JPMORGAN CHASE & Co.

Barry L. Zubrow
Executive Vice President
Corporate and Regulatory Affairs

February 13, 2012

By electronic submission

Department of the Treasury Securities and Exchange Commission
Office of Domestic Finance 100 F Street NE
1500 Pennsylvania Avenue NW Washington, DC 20549

Washington, DC 20520

Board of Governors of the Federal ReserveOffice of the Comptroller of the Currency
System 250 E Street SW

20" Street and Constitution Avenue NW  Washington, DC 20219

Washington, DC 20551

Federal Deposit Insurance Corporation
550 17" Street NW
Washington, DC 20429

Re:  Comment Letter on the Notice of Proposed Rukemgamplementing Section
619 of the Dodd-Frank Wall Street Reform and CorsuRrotection Act

Ladies and Gentlemen:

JPMorgan Chase & Co. appreciates the opportuniépmoment on the joint notice of
proposed rulemakirfgssued by your agencies to implement section 618eoDodd-Frank
Wall Street Reform and Consumer Protection Act &sown as the Volcker Rule.

Overview

Our company is affected by the proposed rule inenaus ways. Through JPMorgan Chase
Bank, N.A., J.P. Morgan Securities LLC and othditiafes, we engage in market making in a
wide range of securities and derivatives; throughuarious legal entities that comprise J.P.
Morgan Asset Management, we offer investment sahstto our clients through funds and
other products; and at the corporate level, ouefdnvestment Office is responsible for
making investments to hedge the structural risksunfbalance sheet on a consolidated Hasis.

! 76 Fed. Reg. 68846 (November 7, 2011).

2 We will refer to JPMorgan Chase & Co. and alkit®sidiaries collectively in this letter as “JP)an,” or the
“Firm.”
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In each of these areas, we believe that the propaoge would have serious, adverse effects
on our ability to manage our risks and addressidegls of our clients, and on market
liquidity and economic growth. While the proposaté would require us to eliminate pure
proprietary trading and limit our hedge fund andfge equity fund investing, we believe
those intended effects will have significantly l@spact on the Firm than the indirect and
unintended effects on market making, asset-lighiitnagement and asset management for
customers.

Section 619 does not prohibit most risk taking bypking entities. Risk taking is necessary
for us to help American businesses finance and geaaonomic growth. Rather, the statute
by its terms prohibits a particular category ok figking that its drafters determined was not
appropriate for banking entities. That type ok tizking is short-term speculative risk taking,
either directly through certain types of proprigtaading or indirectly by means of investing
in private equity or hedge funds. Other areas wharking entities take risk — even
significant risk, for example, by making loans € aot covered by the statute, and do not
need to rely on its exceptions to continue.

We have two core concerns with how the proposezlirat interpreted the statute.

First, it has in some areas turned the statutei®waprohibition into a more general
prohibition on risk taking, and put banking enttia the position of having to rely on
ambiguous or incomplete exceptions to the proposiedn order to continue some of their
core functions. Thus, the proposed definitionrafling account, which is part and parcel of
the definition of proprietary trading, would app¢apply to many types of trading and
asset-liability management activities beyond jhstse focused on short-term price
movements. The statute clearly focuses on hedu#sfand private equity funds, and a study
by the Financial Stability Oversight Couriaivarns against the potential impact of a more
expansive definition. Nonetheless, the proposegllstbadens the statutory definition to
encompass securitization structures, potentiallgai-U.S. funds sponsored by or invested in
by U.S. banking entities, including the foreign malents of U.S. mutual funds, and almost
all wholly owned subsidiaries.

Second, the proposed rule appears to take theth@vianking entities, their customers, and
the economy must pay almost any price in ordensuee absolute certainty that there can
never be an instance of prohibited proprietaryitrgd The proposed rule appears to presume
that banking entities will camouflage prohibitedprietary trading to evade the rule, and that
extraordinary efforts are necessary to preventiiaisavior.

We believe that the statute mandates a very difteapproach. The statute clearly sets forth
Congressional intent as to how it is to be impleteén The statute directs the FSOC to study
and make recommendations to the agencies on imptatran so as to:

3 “study & Recommendations on Prohibitions on Pietary Trading & Certain Relationships with Hedge
Funds & Private Equity Funds,” Financial Stabil@yersight Council (January 2011) (the “FSOC Study”)
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* promote and enhance the safety and soundness kihQamtities;

* minimize the risk that banking entities will engageainsafe and unsound activities;

* limit the inappropriate transfer of Federal sulesdirom banks to unregulated entities;
» reduce conflicts of interest;

« limit activities that have caused undue risk osfbs

We believe that all of these policy goals couldabdressed by a final rule that imposes
dramatically fewer costs to liquidity, market efincy and safety and soundness than the one
proposed. There are numerous other laws establishgerve many of the same purposes —
everything from margin requirements to Section 28#he Federal Reserve Act to
concentration limits to risk-based deposit insueapemiums. The same goals appear to
have motivated these laws, yet none of them hage lmeplemented through an intrusive
compliance regime and with a resulting chill ontiegate economic activity.

The concerns we express are not unique to our éiireven to the banking industry. We have
heard them from our clients, including businesasset managers, and foreign nations — all of
which see the proposed rule as impairing theiitghid fund themselves and manage their
risks. The agencies are not required by secti@té&lmpose these costs, and we urge them
to revisit the proposed rule with them more firrmymind.

We acknowledge the serious challenges that thecaggeface in implementing the statute.
For example, the issues with the proposed restniston fund activity derive from a core
problem: Congress did not define with any precisidnat constitutes a “hedge fund” or a
“private equity” fund. We believe that the propdsale makes matters worse by increasing
rather than decreasing the scope of the term “eaviemd,” and by unnecessarily exporting
these problems to overseas funds and bank subsgig@imilarly, as detailed below,
distinguishing proprietary trading from market nrakis difficult, particularly with respect to
market making in illiquid instruments. We belie¥at a prohibition on bright-line
proprietary trading, as set forth in the FSOC st@eyould have been a good solution, and
consistent with the statute. However, once theleggrs determined that a broader, more
guantitative enforcement regime was needed, arty |gime would, as a consequence, be
necessarily complex, and our comment does not fla@lcomplexity in this part of the rule.
Rather, we focus on how certain aspects of themmegire particularly likely to chill
legitimate market making and impose needless cdstally, in its unduly constrained
approach to asset-liability management, the prapage may undermine banking entities’
safety and soundness.

* Section 619(b)(1). The section also provideslgnie on accommodation of insurance companies and
divestiture of assets that are not relevant here.

®> SeeFSOC Study at pages 27-28.



The Volcker Rule is made far more damaging by #ut that no other country has adopted
anything like it. Capital markets are global, antypical institutional client has relationships
with multiple banks, many of which are foreign banld.S. financial banking entities,
therefore, will suffer competitively from the VolekRule. Furthermore, U.S. companies that
lack the ability to fund themselves in overseaskets should not be put at a disadvantage to
foreign companies that can access markets whelttheity providers are not subject to the
Volcker Rule and, therefore, are more liquid arfeCient.

The Firm supports comments on the proposed rulgglmibmitted by the Securities Industry
and Financial Markets Association, The Clearing $toAssociation, the American
Securitization Forum, the Loan Syndications & TrapgAssociation and the International
Swaps and Derivatives Association. Those comnugtl numerous issues created by the
proposed rule, and how many of its components agpeznflict with the language and
purpose of the statute, and impose high costs pksh#heir customers, financial markets and
the economy as a whole. In this comment letterywllenot replicate all those points but
rather focus on some and provide examples fronoaurexperience to highlight major
concerns about the proposal.

We do believe that the extraordinary complexityhef proposal, the hundreds of questions
asked in the preamble, and the breadth and degtfopbsed changes the agencies are likely
to receive mean that the next version of the ratikl and likely will differ materially from

the first. Accordingly, we believe that those padst the proposed rule that have elicited the
most comment, and presumably will have undergoeertbst change, should be republished
for comment to ensure that efforts to fix one peoblhave not created another. While we
recognize that the statute will take effect in Jelgardless of the status of the rulemaking, we
believe that both regulated entities and the agsntave experience implementing statutes
without a complex rulemaking to guide them, andl@a@o so in this case. We believe that
the FSOC'’s definition of bright-line proprietaratting could be adapted as the basis for an
interim rule with respect to that aspect of theruVith regard to funds, an interim final rule
could identify those types of funds that are cletndditional hedge funds or private equity
funds while seeking further comment on any newrdlgdin that expands the definition to
categories of “similar funds.”

Ultimately, we believe that the statute is so fldwieat it will be impossible to implement in a
way that does not impose unacceptable costs oaamnomy and financial system. Other
regulatory and supervisory actions, as well aslaemdustry reforms — including
extraordinarily high capital, liquidity and otherquirements related to derivatives and other
trading assets; improved underwriting standardd;mermanent changes to the securitization
landscape — impose more than sufficient restraintthe types of risk taking that are the
Volcker rule’s focus.

We note that the statute and proposed rule pemmjirrigtary trading in U.S. Government

securities, presumably because of a belief thdirtgain those securities benefits their

liquidity and reduces the cost to their issuer,Wh8. Government. Foreign nations are now
4



seeking a parallel exemption from the rule, cigomgcisely those reasons and expressing
concern about what restrictions on trading will méar the liquidity and pricing of their
securities. U.S. companies are expressing the saneern with respect to their securities,
further highlighting the potentially significant stoof the statute.

Those concerns highlight the extraordinary difficd of proscribing proprietary trading
while protecting client-driven and risk-mitigatitigading activities. Nevertheless, we do not
propose to debate the merits of the underlyingistan this letter. Instead, our comments
focus on the potential implications of the proposdd for our client franchises and risk
management activities.

Our letter covers some general comments and thdimiged into three main sections:

» First, a discussion that the market-making-relgieanitted activity is drafted too
narrowly, and would deprive markets of valuableidity.

» Second, a discussion that the proposed definitimowered fund exceeds the statutory
mandate by applying its restrictions abroad, andldvthereby do unnecessary harm
to the competitiveness of U.S. firms and investors.

e Third, a discussion that a combination of provisicould impair the ability of
banking entities to engage in asset-liability mamagnt, including liquidity risk
management, and an exemption for asset-liabilitpagament is therefore necessary
to safeguard adverse effects on safety and sousidnes
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l. General Comments

A. Trading Account

The statute defines proprietary trading as “engagma principal for the trading account of
the banking entity or nonbank financial companyesuised by the Board in any transaction
to purchase or sell, or otherwise acquire or disgdsany security, any derivative, any
contract of sale of a commodity for future deliyeapy option on any such security,
derivative, or contract, or any other securityinahcial instrument that the appropriate
[regulators] may . . . determin&."This definition would seem to ban a wide rangeisi
taking by banking entities. The definition is sigrantly and necessarily narrowed, however,
by its reference to “trading account,” which igumn defined as comprising “any account
used for acquiring or taking positions in [covenmestruments] . . . principally for the purpose
of selling in the near term (or otherwise with th&ent to resell in order to profit from short-
term price movementsyor other accounts that the agencies may by rudieldéo cover.

Thus, the definition of “trading account” is whe&Zengress actually made clear what it meant
by proprietary trading. And Congress made clear ithviewed proprietary trading as having
in all cases a focus on earning profit from shertrt price movements. It thereby
distinguished impermissible proprietary tradingifrtonger term investment activity and
asset-liability management. The proposed rulengsfitrading account” by reference to three
separate tests: a purpose test (which tracks d@h@etand includes a rebuttable presumption
that any position held for less than 60 days whsrtavith short-term trading intent); a market
risk capital test (which substantially incorporattes definition of a “trading book” under
proposed Basel capital rules); and a status fetste(iactivity requires registration as a dealer
then the status test is fulfilled). If any onetlod three tests is satisfied, the particular astou
will be a trading account (unless one of the tleeseptions set forth within the trading
account definition applies).

The preamble to the proposed rule indicates tleatencies added the market risk capital
test on the assumption that its coverage was afédgthe same as the purpose test, and to
reinforce consistency between the proposed ruldglandarket risk capital rules, and to
“eliminate the potential for inconsistency or regjoly arbitrage® We believe, however, that
the proposed market risk capital test does captddéional types of trading that are not

within the purpose test, and types of trading thedrly should be permissible. The status test
does as well. Accordingly, we suggest the agemeieart to the statutory definitioh.

® Section 619(h)(4).

" Section 619(h)(6).

8 Seeproposed rule at page 68859.

° |f the agencies do wish to proceed with a separatrket risk capital test, they would need to esoihis

rulemaking in order to resolve what would othervappear to be significant procedural issues. Mbt bas the
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B. Supervisory Implementation

The statute creates a supervisory role for fiveassp regulators. The proposed rule suggests
no means by which the supervisory efforts of thagencies should be coordinated. As the
statute notes, inconsistent application or impletaign of regulations could create
competitive advantages and disadvantages amortggsmtifected by its term$.

This jurisdictional ambiguity is not simply an awéwd issue for the agencies, but rather, if
permitted to continue in the final rule and its lempentation, it will also be a significant
problem for markets. The proposed rule alreadysvestraordinary discretion in the
regulators, and makes it very difficult for a bamkientity to know whether trading will be
considered permissible (whether as market makingderwriting, asset-liability management
or otherwise) or impermissible as proprietary tngdi Interpretations are likely to vary over
time, and one examiner at an agency may take ereliff view from another. Political
considerations may change views of what is periissiA whole additional layer of
uncertainty is added, though, if the same tradimgat a given banking entity is subject to
interpretation by examiners at a multitude of agesicA trader at a national bank subsidiary
of a bank holding company that registers as a sleager faces the prospect of having a
vague and politically charged rule interpreted dyrfdifferent agencies for purposes of his or
her trading.

We recommend that before this rule is finalized, dlgencies adopt and seek comment on a
protocol for supervision and enforcement that ezstinat a given banking entity will face
one set of rules, and that different banking esgitvill face the same set of rules. Failure to
do so will result in even greater chilling of legiaite trading, and even greater damage to
market liquidity, funding for U.S. businesses, &sdnomic activity.

We are less concerned with who makes the rulestharewith the consistency of the
application of those rules, though we believe Hetause these restrictions have safety and
soundness as their primary focus, the banking adgrd would seem to have the most
relevant experience as well as having the exanoinaésources.

C. Need for Phased Implementation

Regardless of how the final rule turns out, it Wil a shock to the U.S. financial system, as
banking entities will need to take extraordinaryaswges to attempt to implement it, counsel
traders on what is permitted and what is not, atdldish a cumbersome compliance regime.
Both banking entities and regulators will needdarh how as many as seventeen metrics
work when used, for the first time, to distingugtvernment-approved trading from

proposed rule here not provided notice as to hattdst would expand the statutory definition, rierket risk
capital test is currently only a proposed rule, enslibject to change. Spmposed rule at page 68859; Risk-
Based Capital Guidelines: Market Risk, 76 Fed. R8§90 (January 11, 2011).

10 SeeSection 619(b)(2)(B)(ii).



government-prohibited trading. The risk posech®W.S. economy by a hurried
implementation of the Volcker Rule is significawe encourage the agencies to adopt a
gradual approach to implementation of the finaéruh particular:

* The agencies should use the initial conformance@éo develop a complete
understanding of the range of activities condutigtanking entities that require the
assumption of principal risk and how those actgtare distinguishable from prohibited
proprietary trading. The initial conformance pérghould be used exclusively to collect
and analyze data concerning those activities aigthtbiine proprietary trading activities
and to develop appropriate quantitative tools $b fier compliance with the proprietary
trading prohibition aftethe expiration of the initial conformance period.

* The following sentence should be removed from th& fule because it has created
considerable confusion as to the availability & ifitial conformance period for banking
entities to conform their activities to the statatel appears at odds with the Board’s
Conformance Rule:

The agencies expect a banking entity to fully camfall investments and activities to
the requirements of the proposed rule as soonaasigable within the conformance
periods . . .

» The final rule should require banking entities & ueasonable efforts to begin furnishing
metrics as of the first anniversary of the effeetilate and state that the provision of such
reports during the initial conformance period ishout prejudice to the ability of a firm to
rely on the full initial conformance period withsggect to its activities.

The sole recommendation of the recent GAO studproprietary trading was that regulators
should collect and review more comprehensive in&drom on the nature and volume of
activities potentially covered by the statute idearto ensure that it is implemented
effectively!’ The initial conformance period is an opporturfiityagencies to adopt a

heuristic approach not solely with respect to thamgitative measurements in Appendix A to
the proposed rule, but with respect to implemeotatif the statute as a whole. We encourage
the agencies to use the initial conformance peoothat purpose.

The proposed rule has created considerable comfgsiocerning the initial conformance
period. As the proposed rule notes more than dhegyurpose of the initial conformance

1 SeeGAO Report to Congressional Committees, “Proprjetaading — Regulators Will Need More
Comprehensive Information to Fully Monitor Complianwith New Restrictions When Implemented,” July
2011 (the “GAO Study”) (“In order to improve theibility to track and effectively implement the new
restrictions on proprietary trading and hedge fand private equity fund investments, we recomméatithe
Chairperson of FSOC direct the Office of Finan&akearch, or work with the staffs of the Commo#ityures
Trading Commission, FDIC, Federal Reserve, OCC,2#@, or both, to collect and review more
comprehensive information on the nature and volafreetivities that could potentially be coveredtbyg act.”).
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period is to give markets and banking entities gpootunity to adjust to the statute. The
purpose of the Board’s Conformance Rule, which tefdéct on April 1, 20112 was to
implement the conformance periods. While the psepaule states that the Board is not
proposing any substantive changes to the Board'dd@mance Rule, such a substantive
change is arguably made by the statement thatgidrecges expect a firm to fully conform all
investments and activities to any final rule asrmsas practicable within the conformance
periods. No such statement is made or implietiénBoard’s Conformance Rule.
Furthermore, to the extent that the statement gsghat a firm may not be permitted to rely
on the full initial conformance period, it appearsonsistent with Congressional intent.

Any version of the compliance program outlinedha proposed rule would require a
significant systems build-out. We believe that févany, banking entities could have
completed that build-out by the effective date eN¢ie final rule had been issued in October
2011, as required by the statute. The statemgrises an unrealistic and, given the
existence of the initial conformance period, unisseey burden on banking entities. We
agree, however, with the statement in the propogedhat the metrics can only be usefully
identified and employed after a process of substigoiiblic comment, practical experience,
and revision. We believe that a full year’s wasfldata would be sufficient to allow the
agencies to refine the suite of metrics.

. Proprietary Trading and Investment Banking Activiti es

Regulated banking entities are by far the largestigers of market-making services. The
existence of a robust, competitive field of suctites willing to provide liquidity is essential
to create secondary market support for investmamorporate and municipal bonds. The
statute has created considerable uncertainty dbeuharket-making-related services that
these entities can continue to provide. Furthérlenthe statute clearly identifies the
promotion of safety and soundness as one of itsgrgi objectives and specifically protects
market-making-related activities, the proposed apears more heavily focused on the
prospect of banking entities hiding prohibited beba Consequently, it proposes to operate
with a disruptive level of granularity and failspoovide banking entities with a sufficiently
clear path to compliance. We believe that, if iempénted as drafted, the proposed rule could
have a chilling effect on the provision of liquigly market makers that, in turn, would
impair capital formation. Our principal concermslaecommendations concerning the
market-making-related aspects of the proposed ealeh of which is described in more detail
below, can be summarized as follows:

* The final rule should establish a rebuttable prgstion that if the metrics required by the
rule demonstrate that a business is a market-mdkismess then the business in question
is in compliance with the final rule.

12 seeConformance Period for Entities Engaged in Pra@ébProprietary Trading or Private Equity Fund or
Hedge Fund Activities, 76 Fed. Reg. 8265 (Febrddry2011).
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The proposed rule regarding market-making shoutdelp on hard-coded criteria;

instead, some of the criteria included in the peggbrule should be moved to an appendix
as guidance to banking entities on how to distisigyiermitted market-making-related
activities from prohibited proprietary trading.

Metrics should be applied at a less granular levieh longer observation periods, a
frequency that more closely reflects typical bagkiperations and more statistically
appropriate calculation periods. For some mettles proposed implementation set out in
the proposed rule is dramatically more difficuimthnecessary, and will yield negligibly
more insight than a less burdensome version.

While the statute very clearly permits the purchasa&, acquisition or disposition of
securities and other instruments in connection migliket-making-elatedactivities, the
proposed rule appears to permit only transactioatare, themselves, market making.
We believe that this fails to give full effect t@@yressional intent with respect to the
protection of critical aspects of a market makacsvities, such as certain arbitrage
activities.

The proposed rule puts unnecessary restrictionsterdealer trading, which is an
important component of market making. The agershesild make clear that, whether or
not conducted on an organized trading facilityxaxhange, interdealer trading driven by
liquidity needs is market-making-related activitydas permitted. The agencies should
clarify that the nature of the trading relationstigiermines whether an activity is market-
making-related, not the characteristics of theipsuto the transaction.

Presently, the proposed rule does not properlyraooadate important client-driven
structured transactions. The final rule shouledgmize that these transactions are an
important element of a banking entity’s role anel imlated to its market-making
activities.

The proposed rule splits exemptions between thieilpitin against proprietary trading
and the prohibition against investing in covereadsiin a manner that was not intended
by the statute. As a result, we would be unablkentgage in customer-driven underwriting
and market making activity with respect to assethsas collateralized loan obligation
equity and certain exchange-traded fund secutigesiuse such assets are treated as
covered funds under the proposed rule.

The agencies should not apply the final rule to mwaaity forward and foreign exchange
products that clearly have a commercial, and niadtlst financial, purpose.

The proposed rule’s proposed definition of “residefithe United States” would create
competitive inequalities overseas among U.S. ban&mities and should be amended to
reflect the terms of the SEC’s Regulation S so tiaterm “resident of the United States”
does not include any agency or branch of a U.Sgpelocated outside the United States

11



if the agency or branch operates for valid busimeasons, is engaged in the business of
banking and is subject to substantive banking &gl in the jurisdiction where located.

We have concerns about aspects of the proposedthde than market-making that we
believe would impair the ability of JPMorgan to pide its clients investment banking
services. These concerns, all of which, againagdress in greater detail below, can be
summarized as follows:

Similar to our proposed treatment of the criteaathe market-making exemption, the
proposed rule regarding risk-mitigating hedgingudtaot rely on hard-coded criteria,
but rather a number of the criteria should be agkire exclusively in an appendix where
they would provide guidance that the agencies waplaly to help distinguish permitted
risk mitigating hedging activities from prohibit@doprietary trading.

The final rule should clearly permit banking emtito continue to use all risk
management tools currently available to them, iclg scenario hedges. The proposed
rule should be revised to make clear that sceraiges are within the scope of the
hedging permitted activity.

The proposed rule does not clarify the status wéigroup trading activity — which firms
frequently use for a variety of risk managemergalgtax and regulatory reasons — and
therefore leaves unclear whether it is permissifillee final rule should take proper
account of intra-group transactions by considetitegeconomic effect of series of related
transactions, not just individual transactionsadranking entity group as a whole.

The documentation burden associated with Sectids(c) of the proposed rule is
unnecessarily disruptive. It should be applied kss granular level and should not be
applied to trading desks that exist to hedge r@sssimed by other trading desks.

The definition of covered fund set out in the pregad rule could cause the disappearance
of certain securitization activities, resultingammaterial reduction in credit for a wide
range of industrial, commercial and service-seettities. As drafted, we believe the
definition exceeds the requirements of the staduatkfails to take proper account of the
FSOC’s recommendations and the rule of construa@rout in Section 13(g)(2) of the
statute.

The government obligations permitted activity slioloé expanded to include derivatives
referencing government obligations because a fatiido so will inadvertently affect
liquidity in government obligations themselves. ohder to preserve liquidity in the bonds
issued by other sovereign entities, it should bisexpanded to include trading that is
otherwise permitted by law in the obligations dffafeign governments that are
comparable in credit quality to the United States.

The definition of trading account should be limiteda purpose test as required by the
statute. The presumption that any account usadduoire or take a covered financial

12



position that is held for sixty days or less isaling account position exceeds
congressional intent and should be removed fronfitiaérule.

» The agencies should give further consideratioln¢éoneaning of the term “loan.” At
present, it throws into question the treatmentestain market-standard means of
transferring the risk associated with loans. Weske that there clearly are circumstances
under which debt securities should be consideréx twithin the phrase “extension of
credit” in the definition of loan and that the rglleould leave room for the issue to be
addressed on a case-by-case basis.

» The exclusion for repurchase agreements shouldteeded to encompass all
transactions that are analogous to extensionsditand are not based on expected or
anticipated movements in asset prices.

A. Market Making

1. The Essence of Market Making

The essence of a market maker’s job is to provgledity by quoting prices to customers and
then to respond intelligently to the risks acquivdten customers act on the quoted prices. A
single trade will typically expose the market matemultiple risks, and the successful
market maker is one who makes the right choicestalibich risks to prioritize addressing,

in what sequence, and with which instruments. Tter@l choices are the ones that
minimize the volatility of his or her portfolio wliei maximizing the amount of bid-offer

spread captured over time. Market making thusssagdy involves risk mitigation rather

than risk elimination. The proposed rule introdusiggificant uncertainty into this
optimization process and risks diminishing the mghess of market makers to provide
liquidity.

Regulated banking entities and broker-dealers afarthe largest providers of market-
making-related services. The existence of a roloostpetitive field of banking entities
willing to provide liquidity is essential to creatj secondary market support for investments
like corporate and municipal bonds. Without thedictable source of secondary market
liquidity that market makers provide, the riskdbohd ownership would increase, causing
investors to raise borrowing costs to issuers.t,Tihaurn, would seriously impair capital
formation.

In essence, the distinction between prohibited metqry trading and the core capital-raising
functions of the U.S. financial markets now residlte agencies’ interpretation of the words
“designed,” “reasonably expected,” and “near teri@iven the vital importance of the
distinction, the choices that regulators make iplementing the statute are critical. While
the proposed rule represents a good faith effaitgolve the uncertainty generated by the
statute, its approach to supervision could redeentllingness of firms to make markets. As
we note in the introduction, in its directions e tFSOC, the statute clearly identified the
promotion of safety and soundness as one of itsgryi objectives. At the same time, it
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specifically recognized that some market-makingtesl activities were not in conflict with
this objective and should be protected. The propogie instead focuses heavily on the
possibility of firms “hiding” prohibited behavioranischaracterizing activities to evade the
statute and is insufficiently focused on the saéatgl soundness of firms and the financial
markets more broadly. What follows in this sectadithe letter is a discussion of the
principal issues that we believe should be adddesserder to minimize the adverse effects
of the proposal on market-making-related activities

2. Liquidity Substitution and the Shadow Banking®m

A few observers have suggested that, while thetstatay reduce the ability of banking
entities to provide liquidity, that effect may biset by an increase in market participation by
non-regulated firms. We believe this argumentisptaced for two reasons. First, the statute
provides a clear exemption for market-making attésiby banking entities rather than
directing the agencies to consider alternative iglerg of that service. Second, and more
fundamentally, market realities make it highly kely that non-regulated entities would have
the incentive or resources to serve as dependadestmakers at narrow spreads,
particularly in volatile markets when such servieaes most necessary. Such a suggestion
ignores lessons from recent financial crises aedttyr underestimates the importance of
housing critical financial services within the réaged banking sector.

One important lesson is that procyclical liquidgynot a substitute for through-the-cycle
liquidity. We view our market-making business astf an overall franchise that includes
commercial banking, lending and underwriting relaships. High-frequency traders and
hedge funds play an important role in financial keés, but their business models do not
require the development or maintenance of suchioakhips. As such, we believe that their
willingness and ability to accept risk to suppdrerts during periods of market stress (when,
as we note above, a market maker’s services dheareatest value) will naturally be more
limited than those of a banking entity.

Market making is optimally located within financiaktitutions that are subject to close
prudential supervision. The minimum capital regaients to which banking entities are
subject ensure that, even in stressed markets htney sufficient capital to participate
actively in market making. Also, banking entittgpically have access to diversified sources
of funding that allow them to assume less liquid arore volatile positions from clients with
greater confidence. By contrast, non-regulateaniomal market participants are typically very
thinly capitalized and have limited, if any, access$raditional capital markets. Furthermore,
managing the complexity associated with large pbas$ of lightly mismatched “leftover”

risk over long periods of time and in all markehdiions, which is a critical element of a
market-maker’s role, requires access to capitalreskdnanagement infrastructure that is only
found in banking entities. As events like the aptie of Long Term Capital Management and
others have demonstrated, market events like ucgeqgtly high margin calls threaten the
viability of highly leveraged or lightly capitalidemarket actors with complex portfolios of
offsetting positions.
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Also, many non-regulated entities operate a businexdel that depends on executing a high
volume of intra-day transactions and ending theitigaday without any risk position at all.
Even a small increase in execution uncertaintyparational risk can lead such an entity to
exit a market. The “flash crash” of May 6, 2018arly demonstrates the destabilizing effect
of such contingent liquidity.

We expect that, however it may be implementedstarite will reduce liquidity. That
impact will lead to a widening of bid-offer spreatiat will attract non-regulated entities, at
least temporarily. But we encourage the agenoiesdognize that the business model of
non-regulated entities means that any commitmeptdweiding liquidity is likely to prove
limited, high in cost, and fickle.

3. The Definition of Trading Account

As noted above, the proposed definition of tradingount is broader than the statutory
definition.

In a later section, we describe how the proposettehaisk capital test would expand the
statute to cover asset-liability management fumstithat should be permissible, and why it
should be eliminated. Here we focus on three et issues: (1) why the registration test
should also be eliminated; (2) why the 60-day prgstion is counterfactual and should be
eliminated; and (3) how, in one way, the proposgd expands the purpose test unwisely.

Registration Test

The inclusion of the registration test in the finale would create significant uncertainty
about the scope of the proprietary trading protubit The test appears to overlap entirely
with the purpose test and, as such, is redundamther, the final rule will apply globally. In
the course of preparing for the implementatiorheffinal rule, it is becoming clear that, in
certain jurisdictions, it is difficult to concludeith certainty whether frequent long-term
investing activity gives rise to a local dealeristrgtion requirement. In cases where it does,
the registration test would make activity that mekort-term trading intent subject to the
statute’s prohibitions. Since that would exceedi@essional intent, the registration test
should be removed from the proposed rule completely

Presumption

Although it is described in the proposed rule asdpetended to “simplify” and to provide
“greater clarity and guidance,” the rebuttable pnegtion set out in the proposed rule that any
covered financial position held for sixty days ess is a trading account positid(the

“sixty-day presumption”) is an expansion of thegaretary trading prohibition set out in the
statute. Nothing in the statute requires or ingodigequirement for such a rebuttable

13 Seeproposed rule Section __.3(b)(2)(ii).
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presumption and there should be no such presumiptitre final rule. The sixty-day
presumption only increases the uncertainty surrimgnithe proprietary trading prohibition. It
is far from clear what evidence would suffice tbutethe presumption. Also, the inclusion of
the sixty-day presumption highlights confusing insistencies in the agencies’ approach to
the definition of trading account. In relationtt@ market risk rules test, when looking for
guidance with respect to the phrase “short-terime”groposed rule refers to the FASB ASC
Master Glossary definition of “trading” which notdst “near-term” for purposes of
classifying trading activities is “generally meastiin hours and days rather than months or
years.” We find that inconsistent with a rebutéaptesumption that a position held for two
months was acquired with short-term trading intéftte proposed rule itself, at footnote 102,
also appears to note the inconsistetcy.

Purpose Test

While we generally support reverting to the statyfmurpose test as the sole definition of
trading account, we are concerned about the statetimt a trading account “would also
include a derivative, commodity future, or othespion that, regardless of the term of that
position, is subject to the exchange of short-teamation margin through which the banking
entity intends to benefit from short-term price raments.*®> Decisions about the intervals at
which collateral should be taken from counterparéiee taken by credit risk managers, not
traders. They reflect credit risk appetite, natling intent. Regularly taking collateral to
mitigate the credit risk associated with a finahti@nsaction simply is not an indicator of
short-term trading intent, and the statement shbaldeleted. It should be noted that Title

VIl of the Dodd-Frank Act will require certain firsrto take collateral from their
counterparties on a daily basis in respect of savapsecurity-based swap transactions
whether or not they actually want to do so. Sithee collateral posting is mandatory, it says
nothing at all about intent. If left in the finalle, the statement may cause banking entities to
alter otherwise prudent risk management practce®mnform to the final rule. That would

run contrary to the stated purpose of the statutiecanstitute a clear case of the cost of a rule
outweighing its benefit.

4. The Proposed Rule Should Not Rely on Hard-Cdciitgria

Because of its multiple overlapping parts, the psmal rule does not provide regulated
entities a clear path towards compliance. For etarkaking to continue in its current form,

14 Seeproposed rule at footnote 102: “See FASB ASC Ela€lossary definition of “trading.” Although

§_ .3(b)(2)(ii) of the proposed rule includes autédble presumption that an account used to acquitake
certain covered financial positions that are heldél0 days or less is a trading account, the agenwite that
U.S. GAAP does nanclude a presumption that securities sold witlird@ys of acquisition were held for the
purpose of selling them in the near term.”

!> Seeproposed rule at page 68858. The purpose tastralkides covered financial positions acquirethéen
principally for the purpose of benefitting from aat or expected short-term price movements.

16



as the statute clearly intended, firms should l@weay of knowing whether the activities they
are conducting will or will not qualify for the egption.

For example, Section __.4(b)(2)(vi) of the propordd requires firms to conduct their
market making-related activities in a manner cdasiswith Appendix B to the proposed rule.
However, Appendix B provides that consistency witipendix B is insufficient and also
requires compliance with all of Section __.4(h).places, Appendix B and Section ___.4(b)
address the same topic, and it is unclear whetiraptance with Appendix B also constitutes
compliance with the corresponding criterion in 8ecté(b). If it does, it is difficult to see
why there is a separate criterion in Section _).d(fall. If it does not, it is unclear what
additional compliance steps are required. Addngsiie subject matter of Section
___A(b)(2)(i), (i), (iv), (v) and (vii) of the pposed rule only in Appendix B would resolve
the confusion that presently exists in the architec

The proposed rule proposes to apply seventeenaselaily at a variety of points in the

firm’s trading hierarchy. Also, Appendix B to tpeoposed rule is a multi-page description of
the distinctions between permitted market-makirigteel activities and prohibited proprietary
trading that notes frequently how facts and cirdamses can cause a genuine market-making
business to resemble a proprietary trading businBssause of its use of hard-coded criteria
in the proposed rule itself, as the proposed sifEesently constructed, a trading desk that
has all of the anatomical properties of a markekingabusiness® that consistently yields
satisfactory results with respect to the preponu=raf the seventeen metrics and that
operates its business consistent with AppendixrBstil be told that its activities are
prohibited proprietary trading because, for examipleeld itself out on a regular basis when
it should have held itself out on a continuous ©adihat is clearly the wrong result and
would be avoided if the subject matter of Sectiom(b)(2)(ii), (iii), (iv), (v) and (vii) of the
proposed rule were addressed only in Appendix Bat Would allow the agencies greater
flexibility as it would ensure that “facts and airastances” can be factored into regulatory
decisions. In a rule intended to address a vaokpyoducts and all market conditions, that
flexibility is essential to proper supervision.

5. The Proposed Rule Goes beyond the Statuteostiftre “Market-Making Related”
Activities

The statute very clearly permits the purchase, salguisition or disposition of securities and
other instruments in connection with market-makialgtedactivities. As the agencies are
aware, the word “related” was specifically addedrythe House-Senate conference
process. In places, however, the proposed ruleaappe read this word out of the statute.
For example, the proposed rule states:

'8 For example, the business employs sales staftthar clients, issues research to clients, delipeicing runs
to clients and is considered by the Street andibwts to be a market-making business.
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a trading desk or other organizational unit of akiag entity that is engaged wholly
or principally in arbitrage trading with non-custera would not meet the terms of the
proposed rule’s market making exemptidn.

While some types of arbitrage trading might propée considered speculative, others clearly
relate to customer needs and should be seen asa pdirm’s market-making-related
activities. Corporate bond exchange-traded fumdsige a useful example of the latter.
Exchange-traded funds are a low-cost means by winastors, often individuals, are able to
participate efficiently in markets that would otivese be closed to them. For the product to
work, two conditions must be met: the underlyingdd® must be tradable and liquid, and
market participants must be willing to execute taagie transactions between the exchange-
traded fund and the underlying bonds. The corpdrahd exchange-traded fund market
could not continue to function as it does withdattarbitrage activity: supply and demand
forces would cause the exchange-traded fund tagkvieom fair value and distort its
performance. The liquidity on the underlying bomslprovided by corporate bond market
makers. For an exchange-traded fund market-m#iesgbility to optimize various sources
of liquidity, including the underlying corporate b market, is an important factor in the
efficiency that drives the exchange-traded fundig friction costs. But the exchange-traded
fund market-maker’s portfolio construct might ahéis have the appearance of an arbitrage
strategy. Often, as a matter of organizationatiefficy, firms will restrict that strategy to
certain specific individual traders within the metknaking organization, who may
sometimes be referred to as a “desk.” The propodedapparently would not allow such a
desk to rely on the market-making-related exceptidfe believe that this is inconsistent with
the statute and unwise as a matter of policy.

Also, in order to minimize risk management costsps commonly organize their market-
making activities so that risks delivered to cliéating desks are aggregated and passed by
means of internal transactions to a single utdigk. The aggregated client-delivered risk is
then hedged in aggregate and, optically, can lmeae ©f the characteristics of arbitrage.
Such activity is a direct function of a firm’s matkmaking operations, and we encourage the
agencies to recognize it as permitted market-matefaged behavior.

6. The Proposed Rule Creates Considerable Doulbt &t Status of Interdealer Trading
Activity

Interdealer trading is a vital component of markeking, as permitted under the statute.
Accordingly, we suggest the agencies clarify thatrature of the trading relationship
determines whether an activity is market-makingel, not the characteristics of the parties
to the transaction.

In its discussion of the Customer-Facing Tradedralie proposed rule notes that:

" Seeproposed rule at page 68871.
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A broker-dealer, swap dealer, or security-basegsyealer, any other entity engaged
in market making-related activities, or any aftéidhereof may be considered a
customer of the trading unit for these purposésdafcovered banking entity treats that
entity as a customer®2,

We regard that comment as a recognition of the napbfact that there is a significant
amount of interdealer trading activity where onaldeis acting as the customer of another.
We also agree with the direction of the followirggranent made in the proposed rule:

activities by...a person that primarily takes ligtydon an organized trading facility or
exchange, rather than provides liquidity, would qualify for the market-making
exemption under the proposed rul&’..

Whether or not conducted on an organized tradiodjtiaor exchange, trading activity that
has as its primary driver the provision of liquydisé market-making-related activity and
should be permitted. We see no distinction in tegard between anonymous exchange-
traded transactions and over-the-counter transectidere the identity of the counterparties
is disclosed.

A particularly vivid example of why the agencie®sh clarify the status of interdealer
activity is the direct market in currency optionghe market is called “direct” because it is
entirely bilateral and is neither intermediatedmitgr-dealer brokers nor executed on any
organized trading facility. The currency optionarket is a global, 24-hour, 6-day-per-week
market. Following the decades-old conventiondefforeign exchange spot market, firms
provide two-way prices to each other in that madtetiemand. This informal agreement to
guote two-sided prices to other market makers isssential feature of being a market maker
in the global currency options market. When oneketamaker provides pricing to another in
that market, it considers the market maker to witigihovides the pricing to be a customer.
Access to that interdealer liquidity is essentighlow firms to develop the risk inventory
needed to satisfy demand in their market-makingchnges and to manage risks delivered to
them by their non-dealer customers. At presestetis considerable confusion in the
industry about whether the agencies view this dgtas prohibited. We strongly recommend
that the agencies clear up that confusion in thal fiule.

7. The Proposed Rule Undervalues the Metrics

The proposed rule notes consistently that the ngetiie designed for “identifying trading
activity that warrants additional scrutiny.” Thase equally well designed for identifying
trading activity that warrants no further scrutiiyhile we agree that no single metric can
serve as a dispositive tool for identifying prokelol proprietary trading, we submit that if a
business routinely passes over a dozen metricdestgned to determine whether it is a

'8 Proposed rule at page 68960.

% Proposed rule at page 68872.
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market-making business, the need for further inguito the nature of the business is
significantly reduced and may be superfluous. fitred rule should provide that where a firm
has established an internal compliance program nggpect to a business and the metrics that
are run by the firm demonstrate that the busireasmarket-making business, the business
should benefit from a rebuttable presumption thestin compliance with the final rule.

8. The Metrics Require Changes to Reduce Impatiandity and Decrease
Implementation Burden

Level of Reporting.The proposed rule requires banking entities toutale and report

metrics at points in the organizational hierarcbwad to the trading desk level. The choice of
level at which to apply metrics is an extremely artpnt one: while too high a level may
cause smoothing of results, too low a level willtroely generate false positives. The
opportunity to explain the facts and circumstarstesounding false positive mitigates the
harm, but not enough: knowing that individual dems will require explanation will

seriously chill desirable capital commitment by keirmakers. That chilling effect will be
magnified at the worst possible times since thalamce of false positives will increase in
distressed market conditions, when a market maker\@ces are of the greatest value.

The proposed rule could safely be less granularséitidhe effective. At IPMorgan, the most
senior level of trading risk management is refetoeds the Investment Bank Risk

Committee, or IBRC, and meets weekly to discusg-tha’s trading risks. The heads of all
the trading businesses are represented at thesmgse@nd positions are discussed at a level
of granularity that appropriately reflects the ey of the risk. We believe that the

metrics should not be applied below the level atctvidata is routinely reviewed by senior
management at these IBRC meetings. For exampl®Morgan, the trading business level
would be Credit Trading or Institutional Equity @gposed to a sub-level within each business
— e.g., North American Credit Trading.

Frequency of ReportingThe proposed rule proposes monthly reporting oficget While

the agencies should retain the ability to requestenfrequent reporting on an exception basis
and firms should be required to investigate anoesals they arise, the routine reporting
frequency should be quarterly. Monthly reportiagdo frequent because of the complexity
of the process that surrounds the generation eflaéyy reports. Before such reports are
submitted to regulators, they are subjected teetambmpliance, risk-manager and senior
management reviews. That process is time consuamdgas a result, such reports are
generally produced only on a quarterly basis.

Calculation periods.Similarly, thirty-day and sixty-day calculation peats are too short for
some of the proposed measurements. A thirty-diylesion period will typically capture
only 22 trading days. For statistical calculatiomsample set of 22 data points is just too
small and creates an unnecessarily high degreeeasumement uncertainty. To maximize
their usefulness, the calculation period shouldhe calendar quarter (typically 63 trading
days) for each of the following proposed quanti&tneasurements:
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» Volatility of Comprehensive Profit and Loss and &ftility of Portfolio Profit and Loss;

» Comprehensive Profit and Loss to Volatility Ratrala@Portfolio Profit and Loss to
Volatility Ratio;

+ Skewness of Portfolio Profit and Loss and Kurtadi®ortfolio Profit and Loss; and
e Spread Profit and Loss.

Utility of the Metrics Some of the metrics are completely new; theynatecurrently in
widespread use in the industry. Two metrics in tlaiegory are Inventory Risk Turnover and
Spread Profit and Loss. While each is potentiadigful in concept, the proposed
implementation set out in the proposed rule is @tasally more difficult than necessary and
will yield negligibly more insight than a less berdsome version of the test.

The Inventory Risk Turnover metric should focusyomh the principal measure of directional
risk for the subject portfolio. One of the coradtions of a market-maker is to warehouse
certain secondary risks, which is essential tqotioper functioning of most markets. The
purpose of an inventory turnover measure is to @mthe amount of risk that a market
maker retains to the size of the market marker&ntlfranchise. A typical securities trading
desk will trade many securities, and many deskktraifle both derivatives and securities.
The proposed rule’s proposal to require firms tmpate risk turnover in relation &l of the
regularly produced risk sensitivities alf instruments within the relevant portfolio would
require risk turnover to be calculated for ten @mrerisk sensitivities in some businesses and
IS excessive.

We believe that focusing only on the principal meaof directional risk strikes the right
balance between practicality and relevance. Amgcem that focusing only on that principal
measure will encourage the warehousing of outsia#tipns in other risks should be
mitigated by the application of other measureméedpecially profit and loss volatility
metrics and the Comprehensive Profit and LossAttion metric) that should effectively
identify other risk concentrations. In additiohetmore exotic the risk, the greater the
difference in measurement methodology across firRequiring inventory risk turnover to be
measured against more than the principal measutieasdtional risk will make it far more
challenging for the agencies to manage horizoetaéws and, as such, to maintain a level
playing field among firms.

With respect to the Spread Profit and Loss metiie,End of Day Spread Proxy is sufficient
and should be used for all asset classes. Usegrdvailing bid-ask or similar spread at the
time the purchase or sale is completed is far mnezous than is necessary to distinguish
position-related revenue from spread-related reeerduwill yield meaningless results in
institutional markets where clients have significhargaining power (which describes most
markets for the institutions most affected by ttadge) because, in those markets, it would be
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perfectly reasonable for a firm to record the miesently traded price as the midmarket price.
In that situation, the Spread Profit and Loss wdaddzero, producing a metric “failure” in all
cases.

The End of Day Spread Proxy relies on processeagithnes generally already have in place in
response to industry-wide demand for accurate émdypvaluations. It is much more
objective than the proposed approach becaussubiect to far greater scrutiny by third
parties. Correctly, the proposed rule notes tlesirier market makers to manage retained
principal risk effectively. Balancing risk in ond® be able to quote to clients is an essential
element of a trading business that is designedtisfg near term customer demand. For the
most liquid asset classes, the proposed approdcbanse market makers who successfully
manage intra-day fluctuations in client demandgpear to be trading with “a simple
expectation of future price appreciatidiifeading to defensive pricing behavior and a
reduction in market liquidity. While it could begaied that our proposed approach would
allow a proprietary trading desk with an intra-deading mandate to appear to have only
spread-related revendkany such business would fail a simple review ®fiandate and set-
up and would almost certainly produce profit ansklgolatility numbers inconsistent with a
market-making business.

With respect to the Customer-Facing Trade Ratiobaleve that the metric should not be
based on trade counting; instead it should bekabased normalization, similar to the
Inventory Risk Turnover metric. The proposed applointroduces the possibility of
nonsensical results. For example, a corporat@mestmight execute a multi-billion dollar
hedge of its foreign currency exposure by buyirigraign currency put option in the FX
Options market. The market-maker may, among approaches, “call out” in the interbank
market and exit the position in much smaller piecEise result would be to have one
customer trade and, perhaps, ten or more deatbrsraimply because each of the interbank
trades is smaller.

Further, as the agencies acknowleffg8tress VaR is not in regular use for day-to-daly ri
management. For Basel purposes, Stress VaR wilhloalated only at the highest level of
the firm, and computing it at a more granular lesrelates a significant implementation
burden as well as problems in terms of comparghalitd relevance of results. More
importantly, as a measure that conveys no infolwnadbout intent or proportionality between
the risk assumed and client demands, it providis felevant information about a banking

% Seeproposed rule at page 68871.

2L |f a proprietary trading business had an intrg-iading mandate it would always end the tradiag with a
flat position. If the mid-market value of its teslwere only determined at end of day then alhefrevenue
would go into the spread category, creating theeammce of compliance even though the activityeiarty
prohibited.

%2 Seeproposed rule at 68887.
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entity’s compliance with the statute. We therefoeéieve that Stress VaR should be removed
from the list of required metrics.

Inapplicability to Asset-Liability Management

The metrics proposed would not, in any form, bdulse distinguishing valid asset-liability
management from proprietary trading. We discussithdetail below, under “Asset-Liability
Management.”

9. Solution-Driven Transactions

We are concerned that, generally, the proposedinds not appear to acknowledge the more
structured, client-driven transactions that banl@ngties routinely enter into with their client
base. Such transactions (which are often refeoad “solution” transactions) are
increasingly driven by client financing needs, imaty also be driven by risk management
considerations. For example, a transaction majelsgned to provide a predictable source of
funding for a client’s regulatory capital needg@provide structured protection to a client on
its loan or securities portfolios. Our goal iheitto give the client indirect access to cheaper
sources of funding or assume risks from the clieat we then distribute to the market.
Typically, the client-facing transaction is relaly structured and we hedge or offset the risk
assumed using a combination of transactions exeéthiteugh our market-making desks. This
activity is related to our market-making franchis@sl therefore permissible under the statute.

Banking entities are by far the largest providethafse solution-driven products. We are
concerned that the trading on behalf of customerjted activity is not sufficiently broad

to permit this activity and that a narrow interjatedn of the requirement to hold oneself out
“on a regular or continuous basis” would precluelence on the market-making permitted
activity in connection with these client-drivenrigactions. We suggest the agencies make
clear in the final rule that, for this purpose,anking entity meets a requirement to hold itself
out if it markets structured transactions to iterdl base and stands ready to enter into such
transactions with them even though transactions meayr on a relatively infrequent basis.

B. Risk-Mitigating Hedging Permitted Activity

We discuss in detail below the application of tkeeption for risk-mitigating hedging to
JPMorgan’s corporate asset-liability managementtfan. It is within that function, rather
than within our investment bank, that we hedgesthéactural risks of the company’s balance
sheet. In this section, we discuss how the ridigating hedging exception applies to
hedging within our investment bank. As the proplosge acknowledges, hedging is a vital
part of market making, because it allows marketerako manage the principal risk they
must incur to perform the function. In several giahe proposed rule would make hedging
more difficult.
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1. The Proposed Rule Should Not Rely on Hard-Cddiéeria

The criteria in Section ___.5(b) of the propose@ sHould be factors to be considered when
distinguishing prohibited proprietary trading frdradging, not tests that must be satisfied in
every case in order to qualify for the hedging p#ed activity. For example, we are
concerned that even if all other requirements efttedging section are satisfied, a transaction
is not a hedge unless it is contemplated by th#emrpolicies established by the firm

pursuant to subpart D. That limits the abilitytloé firm to hedge unanticipated risks quickly.

The hedging permitted activity set out in the prsgmbrule is much narrower than the
discussion of the hedging permitted activity in gineamble. For example, the preamble
states that anticipatory hedging is permitted mage circumstances but the text of the
proposed rule itself makes no reference to anticipehedging®® The mismatch between the
discussion in the preamble and the hard-codedieritethe proposed rule generates
considerable uncertainty. Removing hard-codeeéraifrom the proposed rule would help to
resolve that uncertainty.

If the criteria in Section __.5(b) in the hedgiregon of the proposed rule were removed and
the subject matter of those provisions were addesstead in an appendix to the proposed
rule analogous to Appendix B, the agencies wouldhie to take facts and circumstances into
account throughout the supervisory process. Asate above, we believe that is essential to
the proper supervision of complex financial markets

2. The Importance of Scenario Hedging

While most risk management is designed to addessonably foreseeable risks, risk
managers also routinely consider so-called “taksj” remote, but potentially devastating
movements in a portfolio of assets that can folem@nts like the collapse of a major financial
institution or the insolvency of a highly leveragsalereign entity. As the agencies are
aware, banking entities routinely stress test thaiance sheets against such outlying
scenarios and many banking entities are currentjpged in stress tests concerning
macroeconomic and financial market scenarios madday the Federal Reserve to ensure
that institutions have robust, forward-looking ¢applanning processés. Typically,

scenario hedges are not dictated by individuaingdesks™ In fact, it is common for

%3 Seepage 68875 of the proposed rule and contrastfit 8&ction __.5(b)(2)(ii) of the proposed rule.

% SeeFederal Reserve press release November 22, 2011 at
http://www.federalreserve.gov/newsevents/pressfizfd 11122a.htm

% Since most scenario hedges are established arHiglrels of organization within banking entitigsey would

be subject to the additional documentation requimreisiset out in Section ___.5(c) of the proposes rilso,

scenario hedges have a clearly identifiable risk @nofit-and-loss profile. They should be ideztifie using

Value-at-Risk and Stress VaR and VaR Exceedanceesetiue metrics. Consequently, supervisors \ailieh

ample opportunity to require banking entities tplain the facts and circumstances surrounding tirases.
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individual trading desks to be unaware that suaghe have been established because
awareness might change behavior in a manner thikgronines the value of the hedge.

A position should qualify as a hedge if it is re@aloly correlated to a specific risk or the
banking entity can reasonably demonstrate throtsgstiess testing program that the position
reduces its tail risks. At inception, the corriglatbetween a chosen hedge and a given talil
risk may be relatively loose. Section __ .5(b)({B)@f the proposed rule requires that the
hedging transaction be “reasonably correlated,apen the facts and circumstances of the
underlying and hedging positions and the riskslauadity of those positions, to the risk or
risks the purchase or sale is intended to hedgéherwise mitigate.” We believe that this
requirement may be too narrow to permit scenardgimg and, as such, could deprive
banking entities of an important risk managemeot

3. Intra-group activity

Generally, the proposed rule does not adequatstuds intra-group trading activity and
therefore leaves unclear whether it is permissibler a variety of risk management, legal,
tax and regulatory reasons, banking entities fretiy@ise booking vehicles that do not face
external counterparties except to support therigadr hedging activities of other group
members. For example, a hedge fund derivativesaiction entered into by a U.S. banking
entity with a non-U.S. customer may be hedged bgma@f an offsetting transaction between
the banking entity and a non-U.S. affiliate of banking entity that buys hedge fund shares
as its hedge for the offsetting transaction. Taabination of transactions provides the
group, as a whole, with an efficient hedge to tiist@mer-facing transaction. The proposed
rule is drafted as though the same entity alwage@bes both the risk-generating transaction
and the hedge. The final rule should clearly all@mking entities to consider exempt groups
of transactions entered into by different group roers if they are connected and in aggregate
act as a hedge for specific risks faced by onearermembers of the grodp.

4. Documentation of Macro Hedges

The proposed rule appears to underestimate thedney with which hedges are established
by a supervisor or risk manager responsible forentioan one trading desk. We believe that
the requirement for contemporaneous documentationld apply only to hedges executed
one level or higher above the level described enekample contained in footnote 161 in the
proposed rule. That is, the documentation requeregrehould apply only to hedges that are

% We also address these issues in the Asset-ltiabnagement section of this letter below.

27 Another example of the proposed rule’s failuregcognize intra-group activity appears in relatiothe
market-making permitted activity. In many casesrerbooking entities are able to rely on intra-grou
exemptions under local law and do not carry de@gistrations. Since the proposed rule makes such
registration an absolute condition, it would be a@sgible for such entities to rely on the market imgk
exemption.
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established by the manager of a person resporisibteore than one desk or by more senior
management. No additional documentation of a hé@geaction should be required at or
below the level described in footnote 161 as lositha hedge in question is contemplated by
the hedging policies and procedures maintainedh&ydlevant business in compliance with
Subpart D. Otherwise, the administrative burdesoaisted with the proposed rule would be
significant to the point of interrupting normaldiag operations. That, in turn, may cause
banking entities to become exposed to greater.rikkshould also be noted that these hedges
will be subject to testing using metrics and, ashswill be subject to review by the agencies.

The mandate of certain desks is to hedge the geskerated by other desks. Such risk
management desks should not be subject to the dotation requirements with respect to
their trading activity at all. We believe thatstincorrect to consider such desks to be “at a
level of organization that is different than thedkeof organization establishing . . . the [risk
generating transaction].” The two typically sitla¢ same level within an organization and
typically have separate management reporting lilesuch desks were subject to the
documentation requirements, their daily tradingrapens would be materially affected
because they would be required to separately docutine purpose of every trade executed.
The final rule should make clear that such des&sat subject to the documentation
requirements.

C. The Extraterritorial Application of the Volcker Rul e Would Create Competitive
Disadvantages among U.S. Firms

The definition of “resident of the United Statesihtained in the proposed rule creates
competitive inequalities among U.S. banking erditleat operate overseas. As drafted, the
proposed rule places U.S. banks that operate ageteeough branches at a disadvantage to
U.S. banking entities that operate overseas thrgubhkidiaries. To avoid these inequalities,
the definition of “resident of the United State&bsild be conformed to the definition of U.S.
person contained in the SEC’s Regulation S.

Many U.S. banks conduct activities in covered feiahpositions from their overseas
branches. Such activities are typically heavilyulated locally. For example, the London
branch of JPMorgan Chase Bank, N.A. is a “residétite United States.” It is regulated by
the UK Financial Services Authority. However, adeestablished U.K. subsidiary of a U.S.
firm is not captured by any clause of the “residgrthe United States” definition. As such,
in their dealings with a branch, overseas entitiest take into account the possible
application of the Volcker Rule to their transangpbut, in their dealings with a subsidiary,
they do not. Consequently, overseas entities are tikely to want to deal with subsidiaries
than branches. We see no policy justificationtfi@ competitive disadvantage at which
JPMorgan Chase Bank, N.A. would be placed — céytam justification relating to the
subject of the statute.

The inclusion of foreign branches of U.S. bankdimithe definition of “resident of the
United States” in combination with the propose@sublefinition of derivative, may adversely
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impact trading in U.S. Government debt obligatibgdoreign investors in a manner that
clearly was not intended by Congress. AlthoughTiteasury Secretary has proposed to
exclude foreign exchange swaps and forwards fraulagion as swaps for most purpd8es
the proposed rule proposes to include such produitiién the definition of derivative.

Foreign exchange swaps and forwards are the megankibh foreign investors convert local
currencies into U.S. dollars so that they can pageHJ.S. Government debt obligations. As
such, liquidity in those products affects liquidityU.S. Government debt obligations. Those
products are very often executed with overseaschemnof U.S. banks. If foreign exchange
swaps and forwards remain covered financial praduntler the final rule and those overseas
branches of U.S. banks are residents of the UStates, then foreign investors will have to
assess the proposed rule’s implications when tizeletin those products with such local
branches. That, we believe, may reduce liquiditthbse products and that, in turn, may
reduce liquidity in U.S. Government debt obligaton

The agencies note that the definition of “resid&rthe United States” in the proposed rule is
similar but not identical to the definition of U.Serson for purposes of the SEC’s Regulation
S. As it relates to bank branches, the definisbauld be identical. The full provisions of the
U.S. person definition of Regulation S should beeatito the proposed rule so that the term
resident of the United States does not includeagy@ncy or branch of a U.S. person located
outside the United States if:

() the agency or branch operates for valid businessores; and

(i)  the agency or branch is engaged in the busindsaniing and is subject to
substantive banking regulation in the jurisdictwamere located.

D. Government Obligations Permitted Activity

We refer the agencies to the letter dated Febrl@y012 submitted by JPMorgan, Wells
Fargo Bank, N.A., Deutsche Bank AG, New York BrariRBC Capital Markets, LLC and
Société Générale, New York Branch, in which we @yneur concerns about the impact of
the proposed rule on the market for municipal s@earthat do not fall within the scope of
government obligations permitted activity and timpact of the proposed rule on the tender
option bond markets. We believe that the goverrirabligations permitted activity is also
too narrow in certain other key respects. Ourmophicipal concerns and recommendations
can be summarized as follows:

» The permitted activity should be expanded to inelddrivatives referencing government
obligations.

%8 SeeDetermination of Foreign Exchange Swaps and ForBigihange Forwards Under the Commodity
Exchange Act, 76 Fed. Reg. 25774 (May 5, 2011).
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* The government obligations permitted activity sldoog expanded to include trading that
is otherwise permitted by law in the obligationsabfforeign governments that are
comparable in credit quality to the United States.

Presently, the government obligations permitted/éigtaddresses only direct holdings of
government obligations. As a practical matteis itare for trading desks to trade only a cash
instrument; trading desks that trade in governnoetigations routinely trade also in futures,
options and swaps referencing government obligati®@ubjecting trading in those
instruments to the prohibitions of the statute ddumit the ability of banking entities to
position themselves efficiently and to hedge goresnt obligations. That, in turn, would
reduce trading in the government obligations théweseand, therefore, undermine
Congressional intent with respect to the governméhgations permitted activity. Since
trading in futures, options and swaps on governrabhgations is essential to trading in the
government obligations themselves, we believettteigencies should exercise discretion
under 13(d)(1)(J) of the statute to complete theegament obligations permitted activity by
extending it to such instruments.

As noted above, we share the concerns of certegigio governments that the proposed rule
would reduce liquidity in non-U.S. government boftiaVe believe that, as a matter of
comity and in order to ensure that liquidity ind@mn government securities is maintained, the
government obligations permitted activity shouldelyanded to encompass the debt of all
foreign governments that have a credit quality caraple to the U.S. At a minimum, the
agencies should make clear that all of a firm'$vétes that are necessary or reasonably
incidental to its acting as a primary dealer ili@ign government’s debt securities are
protected by the market-making-related permittdtvidiz. Such activities may require a firm
to assume positions in such debt securities evemgomstances where near-term demand is
entirely unpredictable.

E. Commodity Forwards Should Not be Included in the Fnal Rule.

The statute does not expressly encompass forwatdacts in nonfinancial commodities
(“Commodity Forwards”). Certain agencies have ddatet Commodity Forwards are
commercial merchandising transactions, whose pyinparpose is to transfer ownership of a
commodity>® The Department of the Treasury has noted thgtahe more similar to

funding instruments, such as repurchase agreerffedtshough Commodity Forwards are

2 Seel etter from Chancellor of the Exchequer, GeorgbdDse, to Chairman Bernanke, dated January 23, 2012
(“ am concerned that the regulations could has@aificant adverse impact on sovereign debt market”).

%0 Seejoint SEC and CFTC release “Further DefinitiorSafap, Security-Based Swap, and Security-Based
Swap Agreement; Mixed Swaps; Security-Based Swapégent Recordkeeping” (76 Fed. Reg. No. 99, May
23, 2011).

31 SeeDetermination of Foreign Exchange Swaps and Forgigihange Forwards Under the Commodity
Exchange Act, 76 Fed. Reg. 25774 (May 5, 2011).
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excluded from the definitions of the terms “swaptédsecurity-based swap” in the
derivatives-related provision of the Dodd-Frank Kahe agencies propose to exercise their
discretion to expand the statute to encompass thesements by including them within the
Title VI definition of a “derivative.” We believehat there is ample evidence that commercial
agreements such as Commodity Forwards should natridered “financial instruments” as
that term is used in Section (h)(4) of the statutd, as such, should not be made subject to
the restrictions of the statute. However it mayrbplemented, the statute will, to some
extent, impair liquidity in every asset class tih&uches. This liquidity concern is made
particularly acute by the lack of certainty curtgrsturrounding the meaning of the term
“spot” in relation to commodities where standartweey periods can extend to weeks and
perhaps even months. As we discuss further bel@have very similar concerns and
comments with respect to the proposal to extendegheh of the statute to foreign exchange
forwards and foreign exchange swaps. We strongtp@rage the agencies to refrain from
extending the statute to asset classes that axdyctmmmercial, as opposed to strictly
financial, in nature.

F. Loans

While we support the exclusion of loans from thegpretary trading prohibition and the other
provisions of the proposed rule directed at pratgdihe loan markets, we believe that the
proposed rule does not go far enough in certaipeas. Our principal concerns can be
summarized as follows:

» The final rule should make clear that the primamgams of transferring interests in loans
are not within the scope of the rule.

* We believe that there clearly are circumstanceguwthich debt securities should be
considered to be within the phrase “extension editt in the definition of loan and that
the rule should leave room for the issue to beest#d on a case-by-case basis.

» The final rule should make clear that covered faianpositions that are acquired by a
firm as a result of a default under a debt preuipasntracted in good faith are not subject
to the proprietary trading prohibition.

* The loan securitization exemption is too narrowaltow banking entities to acquire or
retain an ownership interest in a typical loan sézation vehicle, a collateralized loan
obligation. As such, they do not successfully iempént the rule of construction under
section 13(g)(2) of the statute.

The purchase and sale of loans are outside the sxfdpe proprietary trading prohibition.
Assignments and participations are the principaamsaused by lenders to transfer interests in

32 Seesection 721 (adding a new paragraph 47(B)(iinteo@ommaodity Exchange Act).
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loans (and commitments to make loans). A loan@pation is a traditional banking product
used as an alternative to an assignment, typicatircumstances where consent to an
assignment is unavailable. A loan participatioa tsansfer or acquisition of a lender's
economic interest in a loan that places the paditiin the same risk position as an owner of
a portion of the loan. However, although for manyposes (including accounting purposes)
the originating banking entities and the participagat the participation as a sale of the loan
to the participant, the “lender of record” does daénge. Given the nature and purpose of a
loan participation we believe that the agenciesndtto treat loan participations as a loan for
purposes of Section __.3(b)(3)(ii) of the proposdd. We believe however that the
following text in the proposed rule should be dlad to avoid any ambiguity on this point:

The reference in 8 __.3(b)(3)(ii) to a positionttisa rather than a position that is in, a
loan...is intended to capture only the purchase atelaf these instruments
themselves.

The proposed rule questions whether the definbfdoan should exclude a security. We
note below how such an exclusion would undermieevtiiue of the loan securitization
exemption. It would also cause disruption in mtgkehere security-based products like
variable funding notes are used in place of lodnke repurchase agreements, while such
products are legally distinguishable from loansytbperate in economic substance as loans,
and are not based on expected or anticipated mausrimeasset prices. As with almost all of
the subject matter of the proposed rule, a geredkpproach to the meaning of the phrase
“extension of credit” in the definition of loan winbhave unintended consequences. We
encourage the agencies to use the initial confocen@eriod to develop a comprehensive
understanding of the policy and practical implicas of a blanket exclusion of securities
from that phrase and to work with the industry évelop an approach to the issue that
accommodates both the breadth of the statute’siptapy trading prohibition and the need to
preserve important sources of credit for U.S. amernational businesses.

Despite the exclusion of loans, lending activityl Wwe reduced by the statute unless the final
rule excludes from the proprietary trading prohditall covered financial positions acquired
by a firm in the ordinary course of collecting étlpreviously contracted. Without that
exclusion, banking entities will be less willingeégtend loans against collateral in the form of
covered financial positions or to extend loansistrelssed companies which may result in the
lender receiving covered financial positions il the debt previously contracted in a
bankruptcy proceeding. We note that the proposkedaneposes to apply such an exclusion to
the prohibition on covered funds activities. Westly support that proposal and believe that
it clearly should be applied in respect of the pietary trading prohibition as well.

The loan securitization exemption set out in Sectio.13(d) of the proposed rule (the “loan
securitization exemption”) does not reflect thertenf typical loan securitizations. Even the
most typical loan securitization vehicles, collatezed loan obligations, will, from time to
time, own assets other than those listed in the $eguritization exemption. For example,
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subscription proceeds and proceeds from the repatyofidoans are commonly held in high
quality assets such as Treasury securities, higitéd commercial paper or U.S. dollar cash
until such time as they are applied, for exammgedquire loans. Also, like firms,
collateralized loan obligations may receive ass#tsr than loans in the course of collecting a
debt previously contracted in good faith. It slibalso be noted that almost no collateralized
loan obligations owns credit exposure exclusivelthie form of loans; virtually all of such
securitizations also permit a holding of corpotadads or of bonds issued by other
collateralized loan obligations. Although they mrapresent a small percentage of the overall
assets of the structure, such “bond buckets” amsaantial element of the structure because
they allow the structure to access credit assdisiat when appropriate assets in the form of
loans are temporarily unavailable. Collateralilmh obligations are an important part of the
loan markets. There will be almost no occasiomvbith it will be possible for a banking
entity to rely on the loan securitization exemptiomelation to a collateralized loan

obligation. Consequently, the loan securitizagaemption does not (even partially) give
effect to the rule of construction under sectiofg}{®) of the statute (the “securitization
exclusion”y in that respect. We recommend that the ageneigserthe loan securitization
exemption to reflect the terms of market-standaithteralized loan obligation transactions.

G. The Proposed Definition of Covered Funds Would Disrpt Certain Lending
Activity

We discuss in a separate section below several iwaykich the definition of covered funds
is overbroad with respect to our asset-managemesméss, but note here additional issues
that arise in the trading context. The proposéel @ncompasses certain securitization
vehicles and could result in the disappearancenninaber of beneficial securitization
activities altogether. That, in turn, would maadlyi reduce the availability of credit for a
wide range of industrial, commercial and servicet@eentities. As drafted, we believe the
definition exceeds the requirements of the stadntefails to take proper account of the
securitization exclusion. The final rule shoulémpt securitization issuers that rely on the
exemptions contained in Sections 3(c)(1) and 3)®{The Investment Company Act, such as
asset-backed commercial paper conduits (“ABCP Citsili* from the definition of covered
fund.

% Which provides that nothing in the statute is éd‘tonstrued to limit or restrict the ability obanking entity.
.. to sell or securitize loans . . .”

3 An ABCP Conduit is a special purpose entity, oftstablished by a firm, which issues asset-backed
commercial paper to fund such ABCP Conduit’'s atitsi ABCP Conduits provide financing to custonurs
the firm by providing secured loans to special pegentities established by customers, or by pehasset-
backed securities issued by special purpose enéiablished by customers. In order to facilitateABCP
Conduit’s issuance of asset-backed commercial papefirm that establishes the ABCP Conduit presid
liquidity facilities to the conduit to provide fuedor the timely repayment of commercial paper, fraduently
provides additional credit enhancement to the citndfien in the form of a letter of credit. ABGFPonduits are
prominent examples of securitization vehicles thatild be considered “Covered Funds” under the ego
rule, because they typically rely on the exempticmstained in Section 3(c)(1) or 3(c)(7) of thedatment
Company Act.
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Firms are involved in securitization transactiamgarious capacities. In addition to
securitizing their own loans, for example, theyaage and underwrite securitization
transactions for their customers, provide liquidégilities and credit enhancement to
securitization vehicles, establish and adminisédmasles such as ABCP Conduits to provide
financing to their customers, and provide suchrfaiag directly to customers through the
direct purchase of asset-backed securities. @estauritizations are able to rely on
exemptions from the Investment Company Act othantthhose contained in Sections 3(c)(1)
and 3(c)(7) of that Act, but many securitizatiosisch as ABCP Conduits, would be
investment companies but for those exemptionsasduch, would meet the definition of a
covered fund under the proposed rule. Precludamkimg entities from engaging in activities
that have long been recognized as permissibleigesiyor banking entities, and that are vital
to the normal functioning of the securitization kets, will have an extremely significant and
negative impact on the securitization markets anthe ability of banking entities and other
companies to provide credit to their customers.

Because Congress understood the important rolesdeatitization plays in the provision of
credit to consumers and companies, it includedd&uairitization exclusion in the statute. If
the definition of covered fund set out in the prega rule is adopted in the final rule then the
final rule will restrict the ability of banking dties to sell or securitize loans and the finaerul
will not give effect to the securitization exclusio

The proposed rule suggests that the agencies esribeimselves bound by the statute to treat
all entities that rely on the exemptions contaime8ections 3(c)(1) and 3(c)(7) of the
Investment Company Act as hedge funds or privatiteéunds®> We believe that the
agencies are not so bound and, in fact, could Hefired hedge funds and private equity
funds without reference to those exemptions at@diider the statute, the terms hedge fund
and private equity fund are defined to mean areisthat would be an investment company
under those exemptioms such similar funds as the agencies may, by r@esrchine. The
proposed rule suggests that the agencies intedoagtéor” in section (h)(2) of the statute as
an “and,” resulting in the overly broad definitiohcovered fund contained in the proposed
rule. We believe that the agencies have the sigtéiexibility to adopt a definition of hedge
fund and private equity fund that encompasses thilge entities that are recognized in the
market place as such and that excludes entitiek, @sisecuritization vehicles, that are clearly
distinguishable from hedge funds and private eduitgls. In fact, the securitization
exclusion explicitly directed the agencies to avaidpting rules that would limit or restrict
the ability of banking entities to sell or secudiloans.

% Seeproposed rule at page 68897: “The proposed riilevis the scope of the statutory definition by cong
an issuer only if it would be an investment compasydefined in the Investment Company Axcit for section
3(c)(1) or 3(c)(7) of that Act.”
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As is true for collateralized loan obligations, than securitization exemption is too narrow
to be of sufficient value in the broader securtiacontext as it applies only to issuers of
asset-backed securities whose assets are solejyosewh of “loans” and certain other assets.
This fails to recognize that securitization issumysimonly hold assets such as liquidity
facilities, credit enhancement, and highly liquadestments or cash in their collection
accounts. Notably, it also appears that the agerarie interpreting the definition of “loan”
quite narrowly, as the preamble indicates thatatiencies do not view that definition to
include asset-backed securities. However, sezatiibin vehicles routinely purchase asset-
backed securities and other financial intereststthae long been viewed by banking entities
and the agencies as simply an alternative meamshimh banking entities provide financing
to their customers.

The risk retention exemption also has been draftedharrowly to be of use in implementing
the securitization exclusion, as it limits the amioof a firm’s interest to the minimum risk
retention requirements of new Section 15G of theharge Act and the rules adopted
thereunder (the “Risk Retention Rules”). Howevee, Risk Retention Rules acknowledge
that a securitizer may be required to maintain ins&xcess of the minimum specified in those
rules due to the demand of investors, other rutesuding Article 122a of the European
Union Capital Requirements Directive), or in ortteavoid breaching the minimum risk
retention rules due to fluctuations in the undedyasset pool.

Furthermore, even if an entity is able to rely ba kban securitization exemption or the risk
retention exemption as they appear in the propadeda firm that sponsors, manages or
advises a securitization issuer would be prohibitethe so-called Super 23A provisions set
out in Section 16 of the proposed rule from entgnmmo “covered transactions” with that
issuer. That would prevent many banking entittesfproviding the liquidity facilities and
credit enhancement that investors in the asseteobsécurities require. If such enhancements
are not provided then the securitization simplgas viable. The end result of all of these
provisions is that the sale and securitizationeahs will have been limited or restricted by
the rules that give effect to the statute, conttarthe clear intent of the securitization
exclusion®®

While we recognize that the agencies could reteendan securitization exemption and the
risk retention exemption and attempt to revise ¢h@memptions to address concerns raised by
participants in the securitization markets, wedadithat it would be extremely difficult to
modify those provisions in a way that would givé &ffect to the securitization exclusion.

The FSOC Study clearly recommended that the ageoearefully evaluate the range of funds

% We note that we are not providing the agenciek aiit exhaustive list of all problems that the psgzbrule
poses to securitization vehicles, as we believettieamost efficient and effective way for the agjen to
address these problems is to exclude securitizagbicles from the definition of covered fund. Fomore
complete list of securitization related issues,abencies should refer to comment letters drafyedabious
industry groups, in particular, the comment letsrsmitted by the American Securitization Forum SieMA
with respect to Volcker Rule provisions that impseturitization.
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and other vehicles that rely on the exclusionsaiaet in Section 3(c)(1) or 3(c)(7) of the
Investment Company AGf. We encourage the agencies to revisit the appria&eim in the
proposed rule to ensure that the approach takdreifinal rule does not inadvertently limit
the availability of credit by unnecessarily andgpeopriately limiting the ability of banking
entities to engage in securitization activities.

H. Repurchase and Reverse Repurchase Agreements

We agree repurchase or reverse repurchase agreeshenid not be considered trading
account instruments. We also agree with the setéthat, in substance, such transactions
operate much like a secured loan, and are not lasedpected or anticipated movements in
asset prices. However, we believe that the prapage should have gone further and
extended the treatment given to repurchase andsevepurchase agreements to all
transactions that a firm can reasonably demonstrateot based on expected or anticipated
movements in asset prices and that, notwithstarttieig legal characterization, operate in
economic substance as a financing transaction.

Several types of transactions with legal charagties that distinguish them from loans are
analogous to extensions of credit and are not basexkpected or anticipated movements in
asset prices. Total rate of return swaps wheréines fully hedged by holding the asset
that is the subject of the swap is an examplesubrh trades, the economic interest of the firm
is limited to the value of a financing leg thatypically a floating rate of interest plus a
spread. A foreign exchange swap is a further examfs the Department of the Treasury
noted in its proposed Determination of Foreign Exaje Swaps and Foreign Exchange
Forwards under the Commodity Exchange®Agthe “proposed FX determinatiorfreign
exchange swaps are “predominantly used as shantfterding instruments similar to
repurchase agreements”. Although the proposedefatmhination treats them differently,
precisely the same can be said for currency sw@psrency swaps are currently the primary
source of U.S. dollar funding for European entitieast fund naturally in euro but also have a
need for U.S. dollars to fund their operationsveaithe current economic crisis in Europe,
many of such entities are unable to access theddlBr-denominated commercial paper
market and the currency swap market (also refdaéul this context as the basis swap
market) has become the funding source of last tesmportantly, a determination that these

37 SeeFSOC Study at page 62. We support comments Iseioiiitted by SIFMA regarding an exclusion for
securitization vehicles from the definition of coeed fund as well as a similar exclusion for othmeistment
vehicles that might rely on the exemptions contaiimeSections 3(c)(1) and 3(c)(7) but that areindhe nature
of a hedge fund or private equity fund.

3 SeeDetermination of Foreign Exchange Swaps and Forgigihange Forwards Under the Commodity
Exchange Act, 76 Fed. Reg. 25774 (May 5, 2011).

39 Although the proposed FX determination treats tifferently, foreign exchange swaps and currenegps

are not materially different in this respect. Batk, in essence, funding transactions. Curreinily market
practice to structure these funding transactiormuagncy swaps.
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types of transactions are not subject to the Val€de’s prohibitions would not affect their
status under, for example, the securities laws®@Commodity Exchange Act. Total rate of
return swaps transactions and currency swap traasaavould remain heavily regulated as
security-based swaps and swaps, respectively.igroezchange swaps would remain subject
to the CFTC’s new trade-reporting requirementsaeckd anti-evasion authority, and
strengthened business-conduct standards for sveabsrsl and major swap participants.

l. The Statute’s Exceptions Apply to All Activities It Covers

We support the letter submitted by three law firmich makes clear that all exceptions
contained in the statute unambiguously apply toyaks of conduct covered by the statute,
whether it be trading or fund ownerslifp.

This point is important. For example, as we ndieva, many structured finance vehicles rely
on the exemptions contained in sections 3(c)(1)3Any7) of the Investment Company Act
and, as such, would be covered funds as that sepresently defined in the proposed rule.
As the proposed rule is presently structured, thekat-making permitted activity affords an
exemption from the prohibition against proprietaading, but affords no exemption from the
prohibition against acquiring or retaining an ows@p interest in covered funds. As a result,
we would be unable to engage in customer-driveremiting and market making activity
with respect to assets such as collateralizeddbéigation equity, European exchange-traded
fund securities and securities issued by U.S.-exgh#araded funds that are commodity

pools.

J. Compliance Program

We support the clear statements in the proposedoerimitting a banking entity to establish a
compliance program on an enterprise-wide basis wphectical*® We believe that
coordination — and, when appropriate, consistenagress trading units will be essential to
the effective and efficient implementation of a giance program on this scale. As
currently proposed, however, the non-metric aspafdise compliance program are too
granular, would be unnecessarily duplicative, aodld disrupt trading activities. The
proposed rule should be revised to permit gres&gitility in the level of the organization at
which certain policies and procedures are impleetniVe see limited benefit to
implementing and maintaining separate written pesi@and procedures for each trading unit,
and believe that it will be counterproductive falipies and procedures to be so granular.
Indeed, this manner of documentation and maintenuaiiltlikely reduce the clarity and

40 SeeMemorandum from Cleary Gottlieb Steen & HamiltBavis Polk & Wardwell, and Sullivan &
Cromwell, January 23, 2012.

*I Unless specifically stated, our comments on theptiance requirements focus on the non-metric aspxc
the enhanced program required under Section _)(20@f the proposed rule.
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accuracy of the message to traders, and increasi&éfihood of unintended inconsistencies
between the numerous, duplicative compliance fraonke\ocuments.

More specifically, the proposed rule’s inflexibEguirement that certain policies and
procedures exist for each trading unit will ultielgtdetract from banking entities’ ability to
maintain a coordinated, organization-wide compleaprmogram for at least three reasons.
First, our experience suggests that it is countelypetive to implement policies or procedures
on such a granular level because it creates g fatskepotentially hazardous, implication that
the policies or procedures in question cover epessible scenario that may be encountered
by a trading unit and therefore can be relied ug®an all-inclusive “checklist.” Because no
policy or procedure can anticipate or address esiugation that may create an opportunity
for misconduct, policies and procedures shouldrbéetl with some level of generality to
take account of the unexpected and ensure tharg@dnsult with their internal compliance
officers when fact-specific questions arise.

Second, the proposed rule’s policy and procedamadmork encourages box-checking for
each trading unit, rather than internal compliabest practices that are refined and enhanced
over time. If there is uniformity and consistera@yoss trading units from a compliance
perspective — as there will be among many closated trading units — those units would
benefit from consolidated policies and procedurBsis promotes, for example, trading units
replicating lessons learned by one another in &ldping compliance program. As long as
they cover all employees in applicable tradingsrthe level at which these policies are
implemented should be left to the discretion ofltheking entity with those policies and
procedures subject to ongoing review by the Board.

Finally, the proposed rule’s requirement that pecand procedures be implemented on a
trading unit level will broadly disrupt trading agties given the extensive work required of
business management in documenting and maintapahgjes that meaningfully reflect each
trading unit’s business and each trader’s book:. tltie reason, the proposed rule’s granular
implementation and information requirements algedten to conflate the distinct roles of
business management and compliance in a mannearrttlatmines the essential
independence of the compliance function and detifact the core mission of that function.

[l. Funds and Asset Management Activities

J.P. Morgan Asset Management (“*JPMAM”), with assgider supervision of approximately
$1.9 trillion and assets under management of ajpmately $1.3 trillion (as of December 31,
2011), is a global leader in investment managend@iAM’s customers include institutions,
retail investors and high-net worth individualsswvery major market throughout the world.
JPMAM offers investment management services glgbailtiuding in equities, fixed income,
real assets, alternatives and liquidity products.

Below, we highlight three significant concerns wiitie proposed rule: (1) the impact on our
asset management business of the definitions efefed fund” and “banking entity” as they
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relate to JPMAM and other U.S. institutions’ foreiginds and asset management activities
outside the United Staté%(2) the potential negative impact on corporatedsameld by our
customers; and (3) limitations on the ability ohkig entities, like JPMorgan, to continue to
make investments through funds that are designpdbtoote the public welfare both in and
outside the United Statés.

A. Foreign Funds

The Volcker Rule prohibits banking entities frongaiting or retaining an ownership interest
in, or sponsoring, hedge funds or private equitydi The Volcker Rule generally defines
“hedge funds” and “private equity funds” as issuéieg would be investment companies, as
defined in the Investment Company Act of 1940 (theestment Company Act’j*but for
Section 3(c)(1) or 3(c)(7) of the Investment CompAnt. The Volcker Rule on its face also
permits the agencies, in their discretion, to desig as “covered funds” additional funds that
are “similar” to “hedge funds” and “private equitynds” such that they would be covered by
the Volcker Rule’s limitationd> Pursuant to this authority, the agencies havamdgd the
definition of covered fund in the proposed rulentdude “[a]ny issuer, as defined in section
2(a)(22) of the [Investment Company Act], thatiigamized or offered outside of the United
States that would be a covered fund as define8ectjon __.10(b)(1)(i), (ii) or (iv) of the
proposed rule], were it organized or offered urtlerlaws, or offered to one or more
residents, of the United States or of one or méaeS . . . .” (such provision, the “Foreign
Funds Designation™®

1. Foreign Funds as “Covered Funds”

As currently drafted, the Foreign Funds Designationld be read to require banking entities
to engage in two inquiries: first, were the forefignd hypothetically organized in the United
States, would it need to rely on Section 3(c)(13@)(7) and second, were the foreign fund

“2 This section of our letter specifically addres§pQuestions 224 and 225 in the preamble to tpgsed rule
requesting comment on whether entities are captuyatle proposed definition of covered fund thahdb
appear to be appropriate and whether the designatioertain foreign funds under Section ___.10(4§di{}L of
the proposed rule correctly describes entitiesghatild be “covered funds” and (ii) Question 8ha t
preamble requesting comment on whether an expretsseon from the definition of “banking entity” ehld
be made for mutual funds and other registered tnvst companies that are not structured as aéfdiaf
banking entities for BHC Act purposes.

“3 This section of our letter specifically addresQegstion 276 in the preamble to the proposed adeesting
comment on whether the proposed rule effectivelyiéments the public welfare investment exemptiogieun
the Volcker Rule.

* 15 U.S.C. § 80a-1 ekq

% 12 U.S.C. § 1851(h)(2).

6 Section __.10(b)(1)(iii) of the proposed rule.
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hypothetically offered to U.S. residents, wouldeed to rely on Section 3(c)(1) or 3(c)(7).
Under one plausible reading, an affirmative ansdweaither of these inquiries would result in
the foreign fund being a “covered fund.” The firsuiry is problematic because it requires
banking entities to analyze their foreign fundotigh the lens of the Investment Company
Act. This is a potentially impossible inquiry besa foreign funds, even regulated and
publicly offered foreign funds, such as E.U.-ba&&@ITS*’ are structured to comply with
their own home-country regulatory schemes that nmybe consistent with the requirements
of the Investment Company Act that would permitrsfunds to satisfy either the registration
requirement under the Investment Company Act aivadtment Company Act registration
exemption, other than Section 3(c)(1) or 3(c)(#yen if a foreign fund theoretically were
able to conclude that, if it were organized in theted States, it would not need to rely on
Section 3(c)(1) or 3(c)(7), the second inquiry coioé read to capture virtually all regulated
and publicly offered foreign funds because the $ttweent Company Act prohibits a foreign-
organized fund from making a public offering in tieited States without the SEC’s
approval®® Such a foreign fund, by administrative interptiets is permitted to use the
jurisdictional means of the United States to makeféering to U.S. residents only if it
complies with the limitations set forth in Secti®ft)(1) or 3(c)(7), as if it were organized in
the United States. Consequently, as currentlytettathe Foreign Funds Designation could
be read to designate virtually all foreign fundggreregulated and publicly offered foreign
funds, as covered funds.

2. Application to JPMAM; Statutory Definition; kbt of Congress; Intent of the Agencies

JPMAM offers registered mutual funds and other fprmtucts in the United States as well as
analogous funds outside the United States (suthCdgS). Indeed, JPMAM offers nearly
800 funds in Europe, Latin America and Asia, widary $300 billion in assets under
management, the great majority of which are fuhds éare similar to U.S. mutual funds. For
example, JPMAM is the largest sponsor of Luxembdaaged UCITS, with approximately
300 funds and $240 billion of assets under managgraed the largest sponsor of U.K.
investment trusts, with more than 22 funds and @pprately $10 billion of assets under
management. Those two categories (UCITS and UKdimrent Trusts) account for more
than 80% of JPMAM'’s assets under management ingiofends. Revenues associated with
those foreign fund operations are significant dbotors to JPMAM’s overall success.

Under the Volcker Rule and the proposed rule, JIPNSAMS. mutual fund complex would
not be covered by the Volcker Rule because thasdsfare registered pursuant to the
Investment Company Act and, thus, are not witheadgfinition of covered fund. However,
as discussed above, virtually all of JPMAM'’s publioffered foreign funds that are subject to
a non-U.S. regulatory scheme, including UCITS,anask of being deemed to be covered

47 Undertaking for Collective Investment in Transfele Securities.
815 U.S.C. § 80a-7(d).
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funds under one plausible reading of the proposk notwithstanding that those foreign
funds are, in many cases, mirror images of thamnterparts in the United States, and are
neither “similar” to funds that must rely on eiti&ection 3(c)(1) or 3(c)(7) nor resemble
traditional hedge funds or private equity funds.light of this potential result and other
considerations, JPMAM believes that, unless ckdifthe proposed rule’s treatment of
foreign funds is not consistent with the statutengressional intefit or the recommendations
made by the FSOC on the Volcker Rtfle.

It is clear from the statute that the agenciesaatborized to expand the statutory definition of
covered fund only to capture funds that are “sirhila hedge funds or private equity funds of
the type described in Section __.10(b)(1)(B.(funds that, among other things, must rely on
Section 3(c)(1) or 3(c)(7) of the Investment CompAnt, and, therefore, by definition,
cannot engage in a public offering). A similardutherefore, should be a fund that, at the
very least, is both unregulated and privately pladdedge funds and private equity funds as
commonly understood also typically do not providegtient liquidity for investors
(redemptions are often subject to lock-up periatslangthy notice periods prior to
redemption). Funds that provide for regular lidgiyido investors, in our view, are not similar
to traditional hedge funds and private equity fun@sven the nature of the statutory direction
to cover only similar funds, we believe that therent treatment of foreign funds may not
have been the result intended by the agenciesitirdy the Foreign Funds Designation.

We believe that the agencies intended the Foreigul$-Designation to capture traditional
hedge funds and private equity funds that are azgdror offered outside the United States
(and thus do not need to rely on Section 3(c)(B(c)(7) of the Investment Company Agt).
Indeed, the preamble to the proposed rule stastshb Foreign Funds Designation was
“proposed to include as ‘similar funds’ . . . tleedign equivalent of any entity identified as a
‘covered fund’ . . . [because] they are generalgnaged and structured similar to a covered

“9 Congress intended to restrict banking entitiemfretaining ownership interests in traditional hedignds and
private equity funds (sddimes-Frank Colloquy, 111 Cong. Rec. H5226 (dady June 30, 2010) (statements
of Reps. Himes and Frank)).

*¥ The FSOC recommended that the agencies expammvieage of the Volcker Rule to funds that “engmge
the activities or have the characteristics of diti@nal private equity fund or hedge fund.” SESOC Study at
62 (emphasis added).

*1 Because the statutory text of the Volcker Rulesebn the Section 3(c)(1) and 3(c)(7) exemptiorsie
Investment Company Act to define “hedge funds” gmilvate equity funds,” funds that are not requifed
able) to register under the Investment Company Betause, for example, they are organized andeaffer
outside the United States and do not use U.Sdjatisnal means, would appear not to be coverethby
Volcker Rule even if those funds were the foreigniealents of traditional hedge funds and privateity
funds. Coverage of the Volcker Rule, in fact, dl@pply comparably to equivalent U.S. hedge fusls
private equity funds and non-U.S. hedge funds aivdife equity funds. As discussed infree believe that in
order to apply this principle of equivalent treatmyéowever, the definition of covered fund in hreposed
rule needs to be modified.
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fund . .. .®® Although we agree that the definition of covefiead should include traditional
hedge funds and private equity funds organizedferaexd outside the United States, the
Foreign Funds Designation, as currently drafted/ccbe read to capture foreign funds that
are not the “foreign equivalent’ of covered fundsid are not “managed and structured
similar to a covered fund.” The Foreign Funds Deation should set forth clear and
objective criteria that investment management fjike JPMAM, can apply to their range of
foreign funds to determine, with efficiency andtaerty, whether any of their foreign funds
are covered funds.

3. Recommendation

Capturing the foreign equivalents of hedge funds @vate equity funds as commonly
understood does not require the Foreign Funds Datan to be structured in the manner
proposed® The proposed draft of the Foreign Funds Designatould be corrected most
simply by exempting from the definition of coverenhd any foreign fund that is publicly
offered because, as noted above, a publicly offened is not similar to a traditional hedge
fund or private equity fund and could not, by dgiam, rely on Section 3(c)(1) or 3(c)(7) of
the Investment Company Act if it were offered ie thnited States. In the event the agencies
do not find this simple solution acceptallEMAM recommends that the agencies adopt a
more tailored approach to the Foreign Funds Desmmadesigned to capture hedge funds and
private equity funds as commonly understood artdetat analogous U.S. and foreign funds
similarly. Such an approach should allow JPMAM attter U.S. financial institutions to
continue to offer regulated and publicly offeredds outside the United States, as they
currently do, and to compete in this business wikier international U.S. and non-U.S. asset
management firms. Below, we have proposed a mvisi the Foreign Funds Designation
that, we believe, accomplishes this goal.

In order to implement the clear statutory languaigthe Volcker Rule and the intent of
Congress, we believe Section __.10(b)(2)(iii) &f gnoposed rule should be modified to read
as follows:

“(il)  Any issuer, as defined in section 2(e@faf the Investment Company Act of
1940 (15 U.S.C. 80a-2(a)(22)), that satisfies edche following conditions:

*2 Seeproposed rule at page 68897.

%3 As the agencies noted in the preamble to the pegbeule, Section I1.A: “[A]ny rule must also peege the
ability of a banking entity...to effectively delivés clients the types of financial services thaties 13
expressly protects and permits. These client-tattfinancial services, which include...traditionaset
management services, are important to the U.Sadiahmarkets and participants in those markets,tha
agencies have endeavored to develop a proposethatldoes not unduly constrain banking entitietheir
efforts to safely provide such services” $eeposed rule at page 68849.
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(A)  The issuer is an investment company, déisee in the Investment Company
Act of 1940 (15 U.S.C. 80a-3);

(B) The issuer is organized outside the Un@&ates and ownership interests in the
issuer are offered outside the United States;

(C) Ifthe issuer were organized in the Uni&dtes but not registered under the
Investment Company Act of 1940 (15 U.S.C. 80a-deef), and ownership interests in
the issuer were offered in the United States,ghedar would not be able to rely on any
exemption from registration other than Section @(cdr 3(c)(7) of the Investment
Company Act of 1940 (15 U.S.C. 80a-3(c)(1) or (7));

(D)  The issuer cannot satisfy each of theofeihg criteria:

(2) The issuer is registered pursuant toegulated under, the laws of a qualified
jurisdiction?*

(2)  Ownership interests in the issuer werd gohl public offering or series of
related public offerings in one or more qualified jurisdictions, or thetissis being
organized for the purpose of selling its ownershiprests in a public offering or a
series of related public offerings in one or mawaldied jurisdictions, provided that
no offering will be considered a “public offeringirsuant to this clause (2) if: (i)
such offering could be made pursuant to Sectioh df(the Securities Act of 1933 (15
U.S.C. 77D(2)) if it were conducted in the Unitew@t8s; or (ii) the ownership interests
sold in such offering or series of related offesrage listed on one or more securities

** Section __.2 of the proposed rule would be amendl@ttlude a new definition for “qualified juristion,” as
follows:
(s) Qualified jurisdiction means:

(i) Any jurisdiction in which a designated dftse securities market, as defined in Regulation S,
exists;
(i) Any jurisdiction that has a securities coissgion that has entered into a bilateral Memorandtim
Understanding directly with the SEC regarding ecdonent cooperation;
(i) Any jurisdiction that has a securities cofssion that is a signatory to the International
Organization of Securities Commissions Multilatdve@morandum of Understanding; and
(iv) Any other jurisdiction designated as a “dfiedl jurisdiction” by the Board, in consultatioritiv
the other federal banking agencies, the SEC, an€CHTC.

> We believe it is appropriate to reference thedsath for public offering in the jurisdiction of thfering,
recognizing that the U.S. standard may not fit inithe legal framework in some jurisdictions outsttie
United States. Our proposed rule does use thesthBdard for a private offering under Section 4fZhe
Securities Act of 1933 in order to define what wbribtbe a public offering. This, along with the regurent
that the offering be conducted pursuant to the lafns qualified jurisdiction, should allay any cemnas the
agencies may have regarding the offering standardsreign funds that would not be covered funds.
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exchanges and less than 50 percent of the ownarghigsts in the issuer were sold in
such offerings® and

(3) (i) The issuer provides at least weekldyidity to its investors and calculates, at
least weekly, a net asset value, or its equivaiehich is made available to current
and potential investors; or (ii) ownership intesastthe issuer are listed on a
securities exchange regulated pursuant to the dhasjualified jurisdiction;

:and

(E)  Substantially all of the ownership intgeein the issuer are not sold to another
issuer that is not a covered furtd.”

In addition, with respect to monitoring and enfoneat, we have considered what
compliance program and recordkeeping requirementilde implemented to ensure that the
agencies have a view into banking entities’ fordigmd activities in order to monitor
compliance with our proposal. We propose thasaipencies amend Appendix C, Section |l
of the proposed rule by adding a new Subsectionh;h we set forth in Appendix A to this
letter.

4. Advantages

Our recommendation has several advantages ové&otieggn Funds Designation, as currently
drafted. First, we believe that the set of chanastics described under subparagraph D are
key features of regulated and publicly offered iignfunds that could not be satisfied by a
traditional hedge fund or private equity fund —taeny a fund with those characteristics

could not rely on Section 3(c)(1) or 3(c)(7) of theestment Company Act if it were
organized in the United States. This approachgik the proposed rule sufficient breadth to
cover any foreign funds that are truly hedge fumdgrivate equity funds, while allowing
banking entities to continue to offer traditionatat management products to their customers
outside the United States. As a result, for pugpax coverage under the Volcker Rule,
analogous U.S. and foreign funds would be treatedparably.

Second, the modification is fully consistent wilie tdiscretion given to the agencies on the
face of the statute to determine whether, and bowesignate “similar funds,” and does not

*5 Our proposed requirement that at least 50 peafehe ownership interests in a listed fund be $old public
offering or series of related offerings is desigt@grevent a banking entity from using a nomirgtiig to
satisfy the “listing requirement.”

*" Subsection E is intended to allow banking entitiesontinue to sponsor funds that are part ofa fof funds
structure. Some JPMAM funds are organized to ke amost exclusively to fund of funds. Becausesth
funds typically could not meet the public offeriagteria of Section __.10(b)(1)(iii)(D)(I) of oyproposed
definition, these funds would be “covered fundsé&evhough they are being sold almost exclusivaigugh a
fund of funds that is not a covered fund.
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require the agencies to rely on Section 13(d)(Dfdhe BHC Act, which authorizes the
agencies to exempt activities from the limitatiofshe Volcker Rule that would promote and
protect the safety and soundness of the bankinty @md the financial stability of the United
States® Rather than create exceptions to an overbroaditiefi, we believe the better
approach is to craft a more tailored, yet stillus definition of covered fund and to address
any concerns regarding gaps if, and when, thejdareified>® The agencies will retain the
ability to amend the definition of covered fund dondlesignate additional “similar” funds as
covered funds and, if necessary, could also puastiesvasion actions pursuant to the statute.

Finally, this approach ensures that funds thatmatibe covered by the Volcker Rule are
subject to an acceptable level of regulation. Hai &nd, our recommendation provides that a
foreign issuer that is not covered by the VolckateRbe regulated under the laws of a
“qualified jurisdiction.” Although the agenciesudd define qualified jurisdiction using any
criteria they deem appropriate, we recommend tletigencies define qualified jurisdiction
as follows: (1) any jurisdiction in which a desaged offshore securities market, as defined in
Regulation S, exist¥ (2) any jurisdiction that has a securities cominisshat has entered

into a bilateral Memorandum of Understanding diseatith the SEC regarding enforcement
cooperation(3) any jurisdiction that has a securities comroisghat is a signatory to the
International Organization of Securities CommissiMultilateral Memorandum of
Understandinf}; and (4) any other jurisdiction so designatedigyBoard, in consultation

%8 Although Question 223 in the preamble to the pseplorule suggests Section 13(d)(1)(J) might be tesed
address issues of overbreadth, and although weostye use of Section 13(d)(1)(J) where approgriase of
this authority is not necessary or appropriatéis tontext.

%9 Question 223 also suggests defining a covered yrdetermining whether a fund satisfies any one lit of
characteristics. Given the broad list of charasties identified in the question and the fact tiet agencies
suggested that meeting one of the characteristeddamake a fund a “covered fund,” we believe thath an
approach, as proposed, would have a similar ovadbedfect of covering funds that are not similar to
traditional hedge funds or private equity fundsr Example, “sells securities and other assets’shas listed
in Question 223 as one of the hedge fund and grieqtity fund characteristics. Many registered. th8tual
funds, including several funds advised by JPMAMjage in some shorting strategies as a componéhng of
fund’s overall strategy (e.dong-short funds and 130/30 funds). Althoughstged mutual funds that
employ shorting strategies do not meet many obther characteristics listed and, of course, ate no
“traditional” hedge funds and private equity fun@siestion 223 seems to suggest that they woulddeeted
funds.”

%9 Rule 902(b) of Regulation S (17 C.F.R. § 230.9))2(Attributes considered by the SEC in deterngnin
which foreign securities markets are designatellidtec organization under foreign law, associatiatin\a
generally recognized community of brokers, dealeasks, or other professional intermediaries with a
established operating history, oversight by a govemtal or self-regulatory body, oversight standaet by
an existing body of law, reporting of securitie@gactions on a regular basis to a governmentsdlbr
regulatory body, a system for exchange of pricgafians through common communications media and an
organized clearance and settlement system. Id

®1 The International Organization of Securities Cossitins (“IOSCO”) is a multilateral international
organization of securities regulators. 10SCO membave resolved to, among other things, (1) cadper
together to promote high standards of regulatioorifer to maintain just, efficient and sound maské?)
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with the other federal banking agencies, the SEG,the CFTC. Our recommended

approach to the definition of qualified jurisdiatioeferences existing, objective standards that
would avoid the need to create new designationsaemudd ensure the robustness of the
regulatory scheme applicable to foreign funds #natnot covered by the Volcker Rife.

5. Consequences

If the Foreign Funds Designation were not modifiadyrder to engage in the asset
management business internationally, JPMAM andrdiheking entities would need to
conform their non-U.S. activities with respect timds that are not commonly understood to
be hedge funds or private equity funds to the Atiohs contained in the proposed rule. The
limitations in Section ___.11 (which include, amastger things, limitations on name sharing,
ownership of interests in funds and employee imaests in funds) and Section .16
(limitations on a banking entity’s entering intoveoed transactions with covered funds)
would impose significant costs on JPMAM and othemking entities, without any real
regulatory benefit. For example, the prohibitibatta covered fund not share the same name
as the banking entity may, depending on the fuledjal structure and applicable regulation,
require a shareholder vote and may, in fact, riamees under applicable law in certain
jurisdictions that require the fund name to be rchead not misleadinG® The 3% per fund
ownership limit would need to be monitored by bagkéntities on a continuous basis
because many of the captured funds provide dajlydity to investors. That requirement
will force banking entities to sell interests imtls that may be the equivalent of U.S. mutual
funds if, on a single day, the banking entity’sipos exceeds the 3% limit solely because
other investors have redeemed. Furthermore, iptbposed rule were not modified, banking
entities could be required to deduct the amouth@i interest in foreign funds from the
calculation of their Tier 1 capitaf. The prohibitions contained in Section .16 @becalled
“Super 23A” provision) would force large fund corapés, like ours, to cease having an

exchange information on their respective experigme@rder to promote the development of domestic
securities markets; (3) unite their efforts to bksh standards and an effective surveillance &frimational
securities transactions; and (4) provide mutuaktmsce to promote the integrity of the marketsahigorous
application of international standards and by eiffecenforcement against offenses. 10SCQO’s “Oljestand
Principles of Securities Regulation” is the benchHosandard for securities regulators and one etwelve
key standards for financial stability as recognibgdhe Financial Stability Board (S&kS. Securities and
Exchange Commission, “SEC Participation in Inteoral Organizations”
http://www.sec.gov/about/offices/oia.shjml

2 We also believe that such an approach would npliéate foreign policy considerations that, althbwgthin
the agencies’ authority to undertake, may be tioresaming.

% See e.g, Regulation 15(9) of the U.K. Open End Investm@ampany Regulations. Among the factors that
the U.K.’s Financial Services Authority considardietermining whether a fund name is “undesirable o
misleading” is whether the fund name “might misléagkstors into thinking that persons other than th
authorized fund manager are responsible for theoaized fund.”

% Section __.12(d) of the proposed rule.
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affiliated entity serve as the fund’s custodiarengage in principal trades on behalf of the
fund, both of which services are permitted under-bcS. law and, with respect to an affiliate
providing custodial services to a fund, is alsonped under the Investment Company Act
for IPMAM’s U.S. mutual funds. The cumulative effef those burdens and the long time
period required to satisfy the Section .11 andi&ec .16 requirements could prevent
JPMAM and other banking entities from launching rretail products in the existing fund
families for a considerable time period after thcKer Rule’s effective date. Although
banking entities have been on notice since JulY2Bat traditional hedge funds and private
equity funds would be subject to the Volcker Ritlepuld not have been anticipated that
regulated retail funds such as UCITS could becoovered funds.

Even if it were possible to comply with the limitais and prohibitions mentioned above,
those restrictions, and the additional costs aasedtiwith compliance, would place JPMAM
at a competitive disadvantage to U.S. and non-&5Set managers that are not subject to the
Volcker Rule and that are not required to modifgitlasset management business&'® do

not believe that this was the result intended leyajencies in formulating the Foreign Funds
Designation and it was not the result intended bgdeess.

6. Definition of “Banking Entity”

Under the Volcker Rule and the proposed rule, “maplentity” means, in relevant part, “any
insured depository institution . . . and any &ifiéi or subsidiary of [an insured depository
institution].”®® The terms “affiliate” and subsidiary” are defineyg reference to the very
broad definitions of those terms under the BHC Act.

In the preamble to the proposed rule, the agemat=d that mutual funds, including
registered investment companies, are structuretl that they are not affiliates or subsidiaries
of banking entities under the BHC Act and thus, ldawt themselves be banking entities
under the Volcker Rulé® There is, however, no provision in the proposed that explicitly
carves out mutual funds and other registered inveist companies from the definition of
banking entity. Question 8 inquires whether thermies should make such an express
exclusion from the definition of banking entitytime proposed rule.

Although we agree that, as a general matter, mrgdtinvestment companies are not, and
should not, be considered affiliates or subsidsaokthe banking entities that organize,
sponsor, invest in, advise or manage them, we stugpoclarification of this point in the
proposed rule. If such an approach were adoptedesommend that the express exclusion
be made broad enough to also exclude foreign fthratsare analogous to registered
investment companies. There is no regulatory re#sat analogous U.S. and foreign funds

% Section 13(h)(1) of the BHC Act and Section _ ) 2fethe proposed rule, respectively.
% Seeproposed rule at page 68856.
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should be treated differently in this respect. Mégeve that the following modification to the
definition of banking entity would be consistentlwihe agencies’ proposition and would
appropriately tailor the exclusion. Section _ )@ewould read:

“(4)  Any affiliate or subsidiary describedparagraph (1), (2), or (3) of this
section, other than an affiliate or subsidiary ikat

() A covered fund that is organized, offeeadl held by a banking entity pursuant
to 8 _ .11 and in accordance with the provisionsutipart C of this part, including
the provisions governing relationships betweenwered fund and a banking entity;

(i)  An entity that is controlled by a covertohd described in paragraph (e)(4)(i) of
this section; or

(i) Anissuer, as defined in section 2(a)(®22}he Investment Company Act of
1940 (15 U.S.C. 80a-2(a)(22)), that is

(A) Aregistered investment company under theestment Company Act of 1940
(15 U.S.C. 80a-8); or

(B) Organized outside the United States ambisa covered fund pursuant to
section __.10(b)(1)(iii) ¥

We believe that this approach would address a comwee have raised throughout this letter
regarding the equivalent treatment of U.S. andidoréunds. Our proposal is intended only
to ensure that registered investment companiesaaaign funds are not included in the
definition of “banking entity” and does not discugber concerns that the proposed definition
of “banking entity” raises, which we expect othermument letters will address.

7. Conclusion Regarding Foreign Funds and Bankmiifies

The foregoing is intended to bring attention to ¢fffect that the Foreign Funds Designation
and the proposed rule’s definition of banking gntibuld have on the international asset
management activities of U.S. banking entitieshsasc JPMAM. We know that other
commenters, such as SIFMA of which we have beesctime member, will raise similar
concerns to those we have raised in this lettdfeM8'’s approach to these concerns, which
we generally support, may be broader than therelsolutions we have recommended. To
the extent that the agencies accept some or Hiesk broader recommendations, we believe
such recommendations should apply to foreign fuadle extent appropriate. We also join
in full support of SIFMA’s positions on other aspeof the Volcker Rule that focus on the
covered funds portion of the proposed rule.

%7 This refers to Section __.10(b)(1)(iii) of the posed rule as revised pursuant to our recommendatiove.
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We firmly believe that any rulemaking by the ageschould reflect Congress’ intent that the
limitations of the Volcker Rule extend only to fumsimilar to traditional hedge funds and
private equity funds because Congress would nae rdended that analogous U.S. and
foreign funds be treated differently. In additionimplementing that intent, we believe that
the agencies should consider the economic and izagamal impact of the proposed rule on
both the U.S. and non-U.S. operations of bankirgiesn and weigh that against discernible
regulatory benefits. We believe that the aspeictseoproposed rule discussed in this letter
would have negative economic and organizationalcg$fon the international asset
management activities of U.S. banking entitiesluding JPMAM, with little regulatory
benefit. We believe our tailored recommendationsla minimize negative impacts while
ensuring a robust regulatory scheme that is cangistith the statute and Congress’ intent.

B. Corporate Bonds

JPMAM oversees more than $800 billion in fixed immassets on behalf of its customers.
Given our active presence on behalf of our custernmethe fixed income markets, we are
concerned that the proposed rule, as currentlyettatould reduce the value of our
customers’ current investments in corporate bondsirghibit our customers’ ability to access
the corporate bond market in the future. Whilehaee described these concerns from the
perspective of JPMorgan’s market makers above,elieve it is important to highlight the
serious concerns we have regarding the effecteoptbposed rule from the perspective of our
asset management business. We focus in particnltre impact on the corporate bond
market.

1. The Corporate Bond Market

Corporate bonds are inherently less liquid thantegubecause corporate bonds are traded
over the counter (that is, directly between twdipar rather than through an exchange).
Moreover, issuers of corporate bonds often haveipheibond issues outstanding with
smaller or older issues (which are often descrdmetbff-the-run”) having less liquidity than
more recent or larger issues (which are often destras “on-the-run”), which have greater
liquidity.

Liquidity in the corporate bond market has gengrddclined since 2007, with trading
becoming increasingly concentrated in a smallerlremof issuers over this time peri&.

% From January 1, 2011 to September 30, 2011, ajpadely 5% of the total number of issuers in th&.U.
investment grade corporate bond universe accodotesD% of trading volume according to MarketAxelsta.
Trading has also increasingly focused on largereiss In the first three quarters of 2011, turnqearan
annualized basis) in issues greater than $1 billias approximately 1.1x versus only approximate8xn
2006. By contrast, turnover (on an annualizedsasiissues between $250 and $500 million hasraetfrom
approximately 0.65x in 2006 to approximately 0.8xhe first three quarters of 2011. Similar tren@se also
observed in issue sizes of $500 - $750 million $RS0 million to $1 billion (Barclays Capitdll.S. Credit
Alpha November 18, 2011, at 6, Figure 5). Trading wwdun older securities has shown a similar patbérn
decline (Id. at 7, Figure 7).
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Our customers’ portfolios include both on-the-ruml ®ff-the-run securities, and, as a result
of decreased liquidity, our customers have expeeadnncreased transaction costs associated
with purchases or sales in all issues. Maturisyrigtions, investor preferences and
transaction costs make it impractical and oftenassible for customers to concentrate their
holdings only in on-the-run issues and simply haydihe off-the-run investments to maturity
may not be possible for some customers who may teesell off-the-run issues based on, for
example, cash flow requirements, pension obligatmmasset allocation shifts.

As market makers, securities dealers facilitatéimgain both on-the-run and off-the-run
corporate bond issues, among other securitiesdogisng ready to buy and sell. In a very
liquid market, such as equity securities, markekenaare able to sell securities they buy, and
buy securities they need to sell, quickly and gastorporate bond markets and fixed income
markets in general are by their nature (e.g., pleltiifferent issues from a single issuer) less
liquid than other markets, and market makers tleeahust buy and hold securities in their
inventory longer than in other markets. Thus,rittegket for off-the-run issues has led market
makers to hold securities in their inventory fander time periods.

2. Restrictions on Market Making

Unless the final rule very clearly permits the tyfenventory management activity that we
describe above, market makers simply will not ble &b provide the type of intermediation
services that underpin certain sectors of the catpdond market. A restrictive approach to
inventory holding periods, in combination with tinecertainty associated with the phrase
“reasonably expected near term demands” would,elie\®, significantly decrease the
liquidity of the corporate bond market becauseatla result in market makers being less
willing to transact in securities that they are cotfident they can dispose of quickly. The
situation is only worsened by the requirement engghoposed rule that market making
activities be “designed to generate revenues fiees,fcommissions, bid/ask spreads or other
income not attributable to . . . [a]ppreciatiorthe value of covered financial positions it
holds. . . .. %9 Given the sometimes significant holding peritatdess liquid issues in the
corporate bond market, market makers often do gémeevenues based on the appreciation
in value of a security.

3. Restrictions in the Context of other Requlatdeyelopments

The effective date of the Volcker Rule coincidethvihe implementation of other regulatory
measures that may also reduce liquidity in the @@i@ bond market. Specifically, Basel IlI
risk-weighted asset calculations will change theneenics of positioning corporate bond
inventories. Additionally, for European banks whioay be evaluating the risk weighted
asset impact of selected capital markets actsviticconnection with meeting the European
Bank Association’s capital requirements based aas@ [1.5” calculations, the requirement
to comply with the Volcker Rule when trading withSJ counterparties outside of the United

% Section __.4(b)(2)(v) of the proposed rule.
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States could be significant enough to support ésaercto reduce their market making
activities. Fewer active market makers will furtipeessure the pricing and liquidity of
corporate bonds. In light of this, we think iinsportant that the proposed rule be modified
so that it does not exacerbate the pressure digthdity of this market.

4. Effect on Our Customers

We believe that the proposed rule, if not modified| result in significantly decreased

liquidity in the corporate bond market for our arsers and other institutional and individual
investors. This markedly lower level of liquidityill result in an immediate negative impact

to the value of securities currently held by ineest based on the liquidity premium, and will
result in increased transaction costs for futumagactions in these securiti@s.In revising

the proposed rule, we urge the agencies to contfidempact of the proposed rule on
investors in less liquid markets, such as corpdratels, who rely on market makers to ensure
an available, functioning market.

C. Public Welfare Investments Abroad

We believe it is important that the proposed rigat analogous U.S. and non-U.S. activities
and investments similarly. The proposed rule imyats the statutory exemptidrirom the
restrictions of the Volcker Rule with respect tgastments in small business investment
companies (“SBICs”), investments “designed prinyaial promote the public welfare, of the
type permitted under [12 U.S.C. § 24(Eleventh)}] aartain investments that are qualified
rehabilitation expenditures?

We urge the agencies to clarify in the final rulest the exemption also extends to those
investments “of the typpermitted under [12 U.S.C. 24(Eleventh)]” madesaid the United
States, including through U.S. and non-U.S. fufids.

"0 A recent study by Oliver Wyman has estimated itagstors could suffer a $90-315 billion mark-torket
loss caused by a repricing of the liquidity premjas well as an additional $1-4 billion of higheartsaction
costs going forward (Oliver Wyman, Volcker Impaatadysis December 11, 2011).

12 U.S.C. 1851(d)(E).

"2 Section __13(a) of the proposed rule.

3 Our letter addresses only this narrow concernroigg the proposed rule’s implementation of theustary
exemption for SBICs and other public welfare inueestits. We expect other commenters will address

additional concerns, including with respect to pheposed rule’s application of “Super 23A” to SBi@=spite
their being exempted from the definition of “covefeind.”
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1. Impact Investing

Many banking entities, including J.P. Morgan, hdegeloped investment strategies to assist
in the market of impact investing— that is, invegtwith the intent to generate a reasonable
rate of financial return, while also benefittingwoand moderate income communities both in
the United States and around the world. Althoughemergence and growth of the impact
investment market is a worldwide trend, currerdglynajority of the investable opportunities
lie in the emerging markets. U.S. governmentahags, including U.S. Agency for
International Development and the Overseas Privatestment Corporation, support those
efforts, recognizing that such oversees impactstments help advance U.S. foreign policy
interests and promote international development.

2. Clarification Needed

We believe that the proper implementation of tla¢usory text, and indeed the proper
interpretation of the proposed rule, requires thatexemption for public welfare investments
extend to such investments made outside the UBitaigs. The statutory and regulatory
phrasing, “of the type,” conveys that this exempthould be interpreted broadly and that 12
U.S.C. § 24(Eleventh) merely provides an exampl®watf does not circumscribe, the type of
investments permitted under this exemption. Asa8erMerkley noted, the exemption “is
flexible enough to permit the regulators to includleer similar low-risk investments with a
public welfare purpose’® A contrary reading would make the words “of tieet’

superfluous. We believe the agencies should aarthis interpretation in the final rules and
make clear that the reference to 12 U.S.C. § Btisntended to limit permissible public
welfare investments to investments in the Uniteatest

A banking entity should be permitted to conductatipnvesting outside the United States
through funds, so long as the banking entity canatestrate that such investments made by
the fund advance a public welfare purpose “of yipet (i.e., analogous to) investments
permitted by 12 U.S.C. § 24(Eleventh). We belithis interpretation is required by the
statutory text and is consistent with congressiartaht, and we suggest the agencies make
this clear in the final rules.

V. Asset-Liability Management

A. Asset-Liability Management is a Foundation of Safgtand Soundness

For large, complex banking institutions, assetHigbmanagement (“ALM”) is one of the
foundations of bank safety and soundness andegratto the stability of the U.S. and global
financial systems.

™ Merkley-Levin Colloquy, 156 GNG. REC. S5894 (daily ed. July 15, 2010) (statement of Sarkley).
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Indeed, the growing regulatory focus on stress tiestlarge banking institutions, including
JPMorgan, such as the Comprehensive Capital Arsadysl Review process, clearly
demonstrates the central importance of a prudehtati-managed ALM function. If stress
tests are designed to diagnose potential safetga@amadness problems in the event of
potential market or economic shocks, prompt ALMats are required as the prescription for
limiting the risks that stress testing identifies.

In its study on the Volcker Rule, the FSOC recogdithe importance of these issues and
clearly concluded that the Volcker Rule should prathibit ALM activities. In its guidance,
the FSOC stated: “All commercial banks, regardtdssize, conduct ALM that helps the
institution manage to a desired interest rate aquadity risk profile. This study recognizes
that ALM activities are clearly intended to be péted activities, and are an important risk
mitigation tool.”>

The proposed rule, however, expands the scopeeddtild-Frank Act and therefore brings
within its prohibitions ALM activities that are inoptant aids to safety and soundness. Oddly,
while the FSOC study recommended an exemptionribhtded both asset-liability and
liquidity risk management, for much the same reastive proposed rule included only the
latter. The result is that the proposed rule seenhsive been written with traditional dealer
and market-making trading activity in mind, andates serious problems for legitimate ALM
activity.

As currently structured, many ALM activities sholdd permissible under the proposed rule,
because they pass the purpose test and would matdbed in a “market risk capital trading”
book. Another group of ALM activities will be perssible to the extent they fall within the
exclusion provided in the proposed rule li@na fide“liquidity management” activities—
although, as discussed further below, liquidity agement is only one small part of a
banking institution’s overall ALM activities, anté exclusion is so narrow in scope and
restrictive in operation that it would not evenmpérmanybona fideliquidity management
activities, thus making the exclusion unworkablerefor this narrow subset of ALM
activities. Finally, while some ALM activities mdpe permitted by the proposed rule under its
exception for “risk-mitigating hedging” activitiesjany legitimate, useful ALM activities will
not, because that exception, as noted above, dbegppear to have been drafted with ALM
in mind, is subject to too many restrictive corahis, and is thus too narrow. Accordingly,
while certain ALM activities will be permissiblegeally valid ALM activities — although

they are not speculative in nature, or enteredpnitacipally for “the purpose of near term
resale or otherwise with the intent to resell idesrto profit from short-term price
movements"— could nonetheless be deemed, or ewsuipred to be, prohibited proprietary
trading.

We believe that the final rule should provide farexplicit exclusion for ALM activities,
which would be broad enough to include the propage of liquidity management activities.
Like the current exclusion for liquidity managemantivities, the exclusion fdyona fide

5 SeeFSOC Study at page 47.
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ALM activities would be conditioned on appropriagguirements that ensure such activities
will not be used to evade the statutory prohibitoonproprietary trading.

B. Many ALM Activities Would be Captured by the Definition of Trading Account

While many securities utilized in asset-liabilittamagement are accounted for as available-
for-sale (“AFS”) securities, many other traditioraid long-established ALM activities often
involve the use of instruments that would be rezpito be accounted for in the market risk
capital trading account of the entity, thereby nmgethe market risk capital test of the
proposed rule. In addition, some of these ALMwaés may require, in order to manage the
relevant risks effectively, the exiting of a positiwithin 60 days, thereby falling within the
purpose test of the proposed rule.

The need to exit positions quickly arises becahsestructural risks of the firm are constantly
changing due to the dynamic nature of the asselianitity flows and the impact of changing
interest rates. The change in market value seitgi{or “drift”) of certain assets and

liabilities requires continuous hedging of the stawal risk book, which is often best managed
through the use of securities or derivatives actalifor in the market risk capital trading
account, or by entering and exiting a position iith0 days. Thus, unless the banking entity
were able to determine that the risk mitigatingregon or the liquidity management
exclusion applied, these activities would be deemedeven presumed to be — propriety
trading. For example:

* One of the most traditional roles of the ALM furaetiis to manage the banking entity’s
earnings at risk— that is, the risk that changesterest rates will affect in different ways
the value of the firm’s liabilities and assets,Isas its deposits and loan portfolio.
Banking entities must also manage the mismatcheeeimaturity profiles of their assets
and liabilities, and generally do so through us¢heir investment securities portfolio,
thereby adding more assets to their balance shelketdging strategies to protect the
banking entity’s resultant net interest income anterest rate margins from interest rate
and yield curve changes, as well as foreign exoh@ngtuations, include the use of
options and derivatives that must be booked inmheket risk capital trading account.
Furthermore, because these derivatives are hetlggngterest rate volatility arising from
continuous balance sheet changes, they often sétitim 60 days.

* A banking entity must manage the value of its magtgservicing right asset, a right to
service mortgages it originates or purchases, aebthe most volatile, and interest rate
sensitive, assets on its balance sheet. In oodanotect the value of the mortgage
servicing right asset, the firm must manage therest rate risk by using, among other
instruments, interest rate swaps. These swapsMoeubooked in the market risk capital
trading account and because of the volatility as¢ed with this asset, such interest rate
swaps are often settled within 60 days.
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* Because the AFS investment securities portfolia banking entity is generally held for a
long-term time horizon, it is often necessary manthg credit risk associated with these
securities. To do so, the banking entity may bwteution in the credit default swap
markets. The credit default swap is likely to beluded in the entity’s market risk capital
trading account, and because of volatility in mésla any given point in time that is
giving rise to the credit concerns of the undeyamedit, these credit default swap
positions may be settled within 60 days.

* Finally, a new type of volatility may be introductxda firm’s balance sheet as a result of
the proposed capital rules under Basel Ill, whistpuire capital to be held against certain
positions in the Other Comprehensive Income (“OCAgcount (a component of
stockholders equity}® In order to protect the banking entity’s capjtakition from the
excessive volatility that could arise in OCI fronovements in interest rates or changes in
the credit spreads, the firm may choose to hedge golatility through the use of options,
swaps, or other non-AFS instruments. Derivativesiwes part of these hedging
transactions will be booked in the market risk tafgrading account and, because of the
type of volatility they are hedging, may settlehint 60 days.

In the above examples, derivatives trades thathlmeagettled within 60 days are being used
for prudent asset-liability management purposesddd the statutory language, a “trading
account” comprising the short-term derivatives désd above and used to manage the
banking entity’s risks is natovered, as the purpose of each of the tradespsotect the firm
from movements in interest rate, changes in caditlitions, or other market risks affecting
the value of one of the firm’s assets or liabiitighe purpose is not to profit from short-term
price movements. Nonetheless, under the propasgedaecause of their short-term nature,
these positions are presumed to be prohibited @tapy trading. This presumption is
counterfactual, and the outcome under the propasgeds inconsistent with the statute.
Furthermore, as discussed below, the use of thieegies may not get the benefit of the risk
mitigation exception or the liquidity managementlesgion of the proposed rule because of
the limited nature and restrictive conditions settf in such exceptions. Thus, the ability of a
banking entity to manage the structural risk obagance sheet would be adversely and
improperly affected.

We also note that while we believe the market cesgital test will cover some of these valid
ALM strategies (and some hedging strategies emglayeur investment bank), we actually
do not know, because the market risk rules undeeB&a5 have not been finalized. In this
regard, it is particularly difficult to determinkee application of these market risk rules to the
Volcker Rule proposed rule as: (1) many bankingfiest including the Firm, are still very
much in the process of analyzing the proposed etaisk rules in order to determine which
types of assets and liabilities would be deemdaktttrading positions” and what types of

8 We strongly oppose this proposal for other reasBasg Letter of The Clearing House Association, dated
October 27, 2011http://www.theclearinghouse.org/index.html?f=073030
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positions would be deemed to be “covered positiamgler the proposed rules, and thus it is
not possible at this time to determine how ALM wtiiés will be impacted by the interplay of
these two sets of proposed rules; (2) it is ndiagewhen the proposed market risk rules will
become final, and thus, under which set of “marlgit capital” tests a banking entity will be
subject at the time the Volcker Rule proposed baleome final; and (3) the types of
documentation and compliance regimes necessastdblesh compliance with the proposed
rules may differ depending upon which set of pra@posarket risk capital tests is in effect at
the time the Volcker Rule proposed rule becomescaffe.

C. Deficiencies in the Risk Mitigation Hedging Exempin

The statute contains an exemption for risk-mitiggthedging activity, and some ALM

activity would qualify for that exemption. Howeydine exemption appears to contemplate
the type of hedging that occurs when a marketnméeliary enters into transactions to hedge
its risk with customers or to meet anticipated dedseof customers. In contrast, management
of balance sheet and other risk requires exterisregasting and stress tests so that the ALM
function can position its portfolios to manage agaanticipated risks. Thus, as currently
drafted, the exemption would fail to protect—ormach the same effect, leave in doubt the
protection of—numerous legitimate ALM hedging aities. The same is true with respect to
hedging done in our investment bank at a more nierel.

1. The conditions necessary to satisfy the exemggtie too restrictive

As further illustrated below, the exemption forskimitigating hedging” is too restrictive and
would not enable the broad range of actions thateqguired to manage the full complement
of risks associated with a firm’s balance sheet.

(i) “actions in connection with and related to.The proposed rule contains language
indicating that a risk-mitigating hedge may onlyused to mitigate risks to which the firm is
already exposed. Anticipatory hedges are perniessitly when the hedge is “established
slightly before the banking entity becomes expdsdtie underlying risk.” But appropriate
risk mitigation activities often require that heddee placed when it Igely that the firm will
be exposed to the risk. The purpose of stressitegisnform the firm about risks to which it
may becomexposed, and it is prudent for the firm, basedhupat information, to take risk-
mitigating actions. Further, it is impossible oty firm to perfectly anticipate the market
moves that may adversely affect the entity’s assadisliabilities. Thus, no mater how
sophisticated the stress tests or ALM analysigjhlkty is required with respect to the timing
of the establishment of the hedges. In additiepethding on the size, scale and complexity
of a particular institution’s positions relativettee depth and liquidity of the underlying
instruments’ markets, safety and soundness cormrgides may require that the firm establish
the positions over a period of time so that suahdactions do not disrupt the markets.

(ii) “reasonably correlated."The proposed rule requires that a hedging trarmsabt
“reasonably correlated” to the risk being hedged jprovides that if the hedge and related
position “would result in the banking entity eamiappreciably more profits on the hedge
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than it stood to lose on the related position,g tiedge would likely to be deemed a
proprietary trade.

These requirements could disqualify numerous Iegite hedging activities, as there are
several reasons why a banking entity may earn aigtrlg more on a hedge position than it
stands to lose on the related position—and yetbaangaged in prohibited proprietary
trading.

First, ALM positions may create profits that wouldt be offset, at least in an immediate
profit-and-loss context, by losses in the undegyiisk position. For example, derivative
hedge positions may be marked to market (theredgtiog P&L impact through the income
statement), while the underlying position, sucla &san, is booked using accrual accounting
(and thus would not give rise to a contemporanewoifisetting P&L effect).

Second, precise correlations amongst and acrdssetif asset classes used in asset-liability
management are difficult to determine. For exaniple excess structural liability sensitivity
arising from customer deposits creates a needsimtaensitivity on the balance sheet. A
traditional ALM strategy to hedge such liabilitynsétivity is to purchase AFS investment
securities. In these instances, as the charaatseradtthe hedge instrument are somewhat
different than those of the underlying positiore tiredge will react somewhat differently than
the underlying position to the same market cond#tiand hence, generally, but not
necessarily precisely, correlate to the underlyigky

Third, maintenance of correlations at both thdatidn and at the close of a hedging strategy
may not be possible due to the fluid and convexneabf the balance sheet, as well as the
liquidity of the market. As noted above, dependinghe size, scale and complexity of the
positions being established or unwound, flexipilit needed so the hedge or its unwind does
not adversely affect the safety and soundnessedbainking institution nor disrupt the
markets. During these periods, therefore, highetations will be more difficult to maintain.

Once again, this condition for the hedging excepéippears to have been drafted with trading
desks in mind, where both sides of a hedge areedadkmarket. It is a poor fit with ALM.

(i) “ significant exposures that were not already preSefthe proposed rule requires that
the hedging transaction not give rise to “significaxposures that were not already present”
in the underlying position.

The proposed rule gives over-hedging as an exaofeohibited proprietary trading. But

in the ALM context, the inability to accurately &mast future outcomes requires that there be
adequate flexibility for the estimation of—and hiedpin respect of —such estimated future
structural risks. In addition, as the probabilifycertain market and economic outcomes
changes over time, the over or under hedging measant will change relative to the
underlying risk position.

Separately, and as importantly, asset-liability agggment strategies may often use
instruments that will expose the banking entitatiosk that is itself not present in the

55



underlying position — and, thus give rise to anaxpe “that was not already present.” In the
example noted above, the use of an investmentigesyortfolio to manage the structural
risk arising from customer deposits gives risedsid risk.

2. ALM activities that were crucial during the dincial crisis would have been endangered
by the proposed rule.

Below are several examples of asset-liability heggitrategies employed by JPMorgan
during the crisis that enabled it to successfullgldvith the market, credit, interest rate, and
liquidity risks that arose during that period. Soaf these activities could be deemed
prohibited proprietary trading under the proposdd,rand would not seem to fall within the
risk-mitigating hedging exception:

Hedging the volatility and interest rate risk oétmortgage servicing right assein the days
preceding Lehman’s Chapter 11 filing on SeptemBe2008, a review of JPMorgan’s
mortgage servicing right asset indicated that & atsignificant risk for loss of value under
some of the Firm’s risk scenarios. Because the@gage servicing right is very interest rate
sensitive, a spike in volatility from falling ratesuld have increased the convexity of the
mortgage servicing right asset and resulted irFthra ending up with a large open,
unhedged, risk position. Also, a counterparty diégf@ven taking into consideration the
collateral held by the Firm to mitigate the coupsety risk, would have deprived the Firm of
the benefit of option positions previously enteirgid as protection. Accordingly, in
anticipation of a possible counterparty defaul, fiirm determined it would be prudent to
purchase additional options, in excess of its th@en risk positions, in order to protect the
Firm against “wrong way” market and counterparskri After the events about which we
were concerned actually occurred, the Firm soldeteess coverage, which resulted in gains
for the Firm.

Under the proposed rule, this activity could likehve been deemed prohibited proprietary
trading (as the derivatives involved in the hedgitrgtegy were booked in the market risk
capital trading book) and may not have qualifisthadging because (1) the actions taken
were forward looking and anticipatory nature; (& purchase of additional hedges could
have been deemed over-hedging; and (3) the gaatiged upon the unwind of the hedges
could have been deemed “appreciably more profitherhedge than [we] stood to lose on
the related position.”

Managing credit risk by use of use of credit detilves: Leading into and throughout the
crisis, the Firm closely monitored its credit polith to assess how the market events that
were unfolding might affect its balance sheet anactural risks. Analysis indicated early
stress conditions in the credit markets, and wea\ilegrefore concerned that more serious and
accelerated underlying credit deterioration wasigwag in the short term than was generally
reflected in market prices. (The general marketwivas reflected in the high-yield credit
spread curve which was, at the beginning of th@s;rvery steep, indicating that that the
market believed that companies would likely notedéfin the short-term, but that severe
credit losses were more likely to occur in the loeign as the crisis continued in duration.)
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To protect the Firm against credit losses thatethas its analysis, the Firm perceived were
possible to occur in the near term, the Firm’s Atddm used credit derivatives to purchase
protection on high yield credit default swap indieeth short term maturities and to sell
protection on high yield credit default swap indiceith longer-term maturities—in effect,
taking a high yield curve flattening position iretbredit derivatives market. This strategy
resulted in the Firm recognizing some gains as-texar default risks increased. The gains
recognized on these derivatives strategies offispait the losses that occurred on credit
assets held by the Firm.

Under the proposed rule, this activity could hagerbdeemed prohibited proprietary trading.
The derivatives used in the hedging strategy weokéd in the market risk capital trading
account and may not have qualified as hedging Isec4l) the actions taken were forward-
looking and anticipatory; (2) the Firm’s purchasésthe credit derivatives may not have been
deemed “reasonably correlated” with the underlyisk, as different instruments were used
to effect the hedging strategy than the assetagivse to the risk; and (3) the gains realized
upon the unwind of the hedges could have beenrdeted to be larger than the
countervailing risks.

Managing deposit inflows by purchasing highly ldjgiecurities:As the crisis unfolded,
JPMorgan experienced an unprecedented inflow adglep(more than $100 billion)

reflecting a flight to quality. The Firm was facetth determining how to invest this excess
cash, and how to earn a sufficient rate of returthese deposits in an extremely low-rate
environment, so that it could pay interest on tHages without losing money—or needing to
turn its customers away, which not only would haeen bad business for us but destabilizing
for the system. The Firm took several actionsernt the excess funds in the inter-bank
market, thereby helping to recirculate availabdgilility to other financial institutions. But it
also invested in both long-term and short-term Iyigjiquid investment grade securities in
order to obtain a rate of return sufficient to paitthe Firm from compressing margins on its
deposit base. Although the preponderance of therisies purchased were booked as AFS
securities, many of the shorter-term securitiessviberoked in the Firm’s market risk capital
trading account. The purchase of shorter-term #gexsiwas necessary because the Firm was
not sure how sticky (or long term in nature) sorhthese deposits would be, and wanted to
avoid an asset-liability mismatch. And some AF&usities were purchased and sold within
60 days as a prudent hedging response to the dymature of the cash flows, and in order
to manage the fluidity of the cash flows and thenest rate volatility and sensitivities such
cash flows were creating. Use of this strategy kubtne Firm to protect itself against losses,
helped its clients earn interest on the funds tree/deposited with the Firm and recycled
funds back into the wholesale markets.

Under the proposed rule, some components of tfagegly could have been considered (or
presumed to be) prohibited proprietary tradingm8securities were booked in the market
risk capital trading account (or purchased and satdin 60 days), and would not have
gualified as hedging because (1) the Firm’s pwseblanight have been deemed to be a hedge
that gave rise to a “risk that was not already gm&'son the Firm’s balance sheet; (2) the
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hedge securities may not have been deemed a heatgegasonably correlated” with the
underlying risk (not only for the reason noted Ibefdut also because the pace of the
purchases or sales of hedge securities may netrhatched precisely the pace of deposit
inflows and outflows) and (3) the Firm’s eventuallesof such securities resulted in gains that
could have been considered outsized to the risighdeedged (in part because that risk could
not be quantified).

Managing the value of the Firm’s assets and lidiei by purchasing expanded types of
investment securitie®y early 2009, it had become apparent that additiéhwM action was
required. The credit environment had deteriorédetther, and the Firm’s management was
forecasting a significant economic slowdown thas \Nieely to lead to a lower interest rate
environment. In addition to the significant inflok deposits the Firm was experiencing, the
Firm’s management was predicting lower loan demeggijlting in a significant structural
balance sheet mismatch between assets and leilith anticipation of these conditions, the
Firm's ALM team undertook an evaluation of the Fgnmvestment securities portfolio and
determined it would be prudent to increase the amkduration of the portfolio, as well as to
increase diversification of the portfolio. Thus,addition to agency MBS securities, which
were the securities traditionally held by the irwgesnt securities portfolio, ALM activities
expanded in scope to include other highly liquidusities. But, as the market dislocation
associated with the crisis increased and cred#agis continued to widen, the portfolio was
further expanded to include other top-of-the-cdmtaicture securities and certain types of
structured credit products to bring the assetdiiglsensitivity of the Firm more in balance.
This increased purchasing continued over severatens of 2009. While the preponderance
of the securities purchased were booked as AFSisesuthe expanded strategy also
involved the purchase of certain securities andzdgves that were booked in the Firm’s
market risk capital trading account and, as a prucesponse to the volatility in the credit
markets, sometimes necessitated the purchase lenavihin 60 days, of AFS securities.
This active — and proactive — positioning of then¥s ALM portfolio during the period
enabled the Firm to manage successfully a baldmeet shat was experiencing significant
changes in volumes in its assets and liabilitidk wesulting interest rate volatility and
sensitivity, and provided the Firm with a partialdge against the changing market value of
the Firm’s balance sheet.

Under the proposed rule, some aspects of thisgtratould have been prohibited, for
basically the same reasons described with respexther strategies. As these examples
demonstrate, JPMorgan’s ALM activities during thisis involved pro-active management of
the risks associated with its balance sheet. Mélyese actions needed to be taken quickly,
while many others required significant purchasesabes of securities over a period of time —
as large purchases or sales needed to be managedynthat was consistent with safety and
soundness and without dislocating markets.

The actions taken by the Firm’s ALM team led tongigant changes over the two-year
period in the size, maturity profile, and compasitof the Firm’s investment securities
portfolio. All of these actions, irrespective ohether the securities and instruments
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purchased and sold were accounted for as AFS imesdtsecurities or booked in the market
risk capital trading account, were effected in otdeprotect the value of the assets and
liabilities on the Firm’s balance sheet, and nottfe purpose of earning profit from short-
term price movements. Under the proposed ruls,at best unclear whether we could take
similar actions to protect ourselves in the futuféwus, many of the most prudent, useful and
successful strategies utilized by the Firm durimgdrisis could have been prohibited under
the proposed rule. As discussed below, we belieee are more appropriate ways to ensure
a prudent and effective operation of an ALM funitiavhile at the same time ensuring
sufficient safeguards are in place so that theistat prohibition on proprietary trading set
forth in the Volcker Rule is not evaded.

D. Inapplicable Elements of the Risk Mitigation Hedgirg Exemption

1. The Metrics Required to be Applied are MeareeglWhen Applied to Legitimate ALM
Activities

The proposed rule requires five metrics to be agpio “risk mitigating hedging activities;”
accordingly, under the proposed rule, ALM transawtithat are booked in the entity’s market
risk capital trading account would be subject esthmetrics. These measures include VAR,
Stress VAR, VAR Exceedence, Risk Factor Sensiéigjtand Risk Position Limits. It is true
that VAR and these other metrics are used by thm i respect of the portion of the ALM
portfolio which is marked-to-market. However, thepose for such tests is to enable the
Firm to understand the potential loss that coulthbarred by these positions as a result of
immediate changes in market rates — but not tahate the efficacy of the ALM hedging
activity. And, while asset-liability risk managenteloes use risk factor sensitivities and risk
position limits in managing the risks associatethwie portfolio, these metrics likewise do
not help distinguish ALM activities from prohibitgutoprietary trading activities.
Accordingly, while these metrics are used in risknagement, they are of no use in
distinguishing valid risk mitigating hedging acties from prohibited proprietary trading.

Most significantly, the application of the VAR-baseeasures to assets held by an ALM
function would be extremely misleading. This isdngge many of the liabilities being
managed, such as deposits, are not marked to narketather, are accounted for on an
accrual basis. This accounting asymmetry meanshide the VAR-based metrics will
capture the changes in value of the ALM positibese metrics will not reflect the offsetting
risk in the underlying structural balance shedhefcompany—in essence, the VAR-based
metric will be measuring only one side of the egprgtnot both. Accordingly, VAR
measures will not gauge the extent to which the Aaddition is actually offsetting the risk it
is hedging. This accounting asymmetry renderafpication of these metrics to ALM
activities meaningless for Volcker Rule purposes.
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2. The "Simultaneous Documentation” Requiremer@verly Onerous and Not Necessary to
Distinquish Proprietary Trading from Legitimate ALALtivities

The heavy documentation requirements for risk ratiigy hedging activities are unrealistic
and the requirement for contemporaneous documentetiunworkable. The proposed rule
requires that for any risk mitigation hedging tractsons “established at a level of
organization that is different than the level ajamization” establishing the positions, the
entity must document “at the time” of the transact{1) the purpose of that hedge
transaction; (2) the positions the hedge is desigo@educe; and (3) the level of the
organization that is establishing the hedge.

The significant documentation requirement imposedhe ALM function—which, by
definition, is carried out on a desk that is diéierr from the market-making desks giving rise
to the risk or the operating business that is givige to the underlying credit or structural
liability risk—means that ALM functions willle factobe subject to the unworkable
documentation requirements of the proposed ruleaBse the ALM function looks at the
balance sheet in a macro, holistic way, deternanatas to hedging strategies are generally
developed by an investment committee that detesmiri&t risks the entity is being exposed
to, and how best and how much to hedge them. p&hson executing the hedging position
on behalf of the ALM function may not know the peecorigin of the risk being hedged at
the time of hedge execution. The unworkabilityleg tiocumentation requirement becomes
even more extreme in the context of necessaryipatary hedging. Because hedging is
dynamic and needs to be responsive to market gonsgljtthe requirements that such
documentation be “contemporaneous with” the esthbient of the hedge, and that there be
detailed documentation identifying the exact posti— or even portfolios of positions — that
are intended to be hedged could inadvertently delayagers from establishing the very
hedges required to maintain safety and soundrilsis.tension will be particularly acute
during volatile market conditions — precisely wisafiety and soundness and market stability
argue for quick action.

Further, it is unclear what benefits these add#i@ocumentation requirements provide, and
how they would differ from or be supplemental te holicies and procedures that are already
employed by a firm’s ALM function. It is not cle#rat the appropriate and already robust
policies and procedures that are in place in a$ilsh.M function do not suffice. Because

ALM functions should be given the same deferenaklatitude that the proposed rule
accords the liquidity management function (at l@aséspect of the documentation
requirements applicable to both activities), theneo reason that the documentation
conditions that the proposed rule deems suffidienliquidity management should not
likewise be deemed sufficient and appropriate fangactions executed in furtherance of
bona fideALM activities.

In summary, given the restrictive and unworkaldeditions required to be met for the “risk
mitigating hedging” exemption of the proposed rutewill be impossible for risk managers
to know at the outset what may be deemed exengpigdvhat may not. This attendant
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uncertainty will chill the taking of appropriatetemns and impair the exercise of this
important function, thereby undermining a crucefiety and soundness function, often at
times when it is most required.

E. The Liquidity Management Exclusion

While the proposed rule properly excludes liquidgitgnagement activities from the definition
of trading account (thereby acknowledging that ¢redivities are not for the purpose of
selling in the near term or with the intent to teseorder to profit from short-term price
movements), it nonetheless fails to fully implemtirg FSOC'’s finding that liquidity
management activities must fall outside the VoldRale’s definition of proprietary trading.
That is because the proposed rule has so narrokglynascribed the scope of excluded “bona
fide liquidity management” activities that onlyradtion of a firm’s liquidity management
activities will qualify for this treatment and, thuhe remainder could be prohibited by the
Volcker Rule as impermissible proprietary tradirighis result cannot be intended.

In particular, the following conditions that must imet in order to obtain the benefit of the
exclusion present serious obstacles to effectiegiimate and prudent liquidity management
function:

() “near-term” funding needs:Prudent liquidity management is responsible faueimg
that the entity is able to meet its commitmentsardy over the “short term” — but also over
“medium-term” and “longer-time” horizons. ladt, the banking regulators’ 2010
Interagency Policy Statement on Funding and Liguigisk Management (“Liquidity Risk
Policy”) "/, requires firms to “ensure that their vulnerabibtte changing liquidity needs and
liquidity capacities are appropriately assessediwineaningful time horizons, including
intra-day, day-to-day, short-term weekly and montidrizons, medium-term horizons of up
to one year, and longer-term liquidity needs of pear or more.*

The consequence—which we believe must be uninter@éthis near term requirement is to
label any liquidity cushion of liquid securitiesltidoy the firm in excess of its “near-term”
funding needs as prohibited proprietary tradin@atlis because under the proposed rule only
the portion of the liquidity cushion that would meefirm’s “near term” funding needs will
gualify for the liquidity management exclusion; thedance of the securities held as part of
the liquidity cushion (which generally would be seties held in a market risk capital trading
account) could be deemed prohibited proprietaitiga The result will be to limit prudent
liquidity management practices and likely resultriaking banking entities less safe and less
sound and the U.S. and global financial systems&molnerable to liquidity stresses.

""“Interagency Policy Statement on Funding and LdiyiRisk Management” Office of the Comptrollertbe
Currency; Board of Governors of the Federal Res8gpstem; Federal Deposit Insurance Corporationg®ff
Thrift Supervision; and National Credit Union Adnstration, Fed Reg. Vol. 75, No. 54, 13656, Mareh 2
2010.

8 |d. at 13663.
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(i) positions be “highly” liquid: It is imprudent for all of a firm’s liquidity managnent
positions to be invested only in highly liquid setias because prudent liquidity management
requires appropriate asset allocation. Firms dftgast their surplus funds in commercial
paper, certificates of deposit, short-term loantgrbank deposits, Fed Funds and other
similar instruments of creditworthy issuers, beesailese instruments, used in varying
amounts at varying times, provide liquidity manageith the necessary flexibility to address
the changing liquidity profile of the firm. Prohtlrig the use of these types of instruments
would be inappropriate for several reasons.

First, the liquidity of instruments changes fromdi to time in response to market conditions
and thus, determining whether an instrument islizitipuid or merely liquid will be a facts

and circumstances determination, depending on rhadkelitions at any given point in time.
Second, banking entities’ investment in commengader, short-term loans, interbank
deposits and other similar products is an imponteay to recirculate available liquidity to

help provide funding to others. Thus, prohibitirapking entities from investing their excess
liquidity into these instruments would be detrinarnb the safety and soundness of the entire
banking system. Third, liquidity is not indicatieé whether the purpose of a trade is short-
term profit — and thus, it is not clear why or hthws requirement furthers the intended
purpose of the Volcker Rule.

(i) positions not give rise to “appreciable profits'The fact that a particular investment
bears a higher rate of return than another doesamvert the purpose of that investment
from proper liquidity management to impermissipteprietary trading. In addition,
concluding whether any particular liquidity managsitransaction creates impermissible
“appreciable” profits is so subjective and uncertaidetermination that it will only inhibit
and impair the proper management of this impofrfiamttion.

(iv) “specifically...authorize...the circumstances in whtieé particular instrument may or
must be used.” Liquidity management is a dynamic process, neveaerso than during
periods of stress. It is a process that, by dédimjtrequires continuous measurement and
monitoring—and being able to take steps quicklgddress any funding gaps (that is, any
gaps between the timing of liquidity sources aqditiity uses). Because of the on-going
nature of the reviews routinely performed by thection, and the breadth of the instruments
taken into consideration depending on market and@uic conditions at any point in time,
requiring that the liquidity plan specifically détdne circumstances in which a particular
instrument is to be used is too constrictive a dodto permit the proper functioning of a
bona fideliquidity management function.

In summary, manpona fideliquidity management activities would not be peted under

the proposed rule’s exclusion. The restriction mat permit the function to operate within a
framework that is flexible enough to allow bankegfities to manage their liquidity risks in
prudent ways. As a result, the exclusion as cuigreset forth in the proposed rule could
undermine banking entities’ safety and soundness.
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F. Alternative approach

The final rule should establish an exclusion fréwa definition of trading account fbona

fide asset liability management, which would includd ancompasbkona fideliquidity
management. Like the currently proposed exclugobona fideliquidity management, the
ALM exclusion would be conditioned on meeting seVeriteria that are consistent, and in
some instances go further than, those alreadydedlin the proposed rule. Such an exclusion
is fully consistent with the language, purposeslastbry of the statute.

We therefore propose that there be an exclusiorafor transaction effected fbona fide
asset-liability management done in accordance avithm’s documented ALM policy that:

* Authorizes the particular instruments to be used\M and liquidity purposes, and
describes the types circumstances under whichissttuments would generally be
expected to be used;

» Authorizes the hedging strategies for use in Aadfivities or for addressing the
liquidity needs of the firm as the macroeconomid ararket environments change;

* Requires that any transaction contemplated andanéd by the plan be principally for
the purpose of managing the balance sheet exposddgyuidity risks of the covered
firm, and not principally for the purpose of shtetm resale, benefitting from actual or
expected short-term price movements, realizingtsleom arbitrage profits, or hedging a
position taken for such short-term purposes;

* Requires that the ALM and liquidity portfolios beanaged within appropriate controls
documented in the ALM policy;

» Limits any positions taken for ALM or liquidity pposes to amounts that are consistent
with the firm’s balance sheet management and ligurteeds as defined in the ALM
policy;

» Is consistent with all applicable regulatory guidamegarding asset-liability and liquidity
management;

* Is approved by the firm’s board of directors;

* Requires that the compensation arrangements obmeerforming the ALM and
liquidity management activities be designed smasto reward proprietary risk taking;

* Requires that the firm shall have established aptiamce and audit regime designed to
ensure compliance with the rule; and
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* Requires that the management of the ALM and liquiaianagement function (including
its employees and officers) be separate from tmegsy dealer and market-making
trading functions.

Under this construct, the agencies would have denable assurance that ALM functions
were being properly conducted, but financial ingiins would retain the crucially important
flexibility to manage their risks in appropriatedaorudent ways. That is because under a
properly organized, managed and supervised ALMtfanat would be difficult—if not
impossible—for a proprietary trading desk or fuaotto be secreted or camouflaged within
an ALM function’® First, and foremost, because the ALM functiogrisunded in managing
the structural risks of the enterprise, the bankintty would need to be able to demonstrate
that each of the ALM strategies it undertook wasegponse to the results of stress tests or
internal analysis conducted by the firm of its pakasheet risks. Each desk effecting ALM
hedging strategies would need to be able to demaiadtow its activities are supervised, and
that its transactions were within the defined maesland limits established by its managers—
who likewise would need to be able to demonstizdéthose mandates and limits were
directed by and were part of the ALM strategy dgsthbd by the firm’s ALM management.
ALM management would need to be able to demonstinatethe instruments and strategies
utilized by the various hedging personnel wereldistaed by it and were part of the written
ALM plan and procedures, and that all of the ALMiaties were reported to and monitored
by the entity’s independent risk management fumcti®he entity would need to be able to
demonstrate that the written plan and procedures eathorized by the entity’s board of
directors, and that its internal risk, complianoe audit personnel, independent of the ALM
function, had performed adequate monitoring antinig®f such processes and procedures to
establish that the activities were in fact in coiaipte with the plan. And, as a further
disincentive to proprietary trading occurring withhe ALM function, the persons effecting
ALM transactions would not be compensated to dolsstly, and not insignificantly, the
banking entity would also know that its ALM actiei are subject to regulatory examination
and review. Thus, we believe the exemption woetfliire that there exist within the ALM
function managerial and supervisory structuresiguee that the function is being properly
performed and appropriately controlled.

By proposing this exclusion we do not suggest &iad¥l activities be exempt from
examination on safety and soundness grounds. Rathetated above, we fully expect robust
examination and supervision to continue in therfituAs noted in the introduction, we also
note that draconian capital requirements on allitiapositions, including those held for

ALM purposes, are already a potent safety and stesglguarantee, as well as unfortunately
a disincentive to engage in the activity.

Kk kK Kk k%

" We acknowledge it is always possible that a rdgager situation can occur—but, as we note in the
Overview, there appears no justification to proratdga rule that presumes from the outset that edventities
would intentionally work to evade the rule.

64



We thank the agencies for their consideration ofoaunments. If you have
any questions, please do not hesitate to call @é2270-0593.

Sincerely,

Barry L. Zubrow
Executive Vice President
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Appendix A

Compliance Program for Foreign Funds

Appendix C, Section Il of the proposed rule woudddmended to add a new Subsection C, as
follows:

C. Foreign Fund Activities or Investments

A covered banking entity must establish, maintaid anforce written policies
and procedures that are reasonably designed torsotudescribe, and monitor the covered
banking entity’s sponsorship activities with redgec or investments in, funds organized and
offered outside the United States (such fundsgettpr funds”), as follows:

Analysis of Foreign FundsThe covered banking entity’s policies and praced
must specify how each foreign fund that the covératking entity sponsors, organizes and
offers, or in which the covered banking entity istge will be analyzed to determine whether
such foreign fund is a covered fund pursuant to0.80(b)(1). Such policies and procedures
must provide that such analysis be appropriatetyideented and reported to management of the
covered banking entity. To the extent that a fymdund is determined not to be a covered fund,
the following compliance program elements will appl

Records Regarding Foreign Funds that are not Cdvearads For foreign funds
that are not covered funds and that the coverekihgentity sponsors, organizes and offers, or
in which the covered banking entity invests, theeted banking entity’s written policies and
procedures must specify that the covered bankitityenaintain records that are sufficient to
identify, as applicable:

» A description of each foreign fund (e.g., prospsktu

» For each foreign fund, a record that notes theshgson which the covered
banking entity has determined that the foreign fisnaot a covered fund pursuant
to 8 _ .10(b)(2)(iii), including the following elemnts:

0 jurisdiction of organization;
0 jurisdiction of registration or regulation;

o each jurisdiction in which a public offering of thareign fund’s
ownership interests has been made, or is interadbd made, and, with
respect to funds that are publicly offered anatstn a foreign securities
exchange, the percent of the foreign fund’s ownprstterests
represented by such listing, or that are intenddaktrepresented by such
listing;



o how frequently investors are permitted to redeeair thwnership interests
and how frequently a net asset value, or its edgivais calculated; and

o0 the securities exchange upon which the foreign'&ioanership interests
are listed.

» The nature of the covered banking entity’s sporspractivities with respect to
each foreign fund; and

» The date and amount of each investment by the edusanking entity in each
foreign fund.

Ongoing Compliance of Investments in Foreign Fuhds are not Covered
Funds The covered banking entity’s policies and prazed must specify how each foreign
fund in which a banking entity maintains an owngrshterest will be reviewed regularly to
determine whether such foreign fund has becomevered fund pursuantto 8 _ .10(b)(1). With
respect to foreign funds that are later determtndae covered funds, the covered banking
entity’s policies and procedures must also spduifly the banking entity will ensure
investments in such foreign funds will be brougttbicompliance with § __ .11 and the other
provisions of Part [ ], as applicable.




