung & William C. Hunter, Deregulation, the Internet, and the Competitive [note:
Viabilityy of Lavyee Bamidss and Commmitity Banks, in THE FUTURE oF BANKING 173, 178-79
(Benton E. Gup ed., 2003) (describing the effect of information technology innovation on the
financiall markets); Arthur E. Wilmarth, Jr., The Tramtfrmatioion of the U.S. Finamoiid! Sgewmioes
Indhetryy, 1975-20000: Comprtiition, ComsaMdddomn, and Inemegedd Risdss, 2002 U, 111. L. Rev,
215, 239-42 (2002) (describing the structure and evolution of MMFs, their comparative ad-
vantages over traditional bank deposits, and congressiomal attempts to put banks on an equal
competitive footing with MMFs); see also supru notes 82-88 and accompanying text.[endofnote.]
124 Allen & Santomero, supra note 118, at 279-81 (noting that banks now derive more [ote:
than half their income from fee-producing and trading activities, whereas they had waditiionally
relied on interest rate spreads for roughly eighty percemt of their income).[endofnote.]
123 See Allen & Gale, supra note 83, at 538-41; Berger et al., supra note 119, at 68—69, [rote:
80-83; Allen & Santomero, supras note 118, at 288, 290-91. Actively managing portfolio risk
was, at the time, principally limited to equities, with credit risk instead being transferred
through traditional (and more costly) instruments like financial guarantees and credit insur-
ance. A liquid market to buy and sell credit risk, as well as the creation of a measure of default
risk and correlation across loans, was necessary in order for portfolio risk management to be
extended o debt. Sew CAOUETTE T AL, supren note LIS, at 231-42, 267-72; Paul Bennett,
Appiyiag Powifdito Theany i Gloall Bamk Lendligg, 8 J. BANKING & FIN. 153, 156-57 (1984)
(neting that the measurement of co-variances agross different borrowers is key for efficient
porifelie eensiFuetion).[endofnote.]
126 By 2002, a credit portfolio model developed by quantitative risk management firm [note:
KMV, LLC (KMV) had become the most widely used in the banking industry. See 200 Hall
of Famge,  derivativesstrategy.coddom (Mar. 2000), Hitpnifivww: dienivativessimategy.com/maga
Zine/ayciiivg/2000/0300feal.asp (explaining that KMV provides default probabilities, with
windows ranging from one to five years. for over 20.000 companies around the world). The
KMV roedel is deseribed in Stephen Kealhofer & Jeffrey R. Bohn, Powtifdido Managgemien: of
Defaidtr Risk, KMV (May 2001), availkibde at Htps/demmiocodyskmv.com/research/
whitepaperPonitisliio_Management_of_Default_Risk pdf. Other methoeds have also been devel-



Banks could more actively buy and sell loans and other credit instruments in

order to better manage their credit exposure. Banks also became less inter-
ested in holding loans to maturity in light of the ability to enhance returns by
selling loan interests to others. The resullt was a shift in the lending busi-
ness. Syndicated loans and secondary loan trading, spurred by the lever-
aged buyout wave that began in the mid-1980s, grew both in aggregate
size and total number of investors.

oped to measure a loan portfiolio's risk and return characteristics. See CAQUETTE ET AL-, ssypra
note 115, at 285-99[endofnote.]

127 See GLLANTZ, supra note 27, at 423-49; CAQUETTE ET AL., supra note 115, at 4; Ben-
nett, supneq note 125, at 156-59 (noting that, for modern portfolio theory to be effective, banks
must be able to measure the riskiness of the individual assets comprising a particular
portfolio).[endofnote.]

128 See JAMES L. PIERCE, THE FUTURE 0 - BANKING 83 (1991) (noting that banks, by lever-
aging expertise, technological efficiencies, and informational advantages, have been able to
offer additional financial services that compete with mutual funds); David T. Llewellyn, Bpnk-
ing in the 213 Ceritwyy: The Trensiforaiitiion of an Fdlssyy, in THE FUTURE OF ThHE FINANCIAL
SYSTEM 141, 164, 169 (Malcom Edey ed.. 1996) (describing pressures on banking due to

structural and operational change); Allen & Santomero, swpea note 118, at 280~82[ENDOFNOTE.]

129 See CHARLES W. CALOMIRIS, U.S. BANK DEREGULATION IN HISTORICAL PERSPRCTIVE
341 (2000) (noting that banks, in response to changes in business model, began to concemtrate
less on the profitability of particular retail tramsactions or product lines and more on expanding
client relationships); Llewellyn, suprez note 128, at 169-70; Patrick Botton & Xavier Freixas,
Equityy, Bontds, and! Bamik Detdtr: Cagifed! Smueturere andl Firantidu! Mankket Equitfobinm Unnder
Asyrmnigreic Inffonateion, 108 J. POL., ECON. 324, 326-27 (2000) (deseribing the banks® motiva-
tion to securitizes loans); Harvey R. Miller, Chagieer 11 In Trenssiaon — Fiem Bewm to Buglr and
Inw the Furee, 81 AM. BANKR. LJ. 375, 379 (2007) (describing a shift in bank holdings,

comprising over seventy percent of loans in 1995 to below thirteen percent by 2007).[endofnote.]

130 In a syndicated loan, one or more “lead banks™ negotiate the terms of the loan with the
borrower and sell portions to others at the time of origination. Sex Glenn Yago & Donald
McCarthy, The U.S. Lewwegged Loam Makker: A Pviineer. MILIKEN INST. 14-22 (Oct. 2004),
htup:/eww. milkeninstitute.org/pdf/loan_primer_1004pdf (providing a general history of the
syndicated loan market). Interests in a loan, whethex or not it is syndicated. can also be sold in
the secondary market, although secondary trading Is dominated by loans to riskier borrowers
and non-bank investors. See William H. Widen, Lored of the Lieiss: Towareds Grealeer Efttcioney
in Seetiped Synilicelerbd Lenitiag, 25 CARBOZO L. REV. 1577, 1585-90 (2004) (explaining how
growih of thie syhdieated loaR market led to the ereanion of new syndieated lean struckurss);
Yage & MeCarthy, supas, at 23-28, 35-37 (decurenting the grewih in the transferenee of
leans from the prifmary t8 the seeemdary market and in the trading of syRaicated laans frem the
1980 re_zmjmi Steven Drueker & Manju Puri, On Lorih Saless, Lorin CoMIAENg, andl Llong:
ing RelriiepsyRips | (FDIC Cif. for Researeh. Werking Paper Ne. WP 2007-04. Mar. 2007)
(ﬂétlﬂ? that U.S. Banks in 2005 raised ever 81.5 {rillien through the use of 18an syndications).
Bank lenders, therefere, ean transfer I6ans at the time of Brigination, as well as sell all er part
of a 1ean at a later date. A deseriptien of the syndieated 18aR market, and hew it differs from
the secominry trading market, ean be found jn ARir Sufi, IRIPALRLR ASPHEY -y 8981 FRINERE:
IRg AWPRAYDALYs: EVRRBRE e PO SYPREIEEa EORMNs, 62 4. FIN: 629, 633-34 @8@% (ceniend:-
iRg that the ?HHE!B%'I differénces Beiween the syndicaied lean market and the secendary
trading market relate i8 the Rature 8f the relationship beiwesn the parties and the quality of e
Hnderlying 1aans)endofnote ]

13V A description of the growth of the leveraged loan market appears in Robert P. Bartlett
111, Telkiing Finamee Sevidvalsly: How Dty Fiaminigg Disttotys Bidiiligg Ourommees in COppaoiate
Tatkazveess, 76 FORDHAM L. REV. 1975, 2011-20 (2008) (noting that the need for banks to help
their customers finance leveraged buyouts during the mid-1980s led to an explosion in the
syndicated loan market).[endofnote.]

132 The market for syndicated loans grew from $137 million in 1987 to over $1 trillion in
2007. Sufi, sugrea note 130, at 629. Loan trading also grew, from $8 billion in 1991 to $176.3
billion in 2005. See Drucker & Puri, sugreu note 130, at L[endofnote.]
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The new liquidity enabled banks to

minimize credit costs by diversifying their exposure across a range of hor-
rowers. Likewise, banks that participated in the loan market could held
less capital against riskier loans, which, in turn, produced more profitable
loan portfolios.

Investing in a loan, however, requires the buyer to invest working capi-
tal. Consequenmtly, a credit derivatives market also developed, partly to
permit lenders to transfer credit risk without requiring the buyer to make a
working capital commitment. The result was to open up the private credit
market to new participants—particularly hedge funds.

133 Investors now include pension funds, hedge funds. insurance companies. specialty fi-
nance companies, and foreign institutions. See Joseph G. Haubrich & James B. Thomson, The
Esviing Loxaon Satbes Marcker, ECON. COMMENTARY, FED. RESERVE BANK of CLEVELAND 3
(July 15, 1993), hitp//kwww.clevelandfed.org/research/commentary/1993/07s5 piff[endofnote.]

134 Greater liquidity, for example, resulted in increased diversification among leveraged
loan investors. U.S. banks held only seven percent of the underwritten loans, compared with
thirty percent or more in the mid-1990s. Institutional investors, in turn, held seventy-five per-
cent of the loans, compared with only sixteen percemt in 1995. See The Risk of Leverrnged
Loanss is Repwyieelily Growidgg, N.Y. TWMES.COM, June 12, 2007, htpo/fivevmn st imees cam/2007/
06/12/business/woridbusiness/12ihit-risks.1.6108944dMmil (quoting a Goldman Sachs Group
research report that found institutional investors to have replaced banks in certain types of
leveraged:-loan deals); se¢ alse Serena Ng & Henry Sender, Easy Mensy: Beyonld Biyout
Suigee, A Dettir Mainekr Boomss, WALL ST. J., June 26, 2007, at Al (reporting that the increased
liguidity previded by eollateralized lean obligations helped fuel a record number of corporate
Buyeuts).[endofnote.]

13% See A. Sinan Cebenoyan & Philip E. Strahan, Risk Management, Capital Structure and
Lewiling at Bamidss, 28 J. BANKING & FIN. 19, 38 (2004) (attributing the increased profitability
of banks participating in the secondary market to their ability to operate with less capital and
engage in risky lending, in each case through the purchase and sale of loans).endofnote.]

¢ The global credit derivatives market was estimated to be $180 billion (notional
amount) in 1996. Ross Barrett & John Ewan, B4 Credlir Devieawives Repartt 208 5, BRITISH
BANKERS' ASSOC. (2006), www.ibba.org.uk/download/6158. By the end of 2007, an estimated
$45 million in notional amount of CDS were traded (up from $632 billion in 2001). David
Mengle, Cireiitir Danintivéves: Am Oueericiew, FED. RESERVE BANK OF ATLANTA: ECON. REv. 7
(4th Quarter, 2007), www firbatlanta.orgffiilelegacydocs/erqd07_mengke pdif; see alsw Gretchen
Morgenson, Firstr Comass the Swamp. Them Irss the Knisess,, N.Y. TIMES, June L, 2008, at BUL
(reporting that, in 2008, the nominal value of outstanding CDS stood at $62 trillion compared
to $900 billion in 2000). A description of credit derivative instruments appears in GLANTZ,
suprez note 27, at 531-49; Masters & Bryson, sugrea note 27, at 43-83.[endofnote.]

137 See CAOUEITE ET AL., supra note 115, at 311-12; GLANTZ, supra note 27, at 532;
Angus Duncan, Loamenhly Credlir Deffutls Swapss: The Mamth to Liguidtiyy, COM. LENDING
REV., Sept.~Oct. 2006, at 19, 20 (noting that CDS, because they are functionally a hedge
against default, can be used by banks to limit or reduce capital requirements); Bernadette
Minton et al., How Mueth Do Bavidss Use Credlis Deviirasitiees to Redliose Risd? 35 ). FIN. SER-
VICES RESEARCH I, 7 (2009) (finding that the banks most likely to employ credit risk protec-
tion were large banks controlling a high concemaration of overall bank assets); see alse Hamish
Risk. Loam CredlisCDigfuliul: Swagss Sungee as Hedbge Funmits Hungger ffosr Yield, BLOOMBERG (Aug.
22, 2006) hupyiwwwibloombérgrgom/appsinews?pid <2060 D083 &sid s-adffy BGwW3I7TFw&re
fer=home (noting that * whiseh investors can't get the loans, they're increasingly using credit-
default swapg™).[endofnote.]

138 See U.S. Gov - ACCOUNTABILITY OFFICE, GAO-07-716, CREDIT DERIVATIVES: CON-
FIRMATION BAtkioGs INCREASED DEALERS’ OnmmamonaL Risks, BUT WERE SUCCESSFULLY
ADDRESSED AFTER JOINT REGULATORY AcTion 6 n.8 (2007) (citing a British Bankers™ Associa-
tion report that the “top five end-users of credit derivatives are banks and broker-dealers
(forty-four percent), hedge funds (thirty-two percent), insurers (seventeen percent), pension
funds (four percent), and mutual funds (three percent)”); Risk, supmu note 137; Daniel Fisher,
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using AlD&amdtamk, aoinlgiCiy, andased] callildr upoatibsedf alborrewortsoaredit borrower's credit

risk—mamaging its credit exposure, diversifying its portfolio, and mini-
mizing regulatory capital, while also maintaining the client relationship.
Since the credit derivatives market is largely private, it is unclear how often
lenders use derivatives to hedge credit risk. Total volumes, however, contin-
ued to grow through 2008, with indications that their use to diversify credit
risk is becoming more common. Moreover, Bank of America estimated
that, in 2006, approximately thirteen percent of the CDS market—equal to
$3.2 trillion in notional amount—imvolwed the net transfer of credit risk
away from banks’ loan portfolios. For banks, the benefits have been sub-
stantial

A Dangeeouss Gamee, FORBES, Oct. 16, 2006, at 40 (citing a Greenwich Associiates analysis that
fifty-eight percent of CDS are traded by hedge funds); Janet Morrisscy, Crediir Defauilr Ssweps:
The Near Crisie??, TIME, Mar. 17, 2008 (noting that an original CDS can be traded fifteen or
twenty times).[endofnote.]

139 See Mengle, supra note 136, at 15-17 (describing the hedging mechanics of CDS and
the development of more sophisticated and flexible hedging stratizgies); Minton et al., swypra
note 137, at 3-4, 10-11 (explaining that banks that focus on extending loans to commercial
and industrial borrowers are more likely to purchase credit risk protection to hedge against
borrower default).[endofnote.]

19 CAOUETTE ET AL, supra note 115, at 311-12; GL.ANTZ, supra note 27, at 532; Minton
et al., supna: note 137, at 25.[endofnote.]

See Robert F. Schwartz, Risk Distribution in the Capital Markets: Credit Default
Swass, Insuranee and a Theenyy of Denarcatiion, 12 FORDHAM ). CORP. & FIN. L. 167, 175
(2007) (describing the function and use of CDS); Duncan, supna: note 137, at 19-20 (explain-
ing the recent development of the loan-only CDS and how it differs from a standard CDS). The
market also grew as a result of wading, unrelated to hedging, by banks and other imstitutions
for their own accounts and for clients. Sez Darrell Duffie, Inmovatigons in Creditr Risk Transer:
Implitedon s ifor. Firantiéh! Svaibiiliyy 4-5 (Bank for Int"1 Settlements, Working Paper No. 255,
July 2008) (noting that, from 2001 through 2006, the majority of CDS executed by banks were
on behalf of clients who used CDS as a form of investment).[endofnote.]

4 The importance 1o a client relationship of holding a loan, even if the credit risk is
transferred, was illustrated in the WorldCom securities litigation. There, J.P. Morgan sought to
decrease its exposure to WorldCom by entering into CDS without WorldCom becoming aware
it had transferred the risk. See In Re WorldCom, Inc. Sees. Litig., 346 F. Supp. 2d 628, 651-52
(S.D.N.Y. 2004).[endofnote.]

143 See Viral V. Acharya & Timothy C. Johnson, Insider Trading in Credit Derivatives, 84
J. FIN. ECON. 110, 111 (2007) (suggesting that credit derivatives have been “the most signifi-
cant and successful financial innovation of the last decade,” permitting banks and other finan-
cial institutions to withstand high levels of corporate default during 2000-2004); Frank
Partnoy & David A. Skeel, Jr., The Pramiice and! Pevilts of Creditr Deriisativess, 75 U. CIN. L
REV. 1019, 1034 (2007) (discussing the growth in size and scope of the CDS market, particu-
larly for many of the largest corporations). Henry T.C. Hu & Beenard Black, Deilts, Equilyy, and
Hybiidd Decoypiisy: Govwnapaee and Sysiamidc Ridk Implitakidons, 14 EUR. FIN. MGMT. 663,
682-83 (2008) (noting that the growth of the CDS market has caused conflicts for cerialn
creditors who also hold CDS agalnst their borrewers, as it may be more profitable for them if
the borrower defaults); Duffie, supieu note 141, at 4-3 (noting that, by 2006, the CDS market
had an outstanding notienal amount of $25 trillion); Debiwire, Newm Ammritean Disressed
Doty Meiicér Qv 2008 15 (2008), B Mwon dbiwie comviibratymaksev e hinaib=
1083 (finding, in a pell of 101 different hedge fuRd managers, proprietary trading desks, and
gther assei managers, that CDS use was the mest prevalent hedging siraiegy).[endofnote]

144 See Duffie, supra note 141, at 4-35.

45 Those benefits are described in more detail in Allen N. Berger & Gregory F. Udell,
Secwitriatioion, Risk, and the Liguicfiyy Proiflbom, in STRUCTURAL CHANGE IN BANKING 227,
238-46 (Michael Klausner & Lawrence J. White eds., 1993) (surveying theories that relate o
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—enabling them to manage and diversify credit risk at lower cost

than before. Borrowers have benefited as well. A portion of the gains can
be passed on, for example, through increased lending limits or lower interest
rates, resulting in an overall decline in a borrower's real cost of capital.

The result is that banks can now rely on new instruments, such as CDS,
to diversify and transfer credit risk. New market entrants can invest in the
credit risk of a bank's loan portfolio without extending loans themselves and,
having transferred the credit risk, the originator no longer has a direct inter-
est in monitoring the borrowers or managing the transferred exposure. In
effect, with CDS, banks can now outsource the management of credit risk to
someone else. The Bank of America data indicate that, after banks and se-
curities firms, hedge funds are the second largest group of participants in the
CDS market. Thus, by investing in CDS, hedge funds can assume a core
function of intermediation—the managememt of credit risk—but without the
regulatiom or informational access that characterized such managememt by
banks in the past.

Banks and hedge funds, therefore, are somewhat tied at the hip. Banks
can transfer credit risk, and hedge funds can assist in managing it. Disloca-

the benefits of securitization and the reasons why lenders securitize loans); George Pennacchi,
Loam Salkes andl the Cost of Bamik Capiiat/, 43 ). FIN. 375, 375-76 (1988) (noting that some of
the benefits afforded by loan sales or securitizations include lower cost financing and im-
proved risk management).[endofnote.]

146 See Katerina Simons, Why Do Banks Syndicate Loans?, New ENnGl.AND EcoN. REv.,
Jan.-Feb. 1993, at 45, 45-47 (noting that loan syndications, and other forms of secondary
intermediation, permit banks to reduce exposure to individual borrowers and reduce unwanted
risk concemtrations); Rebecca S. Demsetz, Bamk Loam Salkss: A New Loak at the Mdnnaiions
for Seeovatury Meakkter Acwiyry 22~23, FED. RESERVE BANK OF N.Y. RESEARCH PAPER SERIES,
STAFF REPORT NO. 69 (Mar. 1999), availbbide ar hagn/imww.newyorkfed.org/research/
staff_reports/sr69.pdf (noting that loan syndications and other credit risk tramsfers permit
banks to diversify their heldings whieh, in turn, allows banks to realize benefits—including
inereased profitability=not available to less diversified banks).[endofnote.]

147 See A. Burak G ner, Loan Sales and the Cost of Corporate Borrowing, 19 Rrv. FiN.
STub. 687, 713 (2006) (finding that corporate loans that are originated for sale have lower
yields than traditional corporate loans because loans intended for sale have a lower cost of
funding for banks than traditional loans); Pennacchi, supnez note 145, at 375-76 (suggesting
that the reduced finance and capital costs that banks can realize through loan sales permit them
to lend to a greater number of borrowers, including riskier borrowers).[endofnote.]

148 See Duffie, supra note 141, at 5; see also Benedikt Goderis et al., Bank Behaviour with
Acassss to Credlir Risk Transffer Mandetss 9 n.1 (Bank of Finland Research Discussion Papers,
Paper No. 4/2007) (2007), availhbbde ar Hutpn// v tiof fiINR/idbor hress SEIEEC28-819B -
4AT72-877TA-0926F00563IDI 10000704ttt (noting that European banks are much more ac-
tive than their U.S. counterparts in use of the CDS markets).[endofnote.]

See Duffie, supra note 141, at 5; see also supra note 138 and accompanying text.

1*0 Hedge funds, like banks, can manage that risk through diversification, see supra notes
134, 140 and accompanying text, but may also choose to speculate on whether a referenced
entity’s credit quality will improve or decline. A discussion of the risks of speculation and the
systemic issues surrounding credit derivatives is included in Partnoy & Skeel, supna: note 143,
at 1032-50.[endofnote.]

! 1 Bank-hedge fund relationships may become increasingly concentrated as hedge funds
continue ¢o restructure and consolidate. See Matteo Tonello & Stephen Rabimov, The 2810
Instiiniréoak! Investrieeht Repastr 49-50 (The Conference Board, Research Report R-1468-10-
RR), aveilkibde at Hipr/paperssroonistl3fippeesefifiidbiistcacidid+ T0TF R&dtownloadi=
yes (describing the losses—and resulting consollidation—iim the hedge fund industry following
the financial criisis) Jendofnote.]
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tion in one industry is likely to create problems in the other, with aggre-
gate bank returns to date appearing to have had a more significant impact on
hedge funds than vice versa. Part of the effect may have been due to banks
(prior to the Volcker Rule) engaging in proprietary trading that competed
with hedge funds. Another part may have resulted from banks providing
fee-based services to hedge funds that declined when the hedge fund indus-
try slowed. This Article illustrates a third linkage betweem the two—
through the ability of banks to transfer credit risk to hedge fund managers,
which can then trade and diversify that risk among other market participants.
Doing so has enabled banks to pursue a traditional banking function—
namely, the extensiom of loans—at lower cost. Yet, as a result of its reli-
ance on CDS, a downturm in the hedge fund industry may affect a bank’s
ability to extend new loans, resulting in a decline in available credit or an
increase in the cost of capital. Stated differently, even though a principal
goal of the Volcker Rule is to return banks to traditional banking, the in-
creased risk-taking resulting from the transfer of proprietary trading to hedge
funds may still affect a bank’s ability to extend credit.

There is, in fact, a real risk of an industry-wide slowdown among hedge
funds. Recent evidence suggests that, under some circumstances, hedge
funds may perform in the same way, irrespective of managemenmt style, caus-
ing an overall decline in hedge fund performance at the same time. Specifi-
cally, if there is a reduction in funding—for exammple, due to creditor
concerns over the value of assets that hedge funds post as culldedraial—
managers may be forced to reduce leverage and, in turn, trade fewer assets,
resulting in a decline in liquidity. That decline can cause funding to drop
even further, creating a downward spiral across the industry that affects most
managers in the same way. Greater coordinatiom among hedge funds can,

152 See Nicholas Chan et al., Systemic Risk and Hedge Funds, in Risks oF FINANCIAL
INSTITUTIONS, sugrea note 103, at 235, 318, 326.[ENDOFNOTE.]

153 See Monica Billio et al., Econometric Meusures of Systemic Risk in the Finance and
Inssemee Seetnyss 3 (Nat'l Bureau of Econ. Research, Working Paper No. 16223, July 2010),
aveiibihde at http://ww .nber.org/papensiwl 6223 (noting that financial innovation, like securi-
tization, and the emergence of new business relationships between banks and hedge funds have
resulted in a closer interrelationship between them).[endofnote.]

'3 See Chan et al., supra note 152, at 90; Billio et al., supra note 153, at 3.

155 See Chan et al., supra note 152, at 90.

136 See supra notes 145-47 and accompanying text.

157 See supra notes 12-17 and accompanying text.

158 See Tomas Garbaravicius & Frank Dierick, Hedge Funds and Their Implications for
Finaniéd! Staitiltiyy 43-45 (Eur. Cent. Bank Occasiomal Paper Series, Paper No. 34, Aug. 2005),
aveilkihde at http/iwww.ecb.int/pub/pdfiscpops/ecbopd4t jpdf (noting that hedge funds, due to
their high levels of leverage, can quickly suffer sigmificamt losses and the lack of liquidity
buffers often results in their being forced to liquidate positions, further increasing market
volatility).[endofnote.]

159 See Boyson et al., supra note 25, at 1814—15.
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in turn, amplify any dowmturn in performance, as traders jointly react to the
decline in asset prices.

Financial regulation helps police the amoumt of risk that a hank can
incur, as well as how that risk is managed. When outsourced to a less-regu-
lated entity, however, the bank must rely on its own protections to ensure
proper managermentt. Doing so may be difficult. Chief among the concems is
the risk of opportunism—ithe possibility that the vendor will shirk on prod-
ucts or services it provides once the outsoutcing relationship has been fiked.
Firms typically protect thermselves through contractuall devices that align the
vender's Interests with their own or preserve their right of exit, as well as
through elese monitoring. Unlike most outsourcing, howewer, the bank
may not know who is ultimately performing the outsourced function—in
this case, managing the transferred risk. In fact, due to the sale and resale of
CDS, the risk is most likely shared amomg a group of investors, making
individual monitoring largely unfeasible.

To be sure, the Dodd-Framk Act expanded hedge fund regulatiom by,
among other things, eliminating the private adviser exemyptiom from the In-
vestment Advisers Act of 1940 and, with certain exceptions, requiring pri-
vate fund advisers to register with the Securities and Exchange Commission
(SEC). As a practical matter, however, the new requirements are likely to
do little to affect the hedge fund industry, since many of the largest advisers
were already SEC-registered. Moreowver, based on current resources, the

160 See Whitehead, supra note 26 at 346-5t; see also Jenny Strasburg & Susan Pulliam,
Hedye Fumify’ Pack Bettavidor Magniffies Swinggs in Manketr Fumdfs, WAL ST. )., Jan. 14, 2011,
at Al (noting the increased tendency of hedge funds to adopt similar trading strasegies, ampli-
fying market swings).[endofnote.]

11 See George S. Geis, Business Outsourcing and the Agency Cost Problem, 82 NOTRE
DAME L. REV. 955, 982-1002 (2007) (analyzing techniques to comtrol agency costs in
outsourcing).[endofnote.]

162 For example, at the time of its bankrupicy, there were approximately 72 billion in
notional amount of CDS tied to Lehman Brothers, with estimates of up to $400 billion in total
notional amount linked to it. On a net basis, howewer, only $5.2 billion was ultimately paid
out. Part of the difference reflected trading among market participants, with offsetting trades
shrinking the amount of actual risk that was covered by outstanding swaps. See Gordon Piatt,
Crediir Defaulls Swapss MaWeér Outtrmdifipy s Shiivkk a3 Deallyss Tear Up OffSaitiing A Aareemesnts,
GLOBAL FiN., Dec. 2008, at 68, 70.[endofnote.]

163 See Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No.
111-203, § 403, 24 Stat. 1376 (2010) (Dodd-Frank Act); see alsa Exenprooss for Adivisess to
Venture Capited! Fundfs, Privatee Fud! Adiissess With Less Tham $I50 Millioon in Asstss Under
Mamaggement, and! Fordign Priuatee Adiiterss, Investment Advisers Act Release No. 1A-3111
(Nov. 19, 2010), 75 Fed. Reg. 77,190 (Dec. 10, 2010); Rudkss Impibmeating g Ameenihaetsss to the
Invesimeoit Advitsess Aclr of 1940, Investment Advisers Act Release No. 1A-3110 (Now. 19,
2010), 75 Fed. Reg. 77,052 (Dec. 10, 2010).[endofnote.]

16 About seventy percent of hedge fund assets were managed by advisers that had volun-
tarily registered with the SEC. Sew Afferr Dodiging Mamy Bullktss, Hedlge Fumdés Are Barkk in
Regulatows's Sighitss, KNOWLEDGE@WHARTON (Mar. 18, 2009) ttp//Kawwliedge. wharton.upenn.
edw/anitdcfim®aticdtad=2183 (noting that many hedge funds were willing to voluntarily reg-
ister with the SEC in order to attract institutional investor funds).[endofnote.]
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SEC estimates it will not he able to audit a registered investment adviser
more than once every eleven years.

The Act also does little to directly address the outsourcing of a tradi-
tional bank function. Information the SEC gathers can be provided to the
ESOC in order to assist efforts to assess systemic risk. The principal regu-
lator, however, remains the SEC, with a rules-based (rather than prudential)
approach to overseeing the industry. The ESOC, with a vote of seven of its
ten members, can impose additional Federal Reserve regulation on systemi-
cally important non-bank financial ffirms. Although hedge fund advisers
can qualify, the principal focus appears to be on individual firms that arc
“too big"” or “too interconnected” to fail—a group that may include hedge
fund advisers, but is less likely to reflect the industry-to-industry relationship
between hedge funds and banks described in this Article.

Nevertheless, the ESOC is also charged with identifying risks to U.S.
finanganl stability arising from activities in or outside the fimancizl mar-
kets. As part of its mandate, the FSOC must “identify gaps in regulation
that could pose risks to” U.S. financial stability, as well as make recom-
mendations to primary regulators to “apply new or heightened standards and
safeguards for financial activities or practices that could create or increase
risks” among financial firms and markets. Both provisions authorize the
ESOC to assess the relationship between banks and hedge funds, imcluding
the potential impact of the Volcker Rule on risk-taking by hedge funds and
the consequences for bank lending. As discussed in the next Part, that gen-
eral authority, as well as the FSOC Study, suggests an approach to imple-
menting the Volcker Rule that may help take account of changing financial
markets.

165 See SECs. ExcH. COMM'N, STUDY ON ENHANCING INVESTMENT ADVISER EXAMINA-
TIONS 14 (Jan. 2011), httpi/iwmw.sec.gov/news/studies/20111 A ndsuedy fived] paf (study of ex-
amination and enforcememt resources for investment advisers required by Dodd-Frank Act sec.
914).[endofnote.]

16 Section 404 of the Dodd-Frank Act directs the SEC to require private fund advisers to
maintain records and file reports, including information necessary for the FSOC to assess
systemic risk. See Dodd-Frank Act § 404; see alsey Repunthigg by Imwestean: Adiiésess to Pri-
vate Fundls and Cerniim Commediliry Poall Openatopss and! Commnsdliry Tradintg Adlisswss on
Form PF, Investment Advisers Act Release No. 1A-3145 (Jan. 26, 2011), 76 Fed. Reg. 8,068
(Feb. 11, 2011), aveilkbdde at http//hww.sec.goviicules/proposed/200 1/ia-3148 gt [endofnote. ]

'$7 See Coffee & Sale. supra note 78, at 77679 (noting that the SEC’s focus on rules-
based regulation leaves it ill-suited to adapt to changes in the financial markets).[endofnote.]

See supra note 5 and accompanying lext.
ee 76 Fed. Reg. 7,731, supra note 5, at 7,734-35.

170 See Rebecca Christie & lan Katz, Hedge Funds May Pose Systemic Risk in Crisis, U.S.
Repurtt Says, BLOOMBERG, Feb. 17, 2011, Hitp//wwewbidbomitiempgcomd eams/2011-02-17/
hedge-funds-may-pose-sysstmiic risdkimerissistussroppottssapsttiond] (describing a confidential,
draft FSOC report that considers including certain hedge funds under Federal Reserve
oversight).[endofnote.]

7! Dodd-Frank Act §§ 111, 112, (to be codified at 12 U.S.C. § 5321, 5322).

172 1d. § 112(a)(2)(G) (1o be codified a 12 U.S.C. § 5322(a)(2)(G)).

173 1d. § 112(a)(2)(K) (10 be at 12 U.S.C. § 5322(a)(2)(K)).
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V. IMPLEMENTING THE YOLCKER RULE

As the FSOC Study acknowledges, regulators who implement the
Volcker Rule have a narrow tightrope to walk. Among the issues to be
addressed, first, they must draw a line between permitted activities and pro-
prietary trading. Too narrow a definition of proprietary trading will undercut
the Volcker Rule, and too broad a definition may weaken the fiimanciadl mar-
kets. Second, in implementing the Rule, regulators must accoumt for dif-
ferences in assets and markets, as well as among banks and traders. The
FSOC Study, therefore, recommends a tailored approach to iimplementation,
relying on banks (subject to regulatory approval) to create their own compli-
ance programs and metrics. In order to minimize the risk of unfair advan-
tage, regulators must also be able to compare trading practices from firm to
fimm and across different business units. And third, the ESOC Study rec-
ommends that regulation adapt over time to a fluid and changing market-
place. Innovation can result in strategies that circumvemt the Volcker Rule,
but innovation can also be slowed, even when consistent with the Rule, if it
falls outside of whatever regulatory standards have been introduced.

Part of the difficulty springs from the rise of new market participants
and new means to manage and transfer capital and risk. No doubt, some
portion of the shift away from traditionall intermediaries has simply reflected
differences in regulation—a regulatory arbitrage, as new products and ser-
vices are created in order to minimize cost. Yet, arbitrage alone does not
fully explain the change. Many less-regulated firmes are able to manage risk
more efficiently than traditional intermediaries. Hedge funds, for example,
minimize agency costs through a governamce structure that helps them com-
pete effectively against others.

17 See supra notes 70-72 and accompanying text.
175 See supra notes 54-58 and accompanying text.
176 See supra notes 62, 67 and accompanying text.
77 See supra notes 59-61 and accompanying text.
178 See Partnoy, supra note 103, at 227-28.

Hedge funds are typically organized as limited partnerships and may employ provi-
sions that restrict managememt discretion or otherwise grant investors specific rights, including
the regular distribution of free cash flow to a fund's investors. Advisers also often invest their
own money in the funds they manage. Sex Larry E. Ribstein, Partmeestviip Geverramerce of
Lavgee Fivmss, 76 U. Chi. L. Rev. 289, 301-02 (2009) (noting that the hedge fund structure
closely aligns the interests of the fund manager with those of investors). In addition, a hedge
fund adviser's poor performance may result in liquidation of the fund or difficulty in raising
capital for successive funds. Sew Houman B. Shadab, The Law awd! Econumitics of Hriadge
Fundds: Fomnsidhl Innoaditon andl Invesieor Preieetinion, 6 BERKELEY BUS. L.J. 240, 262 (2009)
(noting that market discipline, coupled with the tendency of fund managers to invest in the
funds they manage, reduces agency costs). Hedge fund advisers also typleally charge perform-
anee fees for galns in fund performance. but are not required to rebate fees for losses. Public
fAutual fund advisers, by eomtrast, May only eharge performance fees where galns and losses
have a symmriric effect on compensation. See 15 U.S.C. § B0B-5(a)(1) (2008); 17 C.F.R.
§ 275.205-3 (2008); see also Reberi C. Niig, The Pronisee of Hedlife Fundl Govsranstie: HoW
Ineivee Comnseraipion eam EnRinee INSTIWaRAal INVRER6r MRMIGFe, B0 ALA. L. REV. 41,
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Moreover, the capital markets permit efficient risk-sharing among investors, who can transfer risks to entities that are

better able to manage them at lower cost, and so provide a less expensive
alternative to traditional imtermediaries. Accordingly, a change in regula-
tion—simply freezing the division among financial firms—is unlikely to
halt change in the financial markets.

This is, at its heart, the principal problem with the Volcker Rule. The
FSOC Study acknowledges the problem, but confines its focus (consistent
with the Volcker Rule) to the effect of market change on proprietary trad-
ing.  Yet, the same concern applies equally to introducing a static divide—
between proprietary trading and banking—uwsiitthim changing financial mar-
kets. As Justice William O. Douglas, writing about continuity in the law,
observed over sixty years ago:

The search for static security—im the law or elsewhere—is mis-
guided. The fact is that security can only be achieved through con-
stant change, through the wise discarding of old ideas that have
outlived their usefulness, and through the adapting of others to
current facts. There is only an illusion of safety in a Maginot Line.
Social forces like armies can sweep around a fixed position and
make it untenable. A position that can be shifted to meet such
forces and at least partly absorb them alone gives hope of
secufity.

The same can be said of the financial markets. Bank functions may now
be performed by non-bank entities—such as the outsourcing of credit risk
managemenmt to hedge funds. Financial risk may be bought and sold among
new market participants, some of whom may be subject to lower levels of
regulation than banks. What this suggests is that regulators must begin to
address the banking industry’'s exposure to market-based risks. Banking ac-
tivities may still be affected by proprietary trading—am end-run around the
Volcker Rule’s divide—but now through the banks’ reliance on risk out-
soureling to hedge funds and the hedge fund industry.

At the same time, because it focuses only on proprietary trading, there
are likely to be real limits on the Volcker Rule's ability to address problems
that led up to the fiimanciedl crisis. The Volcker Rule leaves open the banks’
ability to continue to pursue substantially riskier activities—includiing, for

70-77 (2008) (describing the role of the “carnied-interest” compensation scheme employed by
most hedge funds in reducing agency costs).[endofnote.]

See Peter A. Diamond, The Role of a Stock Market in a General Equilibrium Model
witth Tectinoibgige! Uncenteiityy, 57 AM. ECON. RRV. 759, 770 (1967) (noting that market
mechanisms, because of uncertainty and the possibility for rapid change, are more well-suited
to efficiently allocate resources than other nonmearket mechanisms); Gilson & Whitehead,
supra: note 93 at 243-47 (describing the capital markets” response to increasing demand for
risk mitigation instruments).[endofnote.]

181 See supra notes 71-73 and accompanying texl.
182 William Q. Douglas, Stare Decisis, 49 Cor.um. L. REv. 735, 735 (1949) (noting that
the respect for precedent must also take account of the “dynamic compoment of history”).[endofnote.]
See supra notes 151-60 and accompanying text.



example, the extension of subprime real estate loans. The Rule also fails to
cover longer-term commitments, which were reported to have been a signifi-
cant source of bank losses—perhaps more significant than losses from short-
term trading. In addition, in light of the difficulty in separating proprietary
from permitted activities, the Rule may be applied inconsistemtly from bank
to bank, potentially creating arbitrage opportunities that fail to minimize ac-
tual misk-taking. Finally, there is a risk the Rule will inadvertently block or
limit beneficial activities. The most notable concern is with market-making,
which may be restricted by an overly-broad definition of proprietary trad-
ing. Innovation, even if consistent with the Rule, may also be slowed if
there is a risk it will be perceived by regulators as violating a metric or
pattern of trading used to detect impermissible activities.

This argues, at least initially, for a narrow definition of proprietary trad-
ing. Consistent with the Volcker Rule, activities that are clearly proprietary
should be expressly identified and prohibited. Other activities should be
permitted, but subject to continued monitoring and supervision. Federal reg-
ulators may, in the interim, direct that certain of the permitted activities be
segregated from banks in separately capitalized entities as an additional pro-
tection against the impact of trading on bank stability. Over time, with
additional data—and a clearer picture of the impact of the new regulation—
regulators may then decide to restrict or prohibit additional trading. Some of
the adjustments may occur during the period leading up to the Rule’s initial
implementation. Others may take place after the Rule has become effective,
reflecting a greater need for data, over a longer period, to assess the impact
of the new requirements. Doing so gradually would also allow banks and
regulators to fine tunc the detailed meteics that are likely to be used in sepa-
rating proprietafy from permissible activities. In the meantime, regula-
tors—using the same metrics—could impose capital charges and other
quantitative limits that control the impact of those activities on the banking
industry, consistemt with the approach taken in regulating systemically iim-
portant non-bank financial ffinns. A reliance on capital charges and other
limits would also be more flexible, allowing regulators, on a step-by-step
basis, to assess the follow-on impact of the new restrictions they impose.
Hedge funds, for example, may grow more important as additional risk-tak-

184 See supra notes 9-10, 21 and accompanying text.
185 See supra note 43 and accompanying text,

18 See supra notes 44—46 and accompanying text.
187 See supra notes 54-57 and accompanying text.
188 See supra notes 59-61 and accompanying text.

The FSOC Study identifics activities that would clearly be prohibited under the
Volcker Act. See FSOC STUDY, supraz note 2, at 27-28.[endofnote.]

This approach would be consistent with the Swap Pushout Rule, which prohibits a
commercial bank from engaging in a swaps trading business, but permits it in bank affiliates.
See supra: note 12.[endofnote.]

91 See supra notes 62-70 and accompanying text.
192 See supra notes 5, 53 and accompanying text.
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[note:



ing becomes concentrated in a single industry. Making that assessmemnt over
time may be less disruptive than attempting to do so in parallel with the new
Volcker Rule requirements.

There remains an open question about hedge fund regulation. That issue
will need to be addressed, in light of the potential impact of hedge funds on
the financial markets, irrespective of how the Volcker Rule is iimplemented.
Hedge funds that engage in a credit-related business may become subject to
new rules under proposals to regulate the “shadow banking” system. Im-
plementing them, however, will require a different approach to regulating
hedge funds than the capital markets-based approach that has been adopted
to date. That does not necessarily suggest a need to regulate hedge funds
in the same way as banks. Different structures, and varying agency and other
costs, may make differences in regulation appropriate, even if the func-
tions are similar. In that respect, the Dodd-Frank Act authorizes the FSOC
to regulate new sources of market risk, which could include hedge funds that
expose banks to prohibited activities. Rather than a flat prohibition, how-
ever, the FSOC may consider more fluid regulation, like capital charges, that
reflect the potentiall systemic importance of hedge fund failure.

VI. CoNcLusION

The Volcker Rule, this Article has argued, fails to properly take account
of change in the financial markets. A principal goal of the Rule is to mini-
mize risky trading by banks—by prohibiting banking entities from engaging
in proprietary trading—and, therefore, to promote the provision of capital to
businesses and consumens. As a result of the Rule, however, many of those
trading activities have moved to the hedge fund industry. Propedy segre-
gated, transferring risk away from banks may limit the impaet of a downturn
in hedge fund performance. That fails, however, to take account of new rela-
tionships that have developed within fluid finaneial markets. Over the past

193 No doubt, there will be political pressure on federal regulators to implement the
Volcker Rule quickly and as comprehensively as possible. See Senators Call, suprea note 6.
Establishing procedures for implementing the Volcker Rule, including clear milestones, may
be one way to demomstrate the regulators’ comwmitremt to doing so. but without the potential
side-effects of the rushed introduction of new regulation that may be (oo broad or not broad
enough.[endofnote.]

1% See Carla Main, Shadow Banks, Dodd-Frank, UBS Notice: Compliance, BL.OOMBERG,
Feb. 7, 2011, hupp/tmwmnbiddomberegcormirens/2011-02-07/shadomn-bamking-dedd-frank-de
Jays-ubs-wells-notice-complzmee hitmil [endofnote. ]

193 See supra notes 163-70 and accompanying text.

See supra note 179 and accompanying text.

197 See CONGRESSIONAL OVERSIGHT PANEL, SPECIAL REPORT ON REGULATORY REFORM 29
(Jan. 2009), availkbbde ar Htppticoppsenamcegyon/discuments/cop-012900 regpont-regulatoryreform.
pdf (noting that “"“functional regulation can mean applying the same principles and not nec-
essarily producing identical regulatory outcomes”); see alsw Whitehead, Reffamingg, supra

note L6, at 41-43 (arguing that a strict function-only approach to regulation is inappropriate).[endofnote.]

198 See supra notes 171-73 and accompanying text.
199 See supra notes 5, 53 and accompanying text.
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thirty years, new market participants—iim many cases, hedge funds—have
begun to perform bank-like functions that permit banks to extend more
credit or do so at lower cost. By causing proprietary trading to move to the
hedge fund industry, banks continue to be exposed to the same niislks—per-
haps less directly than before, but now in an industry also subject to less
regulation.

More generally, the Volcker Rule reflects the problem of imposing a
static business model on modern financial markets. No doubt, the Volcker
Rule removes proprietary trading from entities with government-subsidized
funding. Less clear is whether an alternative method—one that reflects
change in the fiimanciell markets—would be more effective. Perhaps recog-
nizing the problem, the FSOC Study recomrmends that regulations imple-
fenting the Voleker Rule be dynamic and flexible. The problem, however,
is fore basie. If the regulatory coneern is with proprietary trading, the ques-
tien should net be whether banks are engafedd in proptietary trading, but
rather, whether banks and banking aetivities are expssdd io the risks of pro-
prietary trading. Today, the leeation of these risks extends beyend the bank-
ing industry, refleeting an evelving finaneial system and eRange iR whe 1§
eoRducting bank-like aetivities. By failing te {ake that eRange inte aceouAt,
the Veleker Rule petentialily resulis iR new and eestly regulation that if-
6?%_%%_%{% Fisk-taking ameng less-regulated entities But may still affect banking
aetivities.



Who's on First?
by Thomas Quaadman
Jan 11,2012

If the issues affecting the economy weren’t so serious, the regulatory implementation and concerns
surrounding the Volcker Rule would almost have the same

comic feel as Abbott & Costello’s famous basebsalll riff,

“Who"s on First.”

In light of the upcoming hearing, let’s give a quick recap of
where things stand.

The “Who" in this case involves the Federal Reserve,

Securities and Exchange Commission, Office of the

Comptroller of the Currency and the Federal Deposit Insurance

Corporation, which each issued their portion of the proposed

Volcker Rule regulations last October, with their comment period closing on February 13, 2012. The
Commodities Future Trading Commission voted out a propesed Veleker Rule regulation last week with
a 60 day comment period, but that hasi’t been published yet in the Federal Register.

With these competing comment periods it is almost impossible to thoughtfully decipher what's on
second — the “what” being the hundreds of pages of the proposal, which seeks answers to the more than
1,000 questions that have been posed. Why? Because each regulator dealls with a different part of the
markets and businesses have to look at each proposal to determine how they interact with each other.
That is why the Chamber has written to the regulators asking that they reconcile and extend the
comment periods to one fixed date to allow for informed answers and input needed by the regulators to
move forward.

The same is true for the cost benefit analysis of the proposed rules. With five different regulators, there
are five different legal standards and practices. One need look no further than the question of economic
significance to understand why the Chamber has writtem to the regulators asking that they all abide with
President Obama’s Executive Order tasking agencies with using increased economic analysis and
choosing the least burdensome means of regulation. On economic significance, cost estimates are
coming out of left field and right field - the OCC said the Volcker Rule will not cost the economy more
than $100 million, while the SEC said they did not know if the costs will be more than that number.

Later today, Anthony Carfang, of Treasury Strategies will testify to Congress on the Chamber's behalf
outlining our concerns with the Volcker Rule. While everyone has fiixated on the flinanciadl fiems, it is the
corporate treasurer that may pay the ultimate price in this game.




Corporate treasurers must use the debt and equity markets on a daily basis to ensure they have cash on
hand to pay bills, to raise the capital needed to expand and create jobs, and to mitigate day-to-day
financial risk surrounding business operations. The proposed regulations implementing the Volcker
Rule will likely cause disruptions to this system of capital formation.

The proposed regulations will increase operational costs, change long-standing business models of
banks to act as “market-makers"” and impose new administrative burdens, while possibly creating
subjective regulatory oversight of thousands of trades by investors who are not engaged in proprietary
trading. This may cause main street businesses to pay higher costs to raise capital, force others to go
overseas to use financing systems that arc less onerous, or as may occur for mid-size and smaller
companies—shutt them out of certain debt and equity markets entirely. These mid-size and smaller
businesses may, at the same time, be barred from certain bank loans because of new lending
requirements that are currently being negotiated under the Basel 11l capital requirements and prevented
from using Money Markets if other regulations come through.

Additionally, regional banks and non-financial businesses that own banks or financing arms will have to
build and maintain Volcker Rule compliance programs though they have not engaged in proprietary
trading.

If this situation were to develop, businesses could have difficulty raising the capital needed for daily
activities and long-term growth and job creation.

What it comes down to is this: when the treasurer places the call to raise cash, will anyone answer the
phone?

With a firm July 21, 2012 legislative ban on proprietary trading, it is hard to see if these issues can be
fixed or if this is a train wreck that ultimately harms non-financial companies from being able to raise
money.

Which way will it turn out? Ask the third baseman — 1 don’t know.



What’s Behind Door #3?
November 17, 2012

by Thomas Quaadman

Washington used to be known for things like the New Deal,
the Fair Deal, the Square Deal, but it looks like we are
entering an episode of Letiss Make a /ral.

Dodd-Frank includes provisions to ban proprietary trading by
banks and large financial institutions, also commonly known
as the Volcker Rule. Sounds simple enough until you read the
fine print. Right?

Well imagine buying a car and the dealership is still writing
up the fine print as they are handing you the keys to the car. It gives you an idea of the process
regulators arc pushing forward with on the Volcker Rule.

The proposed Volcker Rule was first leaked and then released in October, but not officially published in
the Federal Register until November 7. The comment period closes on January 13, 2012. The Federal
Reserve, Federal Deposit Insurance Corporation, Office of the Comptroller of the Currency and the
Securities and Exchange Commission jointly released the rule, but the CFTC took a pass. The Chamber
on October L1, 2011 wrote to Secretary Geithner, asking him to use his powers as a member of the
Financial Stability Oversight Councill to get the regulatoes on the same page.

To date, the CFTC has still not issued its portion of the Volcker Rule. What does that mean? Plenty.

Many businesses, financial and non-financial, that thought they were exempt from the Volcker Rule, arc
slowly discovering that they may have to comply with certain aspects of the proposed iimplementing
regulations. To take but one example, non-financial firms use derivatives as a crucial riisk-mitigation
tool—these vehicles are essential to ensuring predictable costs. Yet, under the regime envisioned by the
Volker Rule Proposal, it is not clear whether and how the liquidity of the derivative markets- and,
hence, their ability to enter into risk-mitigating swaps — will be affected.

Also, the Volcker Rule, spanning 300 pages and IL000 questions has a 90 day commenit period, but other
less complex regulations, such as Coast Guard regulations on passenger vessels under 100 tons, have
had a 150 day comment period.




Not being able to determine if you fall under the scope of the rule and not having the time to analyze it
or comment on it is not a recipe of fairness.

That is why the Chamber today wrote to the regulators asking them to withdraw the proposed
Volcker Rule regulations and re-propose them at a time when all of the regulators can put all of their

cards on the table. We also asked that they give all stakeholders 150 days to study the proposal and give
agencies the benefit of their thoughts.

Who knows the CETC may actually come out with something to make it better.

Making sure our businesses have access to capital is instrumemtall to creating the 20 million jobs we need
over the next decade. Monty Hall had fun duping game show contestants but the fundamental fairness
and evenhandness we arc asking for isn't a laughing matter.




Can we Cut to the Chase?
October 12, 2012
by Tom Quaadman

In film noir movies, the ending usually comes around the time
the protagonist is running from danger down a rain-swept,
foggy, dark street. Ultimately the hero saves the day.

So what does the Volcker rule have in commom with films such
as ID@QAY

The Chamber has opposed the Volcker Rule since it was ffirst
announced because it will put Americam financial services
fironss at a competitive disadvantage. By banning certain
activities it willl be more difficult for firms to be market makers
and business will migrate overseas making it more difficult for
capital formation to accur in the United States. Less capital
formation means slower business expansion and fewer
opportunities to create jobs.

Last week, a copy of a proposed regulation to enact the
Volcker Rule was leaked to the press. In flipping through the
Volcker Rule version of the Pentagon Papers it seemed that a
disturbing picture was developing, but leaks arc often as wrong
as they are right.

Well today may be the start of the new week, but the fog around the Volcker Rule has become thicker
than pea soup. A one-page summary analysis of the proposed rule shows that it raises many more
questions than answers and seemingly did not address the potentiall adverse consequences to American
capital markets. Also, the shades of gray fail to provide businesses with the certainty that flows from
clear rules and procedures.

Furthermore, the Federal Reserve, FDIC, Comptroller of the Currency and SEC are in the process of
issuing a 300 page rule proposal. However, the CFTC is not moving forward at the current time. So by
the latest box score 4 of 5 regulatofs seem to be on the same page, but the fifth is a holdout.

While we can debate the merits of the Volcker Rule (and we will), it is imperative that the regulators be
on the same page to provide some certainty to the marketplace. The Chamber sent a letter to the
Treasury Department, in its role as Chairman of the Financial Stability Oversight Councill requesting
that it exercise its powers to ensure that regulators are coordinated and working in unison. A failure by




regulators to sign off on a proposal can only mean continued uncertainty, an ongoing inability to
properly plan for the long-term and consequently a lack of incentive to deploy capital.

There is an old saying that he who hesitates is lost. Well, it looks like the regulators just hesitated and it
is the economy that will lose in the end.

In these uncertain times, our flimanciall system is running down a dark foggy street. If there is a light at
the end, is it up to Treasury to save the day, or are our competitors about to run us over?



Proposed Volcker Rule Regs: More Questions than Answers
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[list of three quotes:]

Regulatony
Overkiil...

Uncertain compliance obligations = economic llethaxgy
Amid hundreds of uncertainties final implementation of the rule

set for July 21, 2012.

Proposal Not Consensus View of Statutory Reguilators
CFTC proposing its own, different version of proposals to
restrict trading and market malkimg

Choking Credit to American Business

12% of the private equity used to provide capital to American
business originates with banks covered by the proposed ruie

U.S. Competitive Disadivantage
The United States is the only country implementing
restrictions on market making and fund development on a

global basis.

Encourages Unregulated “Shadow” Financial System
Less-regulated institutions will be encouraged to fill the void in
face of regulatory uncertainty raised by proposed rulte
Misguided Risk Assessment

A GAO report found that from 2006-2010 the six largest
banks only had a combined loss of $221 million in proprietary

investments.

“The uncertainties surrounding how the rule will be applied and the compliance/reporting burdens imposed by the rule are likely to
place [U.S. institutions] at a competitive disadvantage to firms not constrained by the rule”

- October 7, 2011 Moody's Investor Services Advisony Note

“If you look at the crisis, most of the losses that were material for the weak institutions - and the strong, relative to capital - did not come

from those [proprietary trading] activities”

- Tirm Geithner, Secretary of the Tneasury

“Particularly proprietary trading in commercial banks was there but not central [to the crisis]”

- Paul Malcker, Former Chaimman of the Federal RResernve



[Image containing a list of the various agencies that have regulatory authority in the Dodd-Frank Act. Produced by Center for Capital Markets Competitiveness.]



