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Members of the Financial Services Oversight Council:

Thank you for the opportunity to submit these comments on the statutorily mandated study
regarding implementation of Section 619 of the Dodd-Frank Act, popularly known as the
“Volcker Rule.” During the conference committee deliberations on financial regulatory reform, I
expressed the view that the Volcker Rule appeared to be a solution in search of a problem, and
that its implementation could result in costs to the U.S. financial services industry, the U.S.
economy, U.S. businesses, and U.S. consumers that far outweighed its benefits. Even Secretary
Geithner has acknowledged that “[i]f 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. They came overwhelmingly from what I think you can describe
as classic extensions of credit.”’ The financial crisis was caused by the erosion of lending
standards and the federal government’s poorly-conceived efforts to subsidize mortgage lending.
“Proprietary trading” had virtually nothing to do with the crisis.

It is therefore doubtful that the Volcker Rule will make the U.S. financial system any more stable
at the same time that it imposes substantial costs on the American economy and market
participants. It is thus all the more important that the Volcker Rule be implemented in such a
way as to minimize its substantial and very real costs, given that the gains are likely to be
illusory. In particular, regulators must implement the Volcker Rule in such a way that it does not
unfairly disadvantage U.S. financial firms. For these reasons, I would like to call attention in my
comments to the care that the rule-making agencies must give to the international financial
regulatory context as they begin crafting regulations to implement the Volcker Rule.

' Treasury Secretary Geithner, Sept. 10, 2009, cited in ““Volcker Rule’ is the Wrong Response to the Financial
Crisis,” Financial Services Forum, May 28, 2010, at hitp://www financialservicesforum.org/index.php/forum-

blog/839-volcker-rule-is-the-wrong-response-to-the-financial-crisis.htm] .
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The Volcker Rule Will Undermine Competitiveness of U.S. Financial Services Sector

The Volcker Rule will prohibit or restrict banks and non-bank financial companies supervised by
the Federal Reserve Board from engaging in proprietary trading and sponsoring and investing in
hedge funds and private equity funds.? For trading and investment activities that are permitted as
exceptions to the Volcker Rule’s general prohibition, federal regulators are granted the discretion
to impose additional capital requirements to protect the safety and soundness of banking entities
engaged in the permitted activity.” The stated aim of these prohibitions and restrictions is to
“reduce potential taxpayer losses at institutions protected by the federal safety net, and reduce
threats to financial stability, by lowering their exposure to risk.”* In addition, these prohibitions
and restrictions are intended to “reduce the possibility that banking entities and nonbank
financial companies will be too big or too complex to resolve in an orderly manner should they
fail.”

Depending on how U.S. regulators choose to implement it, the Volcker Rule may spark a mass
exodus of clients from U.S. banks to banks based abroad. In addition, U.S. banks may choose to
move their operations elsewhere to avoid burdensome restrictions on client-driven market
making and the hedging and risk management activities growing out of such market making,
which are natural activities of banks and bank holding companies. Not only will such a flight to
foreign jurisdictions weaken the U.S. financial services industry, putting the U.S. at a
competitive disadvantage against foreign financial centers such as London and Hong Kong, but
heavy-handed implementation of the Volcker Rule will further constrict capital and lending,
unnecessarily hobbling the provision of credit necessary for economic recovery in the U.S. and
abroad.

Moreover, the Volcker Rule will remove a primary source of income diversification for U.S.
institutions, further undermining their competitive position globally. Trading and fee income
derived from a diverse set of financial products and services can help make banking entities less
risky and more stable. During the financial crisis, firms with significant trading operations fared
better than firms that concentrated their exposures in real estate, which needed capital injections
to keep from collapsing.

To preserve the role of U.S.-based global banks in the robust market for trading and market-
making services and to maintain an important source of income diversification for banking
entities, I strongly recommend that your study of the Volcker Rule take account of how trading
activities fit into the core business plan of global banks, as well as the consequences for U.S.

? Bank Holding Company Act Sec. 13(a)(1), as added by Sec. 619 of the Dodd-Frank Act
* Bank Holding Company Act Sec 13(d)(3), as added by Sec. 619 of the Dodd-Frank Act
4'S. Rep. No. 111-176, p. 8.

*Id. atp. 9.
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banks and the banks’ clients of prohibiting those activities in the U.S. while they continue to be
permitted everywhere else in the world.

Other Countries Have Not Embraced — and Will Not Embrace — the Volcker Rule

Soon after President Obama proposed the Volcker Rule in January 2010, David Wright, the
Deputy Director General of the European Commission’s internal market and services division,
expressed surprise that the U.S. had taken a radical line on the structure of banking without first
consulting European leaders. Mr. Wright also voiced concern that it might be difficult to define
“proprietary trading” without inflicting unintended consequences on the European financial
industry, where, traditionally, regulatory reform focuses more on processes than on institutional
structure.® European Union finance ministers stated similar misgivings in a document produced
in conjunction with a February 15, 2010 meeting, positing that application of the Volcker Rule to
European banks “may not be consistent with the principles of the internal market and universal
banking.”’

Following these initial pronouncements rejecting the Volcker Rule, European Union ministers
and European central bankers have reiterated in numerous forums their view that the Volcker
Rule is incompatible with the European universal banking model, which permits all banks to
offer all banking services. For example, German Bundesbank President and European Central
Bank Council Member Axel Weber noted that the “complete prohibition of certain activities” is
an “unnecessary market intervention” that “might have unintended and unfavorable
consequences” by banning activities that actually mitigate risk; “[m]oreover, European
experience shows that universal banks with a broad range of business can also be a stabilizing
factor during a crisis.”® European Central Bank Executive Board Member José Manuel
Gonzalez-Paramo also rejected the Volcker Rule because of its incompatibility with the
European universal banking model: “I do not believe this is the most fruitful way to pursue in
Europe, given the traditional strength of the universal banking model in a number of Member
States.” EU countries have rejected the Volcker Rule and have no plans to adopt its provisions.

Given the City of London’s significance as a world financial center, failure by the United
Kingdom to adopt the Volcker Rule would result in a significant competitive disadvantage for
firms located in the United States. And yet the UK’s response to the Volcker Rule has been — at

8 “EC Says Obama Prop Trading Plans Would Be ‘Difficult’ to Implement,” Risk Magazine, February 1, 2010,
http://www.risk.net/risk-magazine/news/1589763/ec-obama-prop-trading-plans-difficult-implement.

" “EU Finance Ministers to Resist Obama Plans for Banking Overhaul,” Bloomberg News, February 15, 2010,
http://www.businessweek.com/news/2010-02-14/eu-finance-ministers-to-resist-obama-plans-for-banking-
overhaul.html.

8 “BCB’s Weber Says Volcker Rule Has ‘Significant’ Shortcomings,” Bloomberg News, March 10, 2010.
http://www .businessweek.com/news/2010-09-29/ecb-s-weber-says-global-regulators-should-coordinate-efforts.htm]
? “Reform of the architecture of the financial system,” Speech by José Manuel Gonzalez-Paramo, Bilbao, Portugal,

June 21, 2010, http://www.ecb.int/press/key/date/2010/html/sp100621 1.en.html.
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best — mixed. While the Chancellor of the Exchequer George Osbourne has said that he is
personally “quite attracted” to the Volcker Rule and that “large-scale proprietary trading and
Jarge-scale internal hedge funds don’t sit totally easily alongside retail banking,”'° the current
British Government has taken no steps to adopt or implement the Volcker Rule in the UK.
Moreover, there is no mention of the Volcker Rule or Volcker-type provisions in the UK
Treasury’s blue print for financial reform."’ Instead, Chancellor Osbourne has established an
independent commission to review the state of the banking industry and issue a report in 2011.
Among other areas of inquiry, the commission will recommend whether the UK regulators
should “restrict or split the activities of banks.”'* This is the extent of UK’s current engagement
with the Volcker Rule.

The recent past indicates, however, that the UK is not likely to adopt the Volcker Rule. The UK
financial regulators who were in place when the Volcker Rule was announced immediately
rejected the plan as unworkable. Osbourne’s immediate predecessor, current Shadow Chancellor
of the Exchequer Alistair Darling, questioned whether the Volcker Rule could be effective in a
global marketplace: “If everyone does their own thing it will achieve absolutely nothing. The
banks are global — they are quite capable of organising themselves in such a way that if the
regime is difficult in one country they will go to another one, and that doesn’t do anyone any
good.”13 Additionally, Paul Myners, Financial Services Secretary in the previous Government,
opposed the Volcker Rule on the grounds that it addressed an area unrelated to the financial
crisis in the UK. Echoing Secretary Geithner’s point that proprietary trading did not cause the
financial crisis of 2008, Mr. Myners said, “It’s worth remembering that proprietary trading,
hedge funds, private equity, these were not at the heart of the difficulties that Northern Rock, or
Royal Bank of Scotland or HBOS experienced.”14

In recognition of the strong international resistance to the Volcker Rule, I offered an amendment
during the Dodd-Frank conference committee designed to limit its adverse competitive effects on
the U.S. economy. My amendment would have conditioned implementation of the Rule on its
first being accepted by a majority of the G-20 countries. While rejecting the amendment,
Chairman Frank acknowledged the legitimacy of the concerns underlying it, and directed the
Administration to submit a letter to the conferees addressing the potential competitive

10 «K’s Chancellor Of The Exchequer ‘Quite Attracted’ To Volcker Rule,” Dow Jones Newswires, July 11, 2010,
http://www.foxbusiness.com/markets/2010/07/1 1/uks-chancellor-exchequer-quite-attracted-volcker-rule/.

<A new approach to financial regulation: judgment, focus, stability,” HM Treasury, July 2010, http://www.hm-
treasury.gov.uk/d/consult_financial regulation_condoc.pdf.

2 Speech at The Lord Mayor’s Dinner for Bankers & Merchants of the City of London, George Osborne
Chancellor of the Exchequer, London, Mansion House, June 16, 2010, http://www.hm-

treasury.gov.uk/press 12 _10.htm.

13 «Alistair Darling warns Barack Obama over banking reforms,” The Sunday Times, January 24, 2010,
http://business.timesonline.co.uk/tol/business/industry sectors/banking and_finance/article6999771 .ece.
“<Myners: UK does not need to copy Obama banking reforms,” The Guardian, January 22, 2010,
http://www.guardian.co.uk/politics/2010/jan/22/uk-considers-barack-obama-style-banking-reform.
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consequences of unilateral adoption of the Volcker Rule. Secretary Geithner’s response, dated
June 24, 2010, offered vague assurances that the Administration would “continue to encourage
our international partners to advance similar prudential objectives” as those reflected in the
Volcker Rule, but cautioned that “it would be unrealistic to expect us to fully harmonize the
structures of our financial sectors given differing economic and financial systems, legal
traditions and histories.”"’

Any doubts as to whether other countries would follow America’s lead on the Volcker Rule were
laid to rest less than a month after Secretary Geithner’s letter, when Federal Reserve Board
Governor Daniel Tarullo, the central bank official primarily responsible for coordinating U.S.
regulatory policies with those of other nations, testified as follows before the Senate Banking
Committee:

[T]here are aspects of the Dodd-Frank Act that are unlikely to become part of the
international financial regulatory framework. For example, the act generally
prohibits U.S. banking firms (and the U.S. operations of foreign banking firms)
from engaging in proprietary trading and from investing in or sponsoring private
investment funds. The act also prohibits U.S. depository institutions from entering
into certain types of derivatives transactions. . . . Many other countries follow a
universal banking model and are unlikely to adopt the sorts of activity restrictions
contained in the act.'®

Thus, by choosing to “go it alone,” the Obama Administration risks damaging the competitive
standing of U.S. financial firms vis a vis their European and Asian counterparts. In conducting
the study that will inform regulatory implementation of the Rule, the Financial Stability
Oversight Council should strive to mitigate — not further exacerbate — that competitive injury.

Unilaterally Imposed Restrictions on Bank Activities Promote Regulatory Arbitrage

Chairman Volcker himself has pointed out that “[a] strong international consensus [on the
Volcker Rule] would be appropriate, particularly across those few nations hosting large multi-
national banks and active financial markets.”'” In suggesting the need for international

13 L etter from Timothy F. Geithner, Secretary of the Treasury, to Chairman Barney Frank, June 24, 2010.

16 Statement of Daniel K. Tarullo, Continuing Oversight on International Cooperation to Modernize Financial
Regulation: Hearing Before the Senate Committee on Banking, Housing, and Urban Affairs, 111" Cong., 2™ sess.,
July 20, 2010 at page 11 (available at

http://banking.senate.gov/public/index.cfm?FuseAction=Files. View&FileStore id=73f57718-a25f-469f-9cb9-
501cce76e670)

17 Statement of Paul A. Volcker, Senate Committee on Banking, Housing, and Urban Affairs, Prohibiting Certain
High-Risk Investment Activities by Banks and Bank Holding Companies: Hearing before Senate Committee on
Banking, Housing and Urban Affairs, 111™ Cong., 2™ sess., February 2, 2010,

http://banking senate.cov/public/index.cfm?FuseAction=Hearings.Testimony&Hearing ID=54b42cc0-7ecd-4c0d-
88¢0-6517d2002061 & Witness ID=091f5a89-dec4-4905-9fal-678bfbec823a
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coordination on bank activity restrictions, Chairman Volcker has highlighted the dangers of
global regulatory fragmentation. Secretary Geithner has similarly warned that as the U.S. moves
forward on financial regulatory reform, it must “protect against cross-border gamesmanship.”18
In short, regulatory reform at the national level will be ineffective, given the size and breadth of
global financial markets, and unilateral action will simply result in a regulatory race to the
bottom that will disadvantage U.S. firms."

International organizations and European regulators have also expressed concerns about
opportunities for regulatory arbitrage as a result of US regulatory reform proposals. The
International Monetary Fund’s 2010 Global Financial Stability Report specifically flagged
concerns about regulatory arbitrage in its discussion of Dodd-Frank implementation. The Report
pointed out that effective implementation of regulatory reforms depended on a “[c]ontinued U.S.
role in building an international consensus on reforms, including ensuring that U.S. legislation
does not widen the scope for regulatory arbitrage.”*® European central bankers have also
emphasized the importance of consistent international regulation. European Central Bank
President Jean-Claude Trichet has called for a “true level playing field at the global level and, in
particular, a full convergence of the concept of oversight on both sides of the Atlantic.”!

U.S. institutions that will be subject to the Volcker Rule have pointed out that the Rule will place
them at a material disadvantage in competing against foreign firms. In testimony before the
Senate Banking Committee, J.P. Morgan Chase’s Chief Risk Officer, Barry Zubrow, stated that
U.S. firms will suffer and foreign firms will benefit if the Volcker Rule is adopted:

The concept of arbitrarily separating different elements of the capital formation
process appears to be under consideration only in the U.S. Forcing our most
competitive financial firms to divest themselves of these business lines will make
_them less competitive globally, allowing foreign firms to step in to attract the

18 Statement of Treasury Secretary Timothy Geithner, House Financial Services Committee, The Administration’s
Proposals for Financial Regulatory Reform: Hearing before the House Financial Services Committee, 111" Cong.,

1¥ sess., September 23, 2010, http:/financialservices.house.gov/media/file/hearings/111/testimony -

sec_geithner.pdf.
'% Recent developments suggest that the process of implementing international capital standards through the Basel

Committee on Banking Supervision may yield additional competitive imbalances. On October 19, 2010, the Basel
Committee announced that it would be unable to reach agreement on a package of capital surcharges and other
measures designed to address the systemic risks posed by “too big to fail” institutions in time for those reforms to be
considered by the G-20 at its mid-November summit in South Korea. According to the Financial Times, “the delay
raises the specter of competing national regimes and regulatory arbitrage.” “Bank capital rules miss Seoul target,”
Financial Times, October 20, 2010, at p. 4.

2 Global Financial Stability Report, International Monetary Fund, October 2010,
http://www.imf.org/external/pubs/ft/gfsr/2010/02/index.htm.

2! “Keeping the momentum for financial reform,” Speech by Jean Claude Trichet, EUROFI Financial Forum 2010;

Brussels, Belgium, September 29, 2010. http://www.ecb.int/press/key/date/2010/html/sp100929 3.en.html
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capital and talent now involved in these activities. Foreign banks will gain when
U.S. banks cede the field.”

The former President of the New York Federal Reserve Bank, Gerald Corrigan, now a Managing
Director at Goldman Sachs, testified that the Volcker Rule will “easily work to the competitive
disadvantage of U.S. institutions” and ultimately lead U.S. firms to “find ways to game the

»23
system.

Zubrow and Corrigan both testified before the Volcker Rule became law. Since Dodd-Frank was
enacted, Goldman Sachs, J.P Morgan, and other firms have shed their proprietary trading units
and re-assigned employees involved in these business lines in anticipation of the Volcker Rule’s
implementation. Shuttering these operations will cause these firms to be less profitable. In its
annual 10-K filing, Goldman Sachs has gone so far as to list “proposals relating to restrictions on
the type of activities in which financial institutions are permitted to engage” as one of the “Risk
Factors” facing the firm.** Ultimately, these losses will hurt shareholders of the banks that have
been forced by the Volcker Rule to divest from profitable lines of business.

The Institute of International Finance (IIF), a global association of financial institutions, has
researched the extent to which regulatory proposals would affect the global economy and has
concluded that the Volcker Rule will both disadvantage U.S. firms and lead to a contraction of
credit and job loss. In evaluating the restrictions on proprietary trading and investments in
private equity and hedge funds, the IIF found that “macro economic implications could be
considerable—over a considerable time scale.”® According to the IIF, provisions of the Volcker
Rule could reduce the “ability of affected banks to extend credit (in all its forms)” and that this
credit contraction would cause job losses and an overall “restraint on the economy.” The IIF
found that small businesses in particular would be hurt by the restrictions in available credit
brought about by the Volcker Rule, concluding that “further tightening in bank credit conditions
relative to those for non-bank credit would be liable to favor larger businesses relative to smaller
businesses.”

22 Statement of Barry Zubrow, Senate Committee on Banking, Housing, and Urban Affairs, “Implications of the
‘Volcker Rules’ for Financial Stability”: Hearing before Senate Committee on Banking, Housing and Urban Affairs,
111" Cong., 2" sess., February 4, 2010,
http://banking.senate.gov/public/index.cfm?FuseAction=Hearings. Testimony&Hearing ID=de472a35-ae01-442{-
a768-b374e2849d70&Witness ID=6e2bd66a-bb21-44c2-8886-344627efb582

3 Statement of E. Gerald Corrigan, Senate Committee on Banking, Housing, and Urban Affairs, “Implications of
the “Volcker Rules’ for Financial Stability”: Hearing before Senate Committee on Banking, Housing and Urban
Affairs, 111" Cong., 2™ sess., February 4, 2010,
http://banking.senate.gov/public/index.cfm?FuseAction=Hearings. Testimony&Hearing_ID=de472a35-ae01-442f-
a768-b374e2849d70&Witness ID=e2aa2f0d-e35d-48¢2-8fd8-06bc371{848b.

** Goldman Sachs10-K Filing with SEC for fiscal year ending December 31, 2009,
hitp://www.sec.gov/Archives/edgar/data/886982/000095012310018464/y81914e10vk.htm#112

 Interim Report on the Cumulative Impact on the Global Economy of Proposed Changes in the Banking Regulatory
Framework, Institute of International Finance, June 2010.
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Regulatory action that disadvantages firms that furnish capital to America’s businesses harms the
U.S. economy as a whole. In written testimony submitted to the Senate Banking Committee, Hal
S. Scott, a Professor at Harvard Law School, described how the Volcker provisions would
damage the already faltering U.S. private equity sector.”® Private equity capital helps finance the
U.S. economy. Globally, banks and investment banks provide $115 billion or 12% of the capital
invested in private equity funds. Banks provide more capital to private equity funds than
endowments or private wealth funds. However, private equity financing has been on the decline
— while $100 billion in private equity capital was raised in the fourth quarter in 2007, only $10
billion was raised by U.S. funds in the same period of 2009. The Volcker Rule’s prohibitions on
banks’ investments in private equity will further diminish an already shrinking source of
financing for America’s businesses.

Conclusion

If the Volcker Rule’s prohibitions are expansively interpreted and rigidly implemented against
U.S. institutions while other nations refuse to adopt them, the damage to U.S. competitiveness
and job creation could be substantial. It is therefore critical that the regulatory agencies
represented on the Financial Stability Oversight Council carefully consider these unintended
consequences before moving forward with the Rule’s implementation.

ACHUS
Ranking Member

%6 Statement of Hal Scott, Senate Committee on Banking, Housing, and Urban Affairs, “Implications of the ‘Volcker
Rules’ for Financial Stability”: Hearing before Senate Committee on Banking, Housing and Urban Affairs, 111"
Cong., 2™ sess., February 4, 2010,
http://banking.senate.gov/public/index.cfm?FuseAction=Hearings. Testimony&Hearing ID=de472a35-ae01-442f-
a768-b374e2849d70&Witness ID=abf55086-4b98-4417-8e65-7370d7928a68.




