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EXAMINING THE IMPACT OF THE
VOLCKER RULE ON THE MARKETS,
BUSINESSES, INVESTORS,
AND JOB CREATORS

Wednesday, March 29, 2017

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS,
SECURITIES, AND INVESTMENT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:05 a.m., in room
2128, Rayburn House Office Building, Hon. Bill Huizenga [chair-
man of the subcommittee] presiding.

Members present: Representatives Huizenga, Hultgren, Stivers,
Wagner, Messer, Poliquin, Hill, Emmer, MacArthur, Davidson, Hol-
lingsworth; Maloney, Sherman, Lynch, Scott, Himes, Foster,
Sinema, Vargas, and Gottheimer.

Ex officio present: Representative Hensarling.

Chairman HUIZENGA. The Subcommittee on Capital Markets, Se-
curities, and Investment will come to order. Without objection, the
Chair is authorized to declare a recess of the subcommittee at any
time.

Today’s hearing is entitled, “Examining the Impact of the Volcker
Rule on the Markets, Businesses, Investors, and Job Creation.”

I now recognize myself for 3 minutes to give an opening state-
ment.

This hearing will examine the impact of the Volcker Rule on the
U.S. capital markets broadly, including its impact, most especially,
on the liquidity and functionality of the fixed income and
securitization markets, the ability of U.S. and international busi-
nesses to finance their operations, and U.S. competitiveness and
job creation.

The Volcker Rule, or Section 619 of the Dodd-Frank Act, pro-
hibits U.S. bank holding companies and their affiliates from engag-
ing in “proprietary trading” and from sponsoring hedge funds and
private equity funds.

Because of the key role that market making plays in ensuring
deep, liquid, capital markets, the framers of the Volcker Rule
sought to exempt market-making activities from the coverage of its
prohibition on proprietary trading.

There is just one problem. The line between impermissible pro-
prietary trading and permissible market making is virtually impos-
sible to draw. As a result, banks are getting out of the market-

o))



2

making business for fear of running afoul of the Volcker Rule. This
is a great detriment to the U.S. capital markets, in my opinion.

The real world implications of the Volcker Rule have been higher
borrowing costs for job creators, smaller investment returns for
hard-working families, and less economic activity overall because of
further regulatory restraints placed on already reduced liquidity
margins in key fixed income markets, including the corporate bond
market.

Recently, both current and former regulators have finally con-
ceded that the Volcker Rule is impacting the liquidity of corporate
debt. Specifically, in December of 2016, staff at the Federal Reserve
issued a report concluding that, “The illiquidity of stressed bonds
has increased after the Volcker Rule.”

Furthermore, former Federal Reserve Board Governor Jeremy
Stein, who served during the Obama Administration, recently pub-
lished a paper with his fellow Harvard colleagues, and concluded
that the Volcker Rule should be repealed.

They note that the Volcker Rule also discourages broker-dealer
banks from providing liquidity during a market correction, and
that the Rule creates a significant increase in compliance and su-
pervisory costs.

Market making is crucial to the modern financial system, in
which companies raise funds by selling equity, bonds, notes, and
commercial paper.

Market makers also hold down the cost of credit for consumers.
Credit card debt and mortgages are often financed by being bun-
dled into securities, which are then bought and sold in the capital
markets. By acting as a market maker for these kinds of securities,
banks make it cheaper and easier for responsible consumers to use
their credit cards and obtain mortgages.

From its inception, the Volcker Rule has been a solution in
search of a problem. It seeks to address activities that had nothing,
absolutely nothing to do with the financial crisis, and its practical
effect has been to undermine financial stability, rather than to pre-
serve it.

Hard-working Americans, whether they realize it or not, rely on
capital markets to save for everything from college to retirement.
And as their Representatives, we must act to eliminate burden-
some and unnecessary regulations such as the Volcker Rule, to en-
sure that U.S. capital markets remain the deepest and most liquid
of all investment so that all investors receive the greatest return
on their investment. I look forward to hearing from our witnesses
today.

The Chair now recognizes the ranking member of the sub-
committee, the gentlelady from New York, Mrs. Maloney, for 5
minutes for an opening statement.

Mrs. MALONEY. Thank you. Thank you, Mr. Chairman, for calling
this very important hearing, and for all of our presenters here
today. It is a very, very important topic.

I strongly support the Volcker Rule, and I believe it stands for
an important principle, that banks should not gamble with their
customers’ money, especially when that money is backed by a tax-
payer guarantee. We have seen too often in the past how that pro-
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duces a situation where all the profit is privately shared, while the
risk is borne by the public.

The Volcker Rule, which was named after a great New Yorker,
former Fed Chair Paul Volcker, came into effect in July 2015. So
this is a good time to take stock of how this rule is doing. Today
I have some data from the Federal Reserve that will shed light on
how the implementation of the Volcker Rule is going.

Under the Rule, banks are required to report a series of quan-
titative trading metrics, in other words hard data, to the regu-
lators, such as risk levels on each trading desk in order to help the
regulators identify any prohibited proprietary trading or trading
for your own account.

Last August, I sent a letter to five agencies in charge of the
Volcker Rule, requesting that they provide me with an analysis of
these trading metrics which they have been collecting from the
banks since July 2014, over 2% years. And I ask unanimous con-
sent to place that letter into the record.

Chairman HUIZENGA. Without objection, it is so ordered.

Mrs. MALONEY. The Federal Reserve has been very helpful with
my request and has provided me with an analysis of some of the
data that they collect, so this data is limited to the data that the
Fed collects. It does not represent any other agency’s data.

And I want to share this data with everyone today because I
think it is important. It is the first hard data we have on the
Volcker Rule. It is complicated, but it is extremely important.

As you can see on the screen, the first two charts show that risk
levels on banks’ trading desks have been largely steady since the
Volcker Rule took effect. All of these big downward spikes in the
chart represent holidays, like Thanksgiving or Christmas, when
most markets are closed. So this is not something to worry about.

Importantly, these charts cover two periods of market stress.
First, the Third Avenue Credit Fund’s suspension of withdrawals
in December of 2015. A headline in Bloomberg back then read,
“Third Avenue Redemption Freeze Sends Chill Through Credit
Market.”

And second, the China growth scare, when China’s economic
growth suddenly slowed down in January and February of 2016. A
headline in Forbes at that time asked, “Should Markets be
Scared?”

The charts show that the banks did not pull back from the mar-
kets during these two periods. In fact, they increased their expo-
sure during these episodes.

Next, we have a very interesting table that shows the so-called
Sharpe ratios on banks’ trading desks, broken out by asset class.
What this table suggests is that banks are now making the vast
majority of their money on trading desks from legitimate market-
making activities, which the Volcker Rule allows, and not from in-
appropriate proprietary trading.

The Sharpe ratio is a widely-accepted way of measuring risk-ad-
justed returns for banks. In other words, it measures the returns
that the banks’ trading desks are getting on these asset classes rel-
ative to the amount of risk they are taking, which is important, be-
cause you can always get higher returns by taking more risks.
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So we need a way to adjust for the risk level so we can compare
performance. The higher the Sharpe ratio, the better the returns
relative to the risk.

Now, the most interesting thing is the difference between the
Sharpe ratios for new positions, existing positions, and changes in
risk factors. If banks were still doing a great deal of proprietary
trading, then they would be getting a lot of their returns from ex-
isting positions, or possibly from changes in risk factors.

In other words, if banks were making proprietary bets that the
price of a particular security would increase, then they would be
getting most of their returns from price appreciation for securities
they already bought, which are existing positions in this table.

But as you can see, the Sharpe ratios for existing positions, as
well as for changes in risk factors, have averages very close to zero.
This suggests that banks are not engaging in any amount of propri-
etary trading.

Instead, the table shows that the banks are mostly profiting from
new positions. This suggests that trading desks at banks are mak-
ing most of their money by acting as legitimate market makers,
which is exactly what Congress intended to happen under the
Volcker Rule.

In other words, most of the banks’ profits are coming from the
fees, also known as the spread, that banks collect on trades they
do with their customers. These fees are collected up-front, which is
why most of the banks’ profits are coming from new positions.

So I wanted to share this data with everyone here today because
I think it is relevant to this hearing. It is important that we look
at hard data, the facts on the Volcker Rule. And based on this
data, I would say the Volcker Rule is working.

I look forward to your testimony.

Chairman HUIZENGA. The gentlelady’s time has expired.

I now recognize the vice chairman of the subcommittee, Mr.
Hultgren from Illinois, for 2 minutes.

Mr. HULTGREN. Thank you, Mr. Chairman. And thank you all for
being here. It is not a surprise that Congress needs to review one
of the most debated provisions of the Dodd-Frank Act just a few
years after it was implemented.

Unfortunately, the Dodd-Frank Act and the Volcker Rule were
sold to the American people as a way of protecting taxpayers and
investors, when in fact they are doing, I would say, just the oppo-
site.

There were mixed feelings among Republicans and Democrats
when the Volcker Rule was debated in Congress and this was prob-
ably because policymakers understood proprietary trading did not
cause the financial crisis and that there would be real, practical
issues for implementing the proposed restrictions on proprietary
trading.

In fact, Treasury Secretary Geithner, who was appointed by
President Obama, has said, if you look at the crisis, most of the
losses that were material for both the weak and strong institutions,
did not come from those activities.

The realities were so hard for Congress to address that a 10-page
bill became a 932-page regulation with confusing and conflicting
perspectives from multiple regulators.
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And let us not forget, this does not just apply to our largest fi-
nancial institutions. Compliance burdens also trickle down to com-
munity banks that have to prove to regulators what is already
kn(l)wn; they were almost never engaged in activities covered by the
Rule.

It is impossible to measure if the Volcker Rule is making our
markets safer, but we know it is hurting liquidity. The lack of clar-
ity around the market making as collusion is of the most signifi-
cant concern. Dealers must have flexibility to hold inventory and
provide liquidity, especially during times of market stress.

A December 2016 working paper from the Federal Reserve staff
on the Volcker Rule concluded, “We find that the net effect is a less
liquid corporate bond market.”

This damage to liquidity drives up costs in our fixed income mar-
kets, makes it more difficult for companies to grow and create jobs,
drives down returns for investors, and increases the potential for
market shocks. All of this is very concerning.

I look forward to the testimony today, and I yield back.

Chairman HUIZENGA. The gentleman yields back.

Today, we welcome the testimony of a distinguished panel. First,
we have Mr. David Blass, the general counsel of the Investment
Company Institute (ICI).

Second, we have Mr. Marc Jarsulic, the vice president of eco-
nomic policy at the Center for American Progress.

Third, we have Mr. Ronald Kruszewski, the chairman and chief
executive officer of Stifel Financial Corporation, who is testifying
on behalf of SIFMA.

Fourth, we have Mr. Thomas Quaadman, the vice president of
the Center for Capital Markets Competitiveness at the U.S. Cham-
ber of Commerce.

And finally, we have Dr. Charles Whitehead, a business law pro-
fessor from Cornell University.

Gentlemen, thank you very much for being here. We appreciate
your time, and you will each be recognized for 5 minutes to give
an oral presentation of your testimony. And without objection, each
of your written statements will be made a part of the record.

Mr. Blass, you have 5 minutes.

STATEMENT OF DAVID W. BLASS, GENERAL COUNSEL,
INVESTMENT COMPANY INSTITUTE

Mr. Brass. Chairman Huizenga, Ranking Member Maloney, and
members of the subcommittee, thank you very much for the oppor-
tunity to testify today.

My name is David Blass. I am the general counsel of the Invest-
ment Company Institute. Our members are mutual funds, ex-
change traded funds, and other registered funds with the SEC.

We have a very unique perspective on the Volcker Rule because
our members are funds that are both investment vehicles that
might be subject to the Volcker Rule, and they are investors in the
capital markets that themselves are affected by the Rule.

We applaud this subcommittee for reviewing the impact of the
Volcker Rule on the capital markets, on businesses, investors, and
job creators. We support appropriately tailored regulation that en-
sures a vibrant, resilient financial system. And we support revis-
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iting the Rule to determine whether it is, in fact, so appropriately
tailored.

Based on our review, regretfully, we conclude that it is not. By
all acknowledgements, the Volcker Rule never was meant to apply
to ordinary stock and bond mutual funds, ETFs and other invest-
ment funds registered under the Investment Company Act of 1940.
And there is a good reason for that.

The Investment Company Act already provides a very com-
prehensive framework of regulation that serves both to protect in-
vestors and to mitigate risk to the financial system, including the
very kinds of risks that are at the very heart of the policy rationale
for the Volcker Rule.

Registered funds are transparent. They are not highly leveraged.
Their assets are held in separate custody by bank custodians, and
transactions with affiliates are either outright prohibited or are
highly restricted. And boards of directors, typically with a majority
of independent boards of directors, oversee these funds.

But registered funds and their advisors have been left to sort
through the many consequences of the Volcker Rule and its impact
on the capital markets, and I would like to highlight three of those
for you today.

First, the final regulation failed to provide a full carve-out for
registered funds. As a result, many of these funds find themselves
coming within the definition of a banking entity.

This could happen in the case of a newly-launched mutual fund,
for example, whose investment advisor is affiliated with a bank.
Solely by reason of the advisor’s investment of start-up capital, re-
ferred to as seed money, the new fund itself could be subject to the
Volcker Rule’s trading and investment restrictions as if the fund
were a bank, and it is not.

The effect is to place new restrictions on longstanding, very com-
monplace practices that, to the best of our knowledge, have never
raised any regulatory concerns. It is clear to us that Congress
never intended this result.

Now, the agencies charged with implementing the Volcker Rule
ultimately issued some much-needed guidance very shortly before
the compliance date. But the 3 years it took the agencies to issue
that guidance exposes just how cumbersome and clunky this rule
is to administer.

And to further compound the problem, that guidance wasn’t
issued through a transparent rulemaking process, but rather,
through informal agency guidance, which presumably could be
changed at the whim of the agency’s staff.

Second, the final regulations create competitive inequalities. And
I will give you one example. They exclude from the Volcker Rule’s
rfstrictions foreign public funds. That is an entirely appropriate ex-
clusion.

The problem is some U.S. firms and their affiliates also rely on
this exclusion, and the agencies administering the Volcker Rule
placed onerous restrictions on those U.S. firms and their affiliates.
They didn’t apply the same restrictions for non-U.S. firms, placing
U.S. firms at a competitive imbalance.

Third, the Volcker Rule is overly broad and insufficiently tailored
to its policy objectives. Regulations that sweep too broadly intro-
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duce friction that influences how important market participants,
dealers in this case, access the capital markets and provide liquid-
ity.

The Volcker Rule’s implementing regulations are extraordinarily
complex, and they are built upon a presumption that all short-term
principal trading is “proprietary trading.” And to overcome this
presumption, a banking entity has to be able to demonstrate that
it qualifies for an exemption, and in most cases that is the market
making exemption, but that is a very high bar, and it puts the
banking entity at risk of second-guessing.

Now, many variables affect capital markets activity and the li-
quidity in those markets. Clearly, however, the kind of friction cre-
ated by the overly broad and ambiguous regulations included in the
Volcker Rule can and does influence the ways in which many mar-
ket participants, dealers and other trading partners, including
funds, participate in those capital markets.

And for these reasons, among many others, we strongly support
the committee’s examination of the Volcker Rule and its consider-
ation of the capital markets more broadly.

Thank you very much for your attention this morning. I would
be happy to answer any questions.

[The prepared statement of Mr. Blass can be found on page 42
of the appendix.]

Chairman HUIZENGA. The gentleman yields back.

Now, we go to Mr. Marc Jarsulic, vice president, Center for
American Progress. You have 5 minutes, sir.

STATEMENT OF MARC JARSULIC, VICE PRESIDENT,
ECONOMIC POLICY, CENTER FOR AMERICAN PROGRESS

Mr. Jarsuric. Thank you, Mr. Chairman, Ranking Member
Maloney, and members of the subcommittee for the opportunity to
testify on this important topic.

I am Marc Jarsulic, the vice president for Economic Policy at the
Center for American Progress. And today I will attempt to outline
the importance of the Volcker Rule and to highlight the evidence
that the Volcker Rule has not caused the deterioration in liquidity
in the corporate bond market.

First to the purpose of the Rule. The Volcker Rule was intended
to do something very reasonable: to prevent bank holding compa-
nies and their subsidiaries from engaging in proprietary trading
and speculative fund, hedge fund, and private equity investments.

These activities are capable of generating high levels of risk and
large losses, which can damage the balance sheets of even very
large banks.

The $6 billion lost by JPMorgan Chase in the 2012 London
Whale incident, which involved proprietary trading-type activities,
is illustrative of the risks that can be generated. We also know
from historical experience that with many important financial in-
stitutions engaged in excessive risk-taking, taxpayers can be left
bearing the burden when their bets go bad.

During the financial crisis, large amounts of risks were shifted
onto U.S. taxpayers, as the risks taken by large bank holding com-
panies and other important financial market actors generated sub-
stantial losses.
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Because those losses threatened asset fire sales and widespread
panic, the Federal Reserve, the FDIC, and Treasury were forced to
step in to support asset prices and the institutions that were
threatened with ruinous loss. Trillions of dollars of taxpayer funds
were put at risk to stabilize the financial sector.

Now, let me make a few remarks about the effects of the Volcker
Rule. I think there is little question that the post-crisis behavior
of securities dealers collectively has changed significantly compared
to the pre-crisis period.

The total assets of securities brokers and dealers have declined
from peak values of about $5 trillion in 2008 to about $3.5 trillion
in 2016, and corporate bond holdings have fallen in a similar pat-
tern.

The decline in corporate inventories is attributed to the Volcker
Rule and to other regulatory changes sometimes. However, the con-
nection between the decline in bond inventories and the Volcker
Rule is really not that strong.

As analysts for Goldman Sachs have pointed out, the very large
run-up in corporate and bond inventories pre-crisis reflects the ac-
cumulation of positions in private labeled, mortgage-backed securi-
ties, rather than in traditional corporate bonds.

And they estimate that the declining issuance of those bonds and
declining prices explain the decline in dealer inventories from their
peak levels in 2007 to 2012.

Moreover, while critics of the Volcker Rule have long forecast
dire consequences for the corporate bond market, including declin-
ing liquidity and harm to the functioning of the capital markets,
these negative effects have not materialized.

Liquidity, which is usually thought of as the cost of quickly con-
verting an asset into cash, is typically measured by a range of indi-
cators, which include the desk spread, the price impact, and trade
size.

Data on these indicators do not show deterioration of corporate
bond liquidity. The desk spread in the corporate bond market for
both investment grade and high yield bonds has declined since hit-
ting a peak in the financial crisis. It is now lower than in the pre-
crisis period.

A standard measure of price impact has declined for both invest-
ment-grade and high-yield bonds since the crisis, and is now very
low relative to pre-crisis levels.

Trade size has declined during the financial crisis and has not
yet recovered to pre-crisis levels. And while by itself this might be
taken as a measure of decreased liquidities, the declines in price
impact are inconsistent with this explanation.

Finally, the forecasted harm to corporate access to capital has
also failed to appear. New issues of corporate bonds are at record
levels, at or above the $1 trillion per year, for the period 2010 to
2015.

In conclusion, it seems fair to say that the exit of large banks
from proprietary trading has not had a measurable effect on cor-
porate bond market liquidity, liquidity risk, or the ability of cor-
porations to raise funds in the capital market.

With respect to these criteria, our bond markets are functioning
at least as well, if not better than, they were in the pre-crisis pe-
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riod. It is important to remember, however, that there is no reason
to expect market makers, or any other financial market partici-
pants, to act as shock absorbers in times of extreme stress.

Market makers will buy assets if they expect to profit from their
purchases, but in a highly uncertain environment, they will not
step in to catch a falling knife and cushion large price declines. If
we want to avoid the problems generated by asset bubbles and the
crashes that follow them, we need to take preventative measures.

The Dodd-Frank Act, which requires banks and non-banks to put
more equity on the line when they engage in asset purchases,
raises equity requirements when assets are funded with short-term
runnable credit; requires the balance sheets of banks to include
sufficient liquidity to deal with asset shock, price shocks; gets
banks out of the business of proprietary trading; and provides
needed protections.

Demolition of these preventative measures is likely to be a very
costly exercise in historical amnesia. Thank you.

[The prepared statement of Mr. Jarsulic can be found on page 56
of the appendix.]

Chairman HUIZENGA. The gentleman’s time has expired.

Mr. Kruszewski, thank you for being here today, and you have
5 minutes.

STATEMENT OF RONALD J. KRUSZEWSKI, CHAIRMAN AND
CHIEF EXECUTIVE OFFICER, STIFEL FINANCIAL CORPORA-
TION, ON BEHALF OF THE SECURITIES AND FINANCIAL
MARKETS ASSOCIATION (SIFMA)

Mr. KRUSZEWSKI. Chairman Huizenga and Ranking Member
Maloney, thank you for the opportunity to testify on behalf of
SIFMA, and as chairman and chief executive officer of Stifel Finan-
cial Corporation.

Stifel is headquartered in St. Louis, Missouri, and we own an in-
vestment bank and a federally-insured depository. Stifel employs
over 7,000 people, has $20 billion in assets, and manages approxi-
mately $240 billion for our clients.

To start, I am not a proponent of the Volcker Rule. I believe it
provides little benefit regarding its stated purpose to reduce sys-
temic risk. However, I have the upmost respect for Mr. Volcker,
and to be clear, my criticism of the Rule is not a criticism of him.
I remember all too well the accomplishments of Mr. Volcker as Fed
Chairman in fighting the rampant inflation of the 1980s.

Let me begin with my conclusion: It is my personal view that the
Volcker Rule needs to be repealed. If not repealed, it must be mate-
rially amended to avoid further damage to the markets my com-
pany serves. Why be so bold? It is simple cost-benefit analysis.

Stifel serves small and middle market companies and the inves-
tors in those same companies. We, therefore, have a front row seat
to comment on the impact of Volcker on these companies.

Make no mistake, I do not believe deposit-taking banks should
be making risky short-term speculative bets. And, in fact, the law
has long prohibited such activity.

But I believe the way to regulate risk, systemic or otherwise, is
not by inhibiting trading or traditional market making, which pro-
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vides liquidity and depth to our capital markets, but rather
through capital and liquidity rules.

The financial crisis was rooted in the loan book, not the trading
book. Paul Volcker himself, in a speech in 2010, acknowledged that
proprietary trading did not cause the financial crisis or contribute
to the failure of a bank.

The Volcker Rule is beyond complex, covering over 950 pages and
2,800 footnotes. You need a team of law firms, not just lawyers, to
be able to decipher this.

The Rule includes a provision called Reasonably Expected Near
Term Demand (RENTD), a concept only Government could devise.
RENTD limits market making so it does not exceed the reasonably
expected near term demand of clients, customers, and counterpar-
ties.

Seven years after the enactment of Dodd-Frank, I am no closer
to understanding what that term means or how to implement
something so amorphous. Compliance with Volcker is governed by
five separate agencies. That is five separate agencies. This fact
alone supports a full repeal of this rule.

In addition, the covered funds provisions of the Volcker Rule
reached far beyond the intended focus on the use of hedge funds
and private equity to facilitate indirect, impermissible proprietary
trading. The provisions are highly technical and not focused on the
actual activities of the entities that are captured.

But what about the cost side of this equation? The Volcker Rule
makes our capital markets less liquid, which increases the cost of
capital for Stifel’s clients, especially smaller companies which are
major contributors to job creation.

Stifel helps our clients by assisting them in raising capital from
both the equity and debt markets. As part of this equation, Stifel
commits to make markets, which benefits both the issuing company
and the purchaser of the equity or the debt.

Volcker materially impacts our ability to effectively make mar-
kets. This in turns causes the buy side to require higher compensa-
tion, reflected in lower equity valuations or higher interest rates.
Investors now demand a significant liquidity premium for bonds
issued by smaller firms.

Because it is difficult to raise capital, small firms increasingly
are finding it difficult to compete with larger firms. Instead, they
are selling themselves to their larger competitors. In fact, a lot of
the corporate bond issuance is from large firms financing the acqui-
sitions of small firms, the highest share in 15 years.

As a result, the economy is likely to see less job creation, less
competition, less research and development in CAPEX, and frank-
ly, less vitality overall.

As I stated, I personally believe the Volcker Rule should be re-
pealed. If not repealed, at a minimum, the Volcker Rule should be
modified to: first, reverse language that assumes that all trades are
proprietary unless proven otherwise; and second, eliminate the
RENTD requirement.

Prominent policymakers have also raised concern with how the
Volcker Rule is working in practice. As noted, former Fed Governor
Jeremy Stein co-authored a recent article which stated, “The Rule
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may dissuade dealers from providing liquidity during a market cor-
rection.”

The article further stated that it is difficult to enforce, while at
the same time creating large compliance and supervisory costs. On
balance, we believe the Rule should be repealed. Recent Fed staff
reports say that the Volcker Rule has a deleterious effect on cor-
porate bond liquidity.

Federal Reserve Governor Jay Powell urged Congress to rewrite
the Volcker Rule, stating in part that what the current law and
Rule do is effectively force you to look into the mind and the heart
of every trader to see what their intent is.

We should not be debating whether or not banks should get relief
from Volcker. Instead, we should be debating whether our economy
benefits from this Rule. From my vantage point, based on the cli-
ents I serve, it does not. Thank you. I look forward to your ques-
tions.

[The prepared statement of Mr. Kruszewski can be found on page
65 of the appendix.]

Chairman HUIZENGA. Thank you for your input.

Mr. Quaadman, you are recognized for 5 minutes.

STATEMENT OF THOMAS QUAADMAN, EXECUTIVE VICE PRESI-
DENT, CENTER FOR CAPITAL MARKETS COMPETITIVENESS,
U.S. CHAMBER OF COMMERCE

Mr. QuUAADMAN. Thank you, Mr. Chairman, Ranking Member
Maloney, and members of the subcommittee. Thank you again for
holding this hearing and for the subcommittee’s continued focus on
the Volcker Rule, as well as issues impacting the ability of busi-
nesses to raise capital.

The Chamber first started raising concerns with the Volcker Rule
when President Obama introduced it in February 2010. We were
concerned that the Volcker Rule would make it difficult to delin-
eate market making and underwriting from proprietary trading.

The Justice Potter Stewart Rule of, “you know it when you see
it,” does not lend to clarity or for the certainty needed for busi-
nesses to raise capital or for markets to be efficient.

We were also concerned that it would lead to complex regulation,
and it would have a chilling effect on businesses’ ability to raise
capital. Instead, while understanding the intent of the Volcker
Rule, the Chamber proposed a pro-growth alternative for those
firms that would engage in proprietary trading higher capital
standards.

Instead, today we have both. We have a complex Volcker Rule,
and higher capital standards that have their own OECD regulatory
regime. Additionally, the Volcker Rule is the poster child of why
good economic analysis is necessary for rulemaking. No economic
analysis was performed or shared with the public while regulators
were considering the Volcker Rule.

The OCC belatedly, 4 months after the Rule was finalized in De-
cember 2013, issued an economic analysis that also did not look at
the impacts of the Volcker Rule upon consumers, the consumers of
banks, or the broader economy.

The irony is that the Volcker Rule, which is designed to limit the
impacts of proprietary trading on depository institutions, where the
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banking regulators were required under the Riegle Act to do an
economic analysis to understand what the impacts were on deposi-
tary institutions and their consumers; yet, it was not done.

In 2012, we had a study done by Professor Anjan Thakor of
Washington University to list out what the business concerns and
issues were with the Volcker Rule. And unfortunately, those are
coming to fruition: bond markets are stressed with less liquidity;
we have fewer market makers; and we have poor execution and di-
minished price discovery.

The Federal Reserve-authorized study that we have talked about
today finds that corporate bond markets’ stress is attributable to
the Volcker Rule. Additionally, we have seen increases in cash re-
serves by corporations, 50 percent in the S&P 500 since Dodd-
Frank was passed in 2010, and over $100 billion just in the first
year of the Volcker Rule.

The one thing that the Volcker Rule, as well as other regulations,
has done, is increasingly forced corporations to use U.S. Treasuries
as the sole means of cash management, which is increasing risk.

If doctors were to prescribe a series of strong drugs and not
check on drug interactions, they would be sued for malpractice. The
Volcker Rule doesn’t exist in a vacuum. And we have to look at it
in conjunction with the Basel III implementation rules, the SIFI
rules, risk retention rules, money market funds, and the like.

All of those combine in one place, and that is the corporate treas-
urer’s desk. Our 2016 treasurer survey, which interviewed over 300
treasurers, found that 79 percent of treasurers felt that financial
regulations were adversely impacting their business’ ability to raise
capital, that current and pending regulations were making cash
and liquidity operations more challenging, and Y5 of treasurers
were forced to take unexpected actions because of regulations.

Businesses are now passing higher costs on to consumers. One-
third of treasurers see the situation worsening over the next 3
years if things do not change. And what has changed since 2013
is that businesses are dramatically using less banks in order to
perform their financing functions.

The Chamber supports the repeal of the Volcker Rule. But in the
alternative, we will make four recommendations: one, that the reg-
ulators perform an economic analysis to the Volcker Rule and to
also determine its impacts on bank customers in the broader econ-
omy; two, a cumulative impact analysis to the Volcker Rule and
other regulations with the same accord. three, for the regulators to
report back to Congress on findings and then anticipate a plan of
action to address these failures; and lastly, the Congress should re-
quire banking regulators to do an economic analysis when writing
rules subject to public review and comment, as other agencies do
throughout the Government.

Thank you, Mr. Chairman. I am happy to answer any questions
you have.

[The prepared statement of Mr. Quaadman can be found on page
79 of the appendix.]

Chairman HUIZENGA. Thank you very much.

And last, but certainly not least, Mr. Whitehead, you are recog-
nized for 5 minutes.
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STATEMENT OF CHARLES K. WHITEHEAD, MYRON C. TAYLOR
ALUMNI PROFESSOR OF BUSINESS LAW, AND DIRECTOR,
LAW, TECHNOLOGY, AND ENTREPRENEURSHIP PROGRAM,
CORNELL UNIVERSITY

Mr. WHITEHEAD. Thank you very much, Mr. Chairman, Ranking
Member Maloney, and members of the subcommittee. Thank you
for inviting me to testify today regarding the impact of the Volcker
Rule on the financial markets and the general economy.

My name is Charles Whitehead, and I am a professor at Cornell
University. Before becoming an academic, however, I spent 17
years in the private sector and held senior legal and business posi-
tions in the financial services industry in New York and Tokyo.

I testify today in favor of repealing the Volcker Rule. A principal
goal of the Volcker Rule is minimizing risky trading activities by
banks and their affiliates and consequently enabling banks to pur-
sue a traditional banking business in providing capital to busi-
nesses and consumers.

What the Rule fails to reflect is change in how credit is provided
today, moving from traditional banking to increasing participation
by banks in the capital markets. This necessarily involves the
banks’ use of their own balance sheets to buy and sell securities
as part of a market making function. Artificially constraining their
ability to do so affects the smooth operation of the capital markets.

Now, there is certainly an argument for regulating risky trading
activities. But as you have heard today, the Volcker Rule addresses
the wrong problem in the wrong way.

The Volcker Rule was sold to Congress as a response to the 2008
financial crisis, an attempt to reduce risk in banks, principally by
banning short-term proprietary trading directly by banks and their
affiliates and indirectly through investments and hedge funds and
private equity funds.

But why was restricting short-term proprietary trading a solu-
tion to the crisis? The answer is far from apparent and is unsup-
ported by the facts that Congress had at the time. As Treasury Sec-
retary Geithner testified, “Most of the losses that were material did
not come from proprietary trading activities.”

Rather, many of the most significant bank losses arose from tra-
ditional extensions of credit, especially loans related to real estate.

I believe it is fair to say that the Rule’s proponents were less in-
terested in curing a particular cause of the financial crisis and
more interested in championing the view that commercial banking
should be separated from investment banking, particularly prop
trading and principal investments.

By barring proprietary trading by banks and their affiliates, the
Rule’s sponsors hope that utility services, such as taking deposits
and making loans, would once again dominate the banking busi-
ness. But that view reflected more hope than experience.

In light of the fluid and evolving nature of the financial markets,
it was unlikely that regulation could force a return to the financial
sector model of an earlier era when banks and bank lending were
kept separate from the capital markets.

What has been the result? The Volcker Rule imposes a static di-
vide, a financial Maginot Line between short-term proprietary trad-
ing and banking, but does so within a world where capital markets



14

and bank loans compete for corporate lending, and fluid financial
markets continue to evolve and can sweep around the fixed posi-
tion.

Changes in the financial markets spurred by the Volcker Rule
still expose banks to the kinds of risks the Volcker Rule was in-
tended to minimize or eliminate. Hedge funds and other less-regu-
lated entities, whose activities can affect banks and bank risk-tak-
ing, picked up the proprietary trading that had exited banks and
their affiliates.

Moreover, in order to make up for losses in revenues, banking
entities shifted their risk-taking activities to other businesses, in-
creasing their risk-taking potentially through activities with which
they were less familiar than the proprietary trading they were
compelled to abandon.

The problems around the Volcker Rule are exacerbated by prac-
tical difficulty in implementing the Rule itself. What is proprietary
trading, and how is it distinguished from market making?

When implementing the Rule, the regulators noted that it was
difficult to define certain permitted activities because it “often in-
volves subtle distinctions that are difficult both to describe com-
prehensively within regulation and to evaluate in practice.”

Likewise, industry participants have complained that the lack of
definitional bright lines make it difficult for banks to comply with
the Rule. As a result, banking entities have had to incur substan-
tial costs in order to implement cumbersome supervisory and com-
pliance regimes.

And in order to avoid stepping over the line, many have pulled
back from permissible market making activities. The resulting in-
crease in investors’ execution costs and the decline in market li-
quidity means that investors will demand higher yields on new
bond issuances.

And you want to note, the challenge is not how much capital is
raised but the incremental cost to issuers of raising it, a cost that
affects Main Street as much as it affects Wall Street. The result
is costly regulation with limited upside and the potential for great-
er downside.

There are legitimate reasons to be concerned over the risks asso-
ciated with a bank’s trading operation. But those risks can be more
effectively addressed through other means, such as imposing cap-
ital charges on a bank’s trading books and the traditional bank reg-
ulator’s focus on risk management and assessing a bank’s safety
and soundness.

For those reasons, I believe the Volcker Rule should be repealed.
Thank you very much.

[The prepared statement of Mr. Whitehead can be found on page
198 of the appendix.]

Chairman HUIZENGA. Thank you all very much for your testi-
mony. And I appreciate you being here.

I guess I will start off my line of questioning with a quick com-
ment, and then dive into questions. I would like to note that al-
though the slides that the ranking member put up seemed to look
pretty impressive, it is somewhat interesting to me, as chairman of
this subcommittee, that the Fed staff didn’t see fit to provide me
or Majority staff with any sort of briefing on the data.
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I know I am merely the chairman of the subcommittee, but I be-
lieve that also is true for the actual chairman of the full Financial
Services Committee, Chairman Hensarling. So I look forward to
getting that briefing at some point. I also look forward to address-
ing that particular issue with Chair Yellen when she is in front of
this committee in the future.

But I don’t feel like I can adequately comment on the slides be-
cause, again, with no real understanding of what the Fed is trying
to get at, I don’t know that I would be able to address that.

I believe, Professor Whitehead, you might have done some work
on this. So I will look forward to doing that.

But I will point out that even I understand and appreciate that
the purpose of the value at risk (VaR) is to measure risk and not
liquidity, which is, in fact, what we are trying to look at here
today. And it’s easy to note that outliers on these, even on those
charts, don’t present whether they have great risk or little risk.

But I would also like to remind everybody that the point of the
hearing today is what is the impact of Volcker on our capital mar-
kets? And the question is, are capital markets less liquid as a re-
sult of Volcker?

And I think the answer is a pretty clear “yes.” So we are not here
to debate whether or not banks are making money. The question
is, are they providing liquidity into the marketplace?

So Professor Whitehead, 1 believe you note in your testimony
that none of the financial regulators have published any data or
analysis on the metrics that they are required to provide. Is that
correct?

Mr. WHITEHEAD. That is correct.

Chairman HUIZENGA. And, as you know, what has been made
public, I guess so far, is a report issued by the staff of the Federal
Reserve in December which concluded that, “Since Volcker affected
deals, dealers have been the main liquidity providers. The net ef-
fect is that bonds are less liquid during times of stress due to the
Volcker Rule.”

So Professor Whitehead, can you please expand on what the Fed
staff report might be concluding there, and why? I know you have
some interesting research that you had referenced as well.

Mr. WHITEHEAD. Sure. Thank you very much, Mr. Chairman.
The Fed staff report does an analysis that I think is important to
understand not just in terms of the results, but also the way they
have conducted the analysis. The question is not aggregate liquid-
ity, and the question is not aggregate bond issuance.

The real focus here is on relative liquidity, the extent to which
there has been an impact on liquidity as a result of the Volcker
Rule. And that is what the study does.

So what they do is they are taking a baseline. They look at below
investment grade bonds, BB bonds. And they use that as kind of
a baseline for what liquidity might be generally in the market, both
before and after the Volcker Rule. What they then do is they take
a look at bonds that have dropped in credit quality.

And this is key. During times of financial stress, you are going
to see bonds collapse. And you need to have a market maker pre-
cisely at that time. This was one of the problems during the finan-
cial crisis. There was no one there to make that market.
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And what they find is, comparing both the pre- and the post-
Volcker Rule, and using this baseline of below investment grade
bonds as kind of their gauge as to whether or not the Volcker Rule
has had an impact, is that when you see a credit decline, you see
a substantial drop relative to the pre-Volcker period of liquidity in
the marketplace.

And, in fact, the point that is probably the most distressing in
the report is they find that the level of illiquidity is quite similar
to the illiquidity for similar distressed bonds during the financial
crisis.

And so rather than finding no impact, they find quite a substan-
tial impact precisely in the class of bonds that we are most con-
cerned about, namely those bonds where you need to have a mar-
ket in order to manage your risk, again, during times of financial
crisis.

Chairman HUIZENGA. Thank you for that.

Mr. Kruszewski, you note in your testimony that Volcker—I
think the quote is, “Volcker materially impacts your—and presum-
ably, your fellow SIFMA members’ as well—ability to effectively
make markets and that the ultimate impact is a higher cost of cap-
ital.”

I would like you to explain, but I do also want to highlight that
on page 3 of your written testimony, I think one of the best lines
is, “A compliance expert would also need to be a psychiatrist
trained in determining the intent of each trade by a trader.” So if
you could maybe unpack that a little bit?

Mr. KRUSZEWSKI. Yes, we do need psychiatrists on our compli-
ance staff now to get into the minds of our traders pursuant to
Volcker.

I do want to just add one thing, if I may? I believe that this very
debate and the confusion in this debate was highlighted by putting
up charts on VaR, which is value at risk and then using that to
make an argument about Volcker.

I find it to be apples and oranges at best. VaR is risk on the bal-
ance sheet. What we are talking about is the mechanisms to pro-
vide liquidity in the plumbing of capital markets. And Volcker ab-
solutely hinders that.

And that is, to answer your question, when we raise money for
our clients, we commit to make markets. That liquidity is needed
for efficient raising of capital.

The Volcker Rule, because of the way it is written and its pre-
sumption that every trade is a proprietary trade unless proven oth-
erwise, is a hindrance and a significant hindrance on the ability to
make markets and to make effective markets.

That, in turn, raises the cost of capital. And I do note in my writ-
ten testimony that small issuers, on average, holding for credit ma-
turity pay 75 to 100 basis points higher because of liquidity.

Chairman HUIZENGA. All right, thank you. My time has expired.

With that, I recognize the ranking member for 5 minutes.

Mrs. MALONEY. Thank you. Just to clarify, the information that
was provided to me from the Federal Reserve was in response to
a list of questions that I sent to them requesting this specific data.
I am sure they would be willing to provide it to any Member of
Congress and meet with them on it.
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But I would like to ask some questions about it to Mr. Jarsulic.
And I would like to ask you about the Volcker data that I put up
on the screen.

My takeaway from the two charts of risk levels on the banks’
trading desks is that the Volcker Rule has not caused banks to pull
back from market making even during periods of market stress. Is
that your interpretation as well, Mr. Jarsulic?

Mr. JAarsuLIC. Looking at these graphs from a distance, it does
appear to me that there is essentially stable VaR across the var-
ious measures. And the VaR is stable even in time periods, as you
pointed out, where there were some shocks to the market, the fail-
ure of Third Avenue, for example.

And that suggests to me that the market making activity of the
firms that we are looking at here, the firms that the Fed is looking
at here, remains relatively stable during times of stress. And that
suggests to me that these market makers are providing liquidity
services in a very stable fashion.

Mrs. MALONEY. In the second slide, which shows the returns the
banks are getting from all the different asset classes they are trad-
ing, it shows a sharp difference between the returns that banks are
getting on new positions versus existing positions.

Can you talk about why it is important that banks are getting
most of their returns from new positions rather than from existing
positions? And what does that say about how the Volcker Rule is
working?

Mr. JARSULIC. The positive returns from new positions and es-
sentially zero returns from existing positions, as you describe these
data, suggests that they are earning profits from fees and commis-
sions, that is from the assets they take on newly into their balance
sheet, but that the inventory costs, the hedging costs for positions
that they hold for longer periods of time in total are not producing
significant profits for them.

So that does suggest to me that the model is changing, that they
are moving toward a real market making function where market
makers try to run essentially flat books and earn their fees or earn
their profits from fees and commissions.

Mrs. MALONEY. So this data basically suggests that banks are
not engaging in a significant amount of proprietary trading—it is
a bottom line?

Mr. JARsSULIC. These data are certainly consistent with that view,
yes.

Mrs. MALONEY. And I would also like to ask you, do you think
that this kind of data on Volcker Rule compliance is helpful be-
cause it allows us to monitor how the banks are reacting to the
Volcker Rule and the impact that the Volcker Rule is having on
markets? And do you think the regulators should be making this
type of data public on a regular basis?

Mr. JarsuLic. I would certainly agree that transparency in the
functioning of this regulation and others is certainly important.
The Federal Reserve, through publication of Y-9s for major bank
holding companies, provides people with a lot of information about
how banks are conducting their business, and therefore, you have
direct and indirect information about the functioning of regulation.
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I think people are interested, and rightly so, in the effect of the
Volcker Rule and other regulations. And to the extent that these
data can be produced on a regular basis to make the functioning
of the financial system and the impact of the Rules transparent
seems like a great idea.

Now, there may be issues about how data are presented, how fre-
quently, whether it ought to be current or not, what level of aggre-
gation it needs to be presented. And I am sure the Fed would have
ziews on that. But in general, I think the more transparency, the

etter.

Mrs. MALONEY. Thank you. My time has almost expired. Thank
you.

I have other questions if there is a second round. Thanks.

Chairman HUIZENGA. The gentlelady yields back.

With that, the Chair recognizes the vice chairman of the sub-
committee, Mr. Hultgren, for 5 minutes.

Mr. HULTGREN. Thank you, Mr. Chairman.

And thank you all, again, for being here.

I want to address my first question to Mr. Kruszewski. Your
written testimony notes that small and midcap issuers have experi-
enced a disproportionately negative impact under structural
changes to our fixed income markets, including the Volcker Rule.

Citing your written testimony, “Since 2010, the number of deals
sized at $2 billion and above has doubled, whereas the number of
smaller deals, below $2 billion, has fallen by nearly half.” Why do
you believe these small and midcap issuers are experiencing a dis-
proportionately negative impact?

And, as you know, small and medium companies are the founda-
tion of competition and growth for our economy. So I think this is
an important question for us to understand.

Mr. KRUSZEWSKI. It is not only in the bond markets. It is across
the spectrum of capital raising. So you will note that, and I am
sure there is plenty of testimony about why we don’t have very
many IPOs anymore either.

For the debt markets, you need liquidity to efficiently price
bonds. And it has become increasingly difficult. And Volcker is one
reason to provide liquidity to the buy side to buy a bond. I find
these charts interesting, that seem to suggest that banks are com-
plying with Volcker. They are complying with it. It is the law.

The question is the impact of that on issuing companies. And
what my testimony, written and oral, says, and then from my posi-
tion of being a market participant, I will tell you that if the intent
of the Volcker Rule is to raise the cost of capital on job-creating
companies, then it is a huge success.

If its intent is to try to reduce some systemic risk in the trading
books, there is no need for that. The ultimate cost to the economy
is less liquidity and higher cost for smaller companies.

Mr. HULTGREN. Mr. Kruszewski, you probably have heard Jamie
Dimon’s quote. He said, “If you want to be trading, you have to
have a lawyer and a psychiatrist sitting next to you to determine
what your intent was every time you did something.” Or maybe
Governor Powell’s quote, “The Volcker Rule effectively forces you to
look into the mind and heart of every trader on every trade to see
what their intent is.”
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I wonder if you could describe how the Volcker Rule’s datacenter
compliance framework attempts to replicate this concept of mind
reading, and what compliance challenges does it pose for companies
like yours?

Mr. KrRUszEWSKI. First of all, the Volcker Rule has a presump-
tion that every trade is a proprietary trade unless otherwise shown
and then tries to use metrics to prove that point, or at least to
allow you to have a safe harbor to get out at that point.

And again, this will go back to why it is hard for small compa-
nies. The very definition of liquidity requires that in times of mar-
ket making and in times of stress, you will make markets that will
be different than the RENTD requirement of Volcker.

In times of stress, there is more demand or more supply, and
that is when you need to step up and do that. The Rule is very in-
teresting in that even if you have an intent to meet customer de-
mand but do not do so in a timeframe, you are in violation of the
Volcker Rule.

So you put all of these things together, and from my perspective
I obviously do not want to violate any law of the land, what we will
do is we have compliance and try to use these metrics which, as
I testified, significantly and materially impacts our ability to make
markets, especially in small, illiquid i1ssues which, again, are bear-
ing the brunt of the Volcker Rule.

Mr. HULTGREN. Mr. Blass, page 10 of your testimony includes a
line from Vanguard describing how liquidity is obtained along a
cost continuum. I wonder if you could explain how reductions in li-
quidity under the Volcker Rule, like we are discussing today, im-
pact funds and those who depend on them for retirement security?

Mr. Brass. Thank you very much. I think if you polled our mem-
bers, they would give you a disparate view of liquidity in the mar-
kets. There are some interesting data points. If you compare to-
day’s markets in corporate fixed income compared to the markets
10 years ago, you will see smaller transaction sizes, fewer block
trades. It is more work to execute transactions.

There are some other data points. The transactional volume re-
mains robust, so across our membership they will find that liquid-
ity is available, recognizing that there are many other market par-
ticipants.

To your question, to the extent that market liquidity is not avail-
able, or becomes less available, it certainly drives up costs to mar-
ket participants seeking to access certain instruments.

Mr. HULTGREN. Thank you. My time is winding down, so I will
yield back.

Chairman HUIZENGA. The gentleman yields back.

The Chair recognizes Mr. Himes from Connecticut for 5 minutes.

Mr. HiMES. Thank you, Mr. Chairman. And I thank you all for
being here. This is an important and interesting topic, one I have
l(fokeld at for a long time. And I have studied the testimony here
closely.

Mr. Kruszewski, I have studied your testimony particularly close-
ly, but I keep stumbling over this line in your testimony where you
say, “The Volcker Rule includes a provision called RENTD, a con-
cept only the Government could devise.” What do you mean by, it
is a concept only the Government could devise?
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Mr. KrUSZEWSKI. From a business perspective, you can’t imple-
ment it.

Mr. HIMES. I know, but you are pointing at the Government.
What does it mean, “a concept only the Government could devise?”

Mr. KruszEwWSKI. I think I answered it. I did say it is a concept
that from a business perspective—as I said, I still do not under-
stand the concept—

Mr. HimES. I will get to that. I am just troubled by the deroga-
tory quality of that. Can you tell me what the three largest banks
in the United States are today?

Mr. KrRUSZEWSKI. Do I know the three largest banks?

Mr. HiMES. What are the three largest by assets in the United
States today?

Mr. KRUSZEWSKI. JPMorgan, Wells, and Bank of America.

Mr. HiMES. It is JPMorgan, Bank of America, and Citigroup. And
my question for you is, would any of those three banks, all of whom
are your members, exist in anything resembling their present form
had they not been recipients of the Troubled Asset Relief Program
(TARP), a Government program?

Mr. KRUSZEWSKI. You should ask them. I don’t want to answer
questions for them.

Mr. HIMES. But you, in your derogatory treatment of the govern-
ment, would at least acknowledge that those three banks would
have a hard time being with us today had it not been for a govern-
ment program?

Mr. KRUSZEWSKI. To the extent you take my comment as deroga-
tory, I did not mean it that way, so I apologize if you read it as
derogatory. I meant it from a business perspective.

Mr. HiMES. Okay. Well, let us go to reasonably expected near-
term demand, which is the subject here. And I actually think this
is really interesting. I don’t actually have that much problem with
the idea of a reasonably expected near-term depend.

I sort of explain it in terms of small business. You know, in my
district, if we have a Toyota dealer and the Toyota dealer sells 100
Toyotas a month, he keeps 120 on the lot, maybe 130. He doesn’t
keep 400, and he doesn’t keep an Aston Martin.

If he is keeping 400 or if he is keeping an Aston Martin, some-
thing is happening there other than him keeping an inventory that
is consistent with reasonably expected near-term demand.

And by the way, I will stipulate that this is a complicated Rule
and it is hard to draw those fine distinctions, but isn’t the funda-
mental idea that the banks ought to be able to keep enough inven-
tory to make markets but they shouldn’t have a lot more volatile
assets on their books? Isn’t that fundamental principle pretty rea-
sonable?

Mr. KrRUSZEWSKI. To make markets by rules and metrics, you
don’t have a rule that says that that dealer can only have 100 cars.
It is up to that dealer to determine reasonable demand. He may
or may not be wrong, and he will mark down his inventory appro-
priately.

You just are creating a rule which limits liquidity. If that car
dealer wants to make a loan, if he is a public company, the Rule
that you put in place will raise the cost to capital for that car deal-
ership.
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Mr. HiMES. No, I understand that, and of course there is a pretty
dramatic difference between my Toyota dealer and the bank, which
is that the Toyota dealer is disciplined by the fact that if he keeps
700—in my example—cars on the lot and it goes wrong, he goes out
of business.

And the FDIC is not there to bail him out. The TARP is not
there to bail him out, the 1994 Peso rescue is not there to bail him
out. So I guess my big question, and this is for the panel as a
whole, I have heard a lot of talk about short-term proprietary trad-
ing.

Does anybody here think that FDIC-insured institutions should
be taking long-term proprietary bets? Okay. The silence there I am
going to take to be a “no.”

Does anybody think that the real exercise here is not so much
making it possible for depository institutions to make proprietary
bets of any kind, but the Holy Grail here is to make sure that they
have enough near-term inventory to make markets? Or does some-
body want to make the argument that they should be able to take
proprietary bets?

Mr. KrRUSZEWSKI. I think the difference is that drawing a line be-
tween market making and proprietary bets, as Volcker tries to do,
is extremely difficult when you put it into law, and will cause fi-
nancial institutions not to make markets because every trade is
presumed under Volcker to be proprietary. That is bad policy.

Mr. HIMES. No, no, and I will grant you that. I actually think it
is a pretty complicated rule and I understand Jamie Dimon’s com-
ments about psychology.

But I think this is an important point, because I think that the
burden is not on the regulators to explain why insured institutions
should not be able to take proprietary bets. I got total silence here
when I asked whether those institutions should take proprietary
bets of any kind.

I would just point out that I think the burden is on the industry
to come up with constructive ways, if there are more constructive
ways, of determining a legitimate inventory as opposed to making
the argument that we should take away the idea that proprietary
trading is somehow permissible inside a depository institution.

So I thank you for being here.

And thank you, Mr. Chairman.

Mr. HULTGREN [presiding]. The gentleman’s time has expired.

The Chair recognizes the gentlewoman from Missouri, Mrs. Wag-
ner, for 5 minutes.

Mrs. WAGNER. Thank you, Mr. Chairman, and thank you all for
appearing here today to discuss the effects that the Volcker Rule
has had on our capital markets, specifically on market making,
which is important for holding down the cost of credit for con-
sumers from credit cards, mortgages, to businesses that are seek-
ing to issue debt and raise capital.

Additionally, it also helps savers by allowing the funds that they
are invested in to easily sell assets at a competitive price in order
to meet redemption calls from its investors.

For these reasons, the Volcker Rule is not something that simply
affects broker-dealers and traders, but it has an impact on U.S.
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companies, their employees, and individuals saving for retirement
or to send their kids to college.

Mr. Quaadman, welcome back, and I believe the notion behind
the Volcker Rule was that it would prevent Wall Street-sized banks
from engaging in proprietary trading, but can you discuss how
many other institutions that don’t conduct any proprietary trading,
even community banks, for instance, have been affected by the
Volcker Rule in having to prove to regulators that they are not en-
gaged in these activities?

Mr. QUAADMAN. Yes, thank you, Congresswoman Wagner. First
of all, I would also just like to state, too, that in January 2012 at
a hearing here, Governor Tarullo also mentioned that the regu-
lators who were drafting the Volcker Rule did not understand the
markets or the products that they were trying to regulate here. So
I think that is important to note.

In terms of how this impacts other institutions, there are many
institutions, including regional banks, even sometimes joint ven-
tures overseas that non-financial businesses are engaged in, that
have to create Volcker compliance programs.

So I think even if the intent was to look at a small number of
institutions, this has actually been broadened out. And as you start
to put that on mid-sized and regional banks, that does have liquid-
ity impacts on Main Street.

Mrs. WAGNER. I appreciate that.

I have a couple more vocal questions, and I know this question
is a bit off topic, Mr. Chairman, but I would ask your indulgence.
I feel it is timely as we approach the April 10th applicability date
of the Department of Labor’s fiduciary rule.

I would like to address a question to Mr. Kruszewski, who is, by
the way, a constituent of mine. He is chairman and CEO of Stifel
and is very active in the community affairs in the Greater St. Louis
area, and here on behalf of SIFMA.

Sir, I do not find your testimony to be in the least bit derogatory.
I find it common sense, and frankly, refreshingly honest. You de-
serve the respect of this committee, as do all of you.

Mr. Kruszewski, could you please explain the effect that a lack
of certainty in waiting on the Administration to delay the Rule has
had on your business as we get closer to the compliance date and
the impact this misguided rule could have on your customers?

Mr. KrRUsZEWSKI. Thank you, first of all, but there is a lot of con-
fusion regarding the Department of Labor rule and certainly the
implementation date, which has clients and the industry and you
name it, very confused as to how, if, and when this will be imple-
mented.

As I have testified in front of the DOL in a number of cases, this
rule, while well-intended in certain cases, will have the result, for
my clients, and I only speak to our clients, we have tens and tens
of thousands of clients who will either lose advice or will have their
costs raised, and raised significantly, because we will move them
to a fee basis to do that.

And I find that, and I have said I have found that to be an unin-
tended consequence of this rule and a very costly one to a signifi-
cant number of our clients, tens of thousands.
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Mrs. WAGNER. Tens of thousands of low- and middle-income in-
vestors.

Mr. KrRUSZEWSKI. This rule significantly impacts small savers.

Mrs. WAGNER. Thank you very much. I appreciate it.

Let me go back to Mr. Quaadman in my brief time. As you know,
President Trump earlier this year issued an Executive Order on
core principles regarding regulations affecting the US financial sys-
tem to determine if laws and guidance promote fostering growth
and enabling U.S. competitiveness.

Do you believe the Volcker Rule can promote those principles
outlined in the President’s Executive Order?

Mr. QUAADMAN. No. It has made it more difficult for smaller and
mid-sized businesses to raise the capital that they need and that
it has not made the capital markets at all more efficient. And it
has, in fact, built in many inefficiencies, particularly when com-
bined with the other regulations that I was talking about as well.

Mrs. WAGNER. Thank you very much. My time has expired.

I yield back, Mr. Chairman. Thank you.

Chairman HUIZENGA. The gentlelady yields back.

With that, we recognize the gentleman from Georgia, Mr. Scott,
for 5 minutes.

Mr. ScOTT. Yes, and thank you very much. I really cannot stress
enough how important the Volcker Rule is. I call to your remem-
brance the situation with the London Whale, I believe it was,
where proprietary funds, banks’ customers’ funds were used for
risky bets. That caused a problem.

The Volcker Rule must stay in place. But that is not to say that
we do not want to make sure that it is working as it is. One of the
goals of the Volcker Rule was to de-risk the markets. And as we
all know, in pre-2008 banks were, indeed, allowed to take these
risky bets with fully federally-insured dollars, putting the tax-
payers at great risk, ergo the London Whale.

But with that said, we will never be able to fully de-risk financial
markets because we all know that fully de-risking markets is not
what is best for the average American because almost every bank
in the country, big and small, will go out of business. Because
banks, indeed, have to make money as well.

So with that said, Mr.—I am afraid, and I do not want to mess
up anybody’s name, but I just got here, so I didn’t have time to
practice. But I think it is Mr. Ronald—

Mr. KrRUSZEWSKI. Kruszewski.

Mr. Scort. —Kruszewski? I'm sorry. And maybe Mr. Jarsulic. 1
think you are the two that I want to ask this question. I'm sorry.
I hope I didn’t do too badly.

Do you agree with what I am saying? What sort of economic
growth will we have if you completely de-risk the system? And give
me your understanding of the Volcker Rule, from your perspective.
Did it go too far in de-risking or did it do too little?

Mr. JARsuULIC. Congressman, I do agree with you that financial
institutions are in the business of bearing risk, and I think there
is no attempt with the Volcker Rule or other regulation to end that
function.

I think that the Volcker Rule is intended to constrain certain
highly risky activities, at least in the part of the financial system
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that has direct and indirect support from the Federal Government
and the taxpayer. So in that regard, it is a reasonable rule.

I think that the Volcker Rule, given a close look at the evidence,
has done very little harm and actually seems to have left liquidity
and market making in at least as good a shape as it was before
the implementation of that Rule.

Maybe I could take a moment here to speak about the 2016 Fed
study that people have cited as evidence that under stress condi-
tions, there is—

Mr. ScorT. What was that study? I'm sorry, I didn’t—

Mr. JARSULIC. In 2016, there was a Federal Reserve staff paper
which looked at the effect of downgrades in bond ratings and con-
cluded that post-Volcker, the price effect of those downgrades was
bigger. And they drew the implication from that, that markets
were less able to react to stress.

Mr. Scott. I want to get to Mr. Kruszewski, too—

Mr. JarsuLic. Okay.

Mr. SCOTT. —in the next 40 seconds. What is your take on this?

Mr. KRUSZEWSKI. First of all—

Mr. ScoTT. Where am I going right or wrong on this?

Mr. KrRUSZEWSKI. First of all, if you want to limit the risks of the
banks, then tell them not to make loans. That is where the biggest
risk is. Let’s look at the loan book. That is where the financial cri-
sis has its roots was in the loan book.

There was no trading desk at Fannie Mae and Freddie Mac or
Countrywide. There are no trading desks. All right? What you are
talking about here, capital rules will and are proper to limit the
risk on the banks.

What the Volcker Rule is trying to deal with is the short-term
trading and the mechanism to provide liquidity so that you have
the efficient raising of capital, primarily for small companies.

And this rule limits my firm, and I don’t—with all due respect
to all the studies that are going on here, I run a firm that tries
to make markets in compliance with the Volcker Rule. And I will
tell you that our ability to do so has been significantly impacted,
raising the cost of capital for companies that are creating jobs in
this country.

Mr. Scott. All right. Thank you very much.

Chairman HUIZENGA. The gentleman’s time has expired.

The Chair recognizes the gentleman from Arkansas, Mr. Hill, for
5 minutes.

Mr. HiLL. Thanks, Mr. Chairman. Thanks for convening this im-
portant hearing.

And I was struck by my former colleague Governor Powell’s
statement that what the current law and rule do is effectively force
you to look into the mind and heart of every trader on every trade
to see what the intent is. And so I wonder, does Stifel have Ouija
Boards on their trading desk? Because that was one of my favorite
games as a kid, to ascertain the intent of everyone.

But seriously, do you believe that when you have a rule that is
this complex that it is just almost too difficult to comply? My expe-
rience in the financial services industry is that when you have a
rule, your compliance officer and your general counsel walk back
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from that rule in order to be even more conservative so there is no
foot fault on what has already become a super complex issue.

So what is Stifel’s worry about that? And every day how do you
ascertain Mr. Himes’ idea of 700 cars versus 120? How do you try
to do that daily?

Mr. KRUSZEWSKI. From my perspective at Stifel, you cannot do
that, because what my compliance and general counsel tell me is
that the evaluation of what was in the mind of the trader will be
questioned with the benefit of hindsight.

And so it is like going to the car dealer who wanted 100 cars and
he only sold 30. Then he must have prop-traded on the other 60,
but at the time that he bought the 70, he had full intentions of sell-
ing 100.

Mr. HiLL. Yes.

Mr. KRUSZEWSKI. Any rule that tries to, as Governor Powell says,
get into the minds of a trader, is simply not workable.

Mr. HiLL. Yes. I really think that this sort of thing of that daily
trading work is really best handled by strict capital and liquidity
rules and not trying to carve out something unique. I just think it
is—Potter Stewart couldn’t figure it out, so I am sure we can’t.

My next question is, if proprietary trading has no social good or
value in creating liquidity and creating markets, then why does
Congress exempt U.S. obligations and those of States and munici-
palities from proprietary trading? I am missing something.

Tom Quaadman, do you want to take that question?

Mr. QuaaDMAN. That is a very good question, because if you take
a look at the Volcker Rule, if you take a look at Basel III, if you
take a look at a number of other rules, U.S. Treasuries are always
exempt. And as I was talking to a corporate treasurer, he said the
impact of all these rules, at the end of the day, to their logical out-
come, is companies are going to have to put their financial re-
sources into U.S. Treasuries.

And what we have seen over the last several years is a chronic
shortage in U.S. Treasuries, as well as stresses in those markets.

Mr. HiLL. I have also heard from community banks.

And I wonder, Ron, your comments on this. Community banks
are saying they had to sell off profitable businesses and invest-
ments because of the Volcker Rule. And I think Congress, back in
1958, specifically said you can invest 5 percent of capital and sur-
plus in small business investment corporations (SBICs).

And I don’t think anyone has criticized that for almost 60 years
now, using just a simple, “can for” test to invest in small and inter-
mediate lending, to enhance net interest margin, to have some di-
versification at bank and bank holding companies. And yet, I think
people are divesting similar investment funds in which they are
not sponsoring—they are just simply a passive investor.

Have you seen community banks divest at the holding company
or bank level where they have just made a passive investment in,
say, a community bank fund sponsored by your firm?

Mr. KRUSZEWSKI. Again, it goes—

Mr. HiLL. Yes, all because of Volcker, right—

Mr. KRUSZEWSKI. Totally.

Mr. HiLL. —because there is a perceived problem that they
might—
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Mr. KRUSZEWSKI. This deals with the complexity of the covered
fund rule in Volcker and what is permissible or not permissible.
Again, this is—

Mr. HiLL. Is that something that we should pay specific attention
to in what we are doing? I know we are proposing to repeal the
Volcker Rule. But in terms of a nuance, can you talk a little bit
more about that for—

Mr. KrRUsZEWSKI. I think if you are going to modify Volcker, you
need to look at the covered rule. I think, Mr. Blass, that is what
your testimony was about in many ways. And so we have to look
at that.

Mr. Brass. Yes.

Mr. HiLL. Mr. Blass?

Mr. Brass. I agree entirely. The covered fund definition is very
confusing. The regulators seem to be targeting hedge fund, private
equity-type activity. But they over-included and included some very
different types of activity.

I have an example in our written testimony about tender offer
bonds, which are a very simple mechanism for holding municipal
securities, just holding them in a bank trust. And banks have no
longer been able to sponsor those in many different sectors.

Mr. HiLL. Good. Thank you for that testimony.

Thank you, Mr. Chairman.

Chairman HUIZENGA. The gentleman’s time has expired.

With that, I don’t see any Members on the other side of the aisle,
so I will go to Mr. Emmer from Minnesota for 5 minutes.

Mr. EMMER. Thank you, Mr. Chairman.

And thanks to the witnesses for being here today. I appreciate
your time.

Last Congress, I understand this committee received testimony
from a number of market professionals about the current impacts
of regulation on fixed income market liquidity.

One of the witnesses in one in these hearings in the last Con-
gress stated that the net effect of post-crisis regulations is to “re-
move productive capital out of the real economy and leave it
stranded in government securities.”

And I think I will start with Mr. Kruszewski. Do you believe the
U.S. economy is already experiencing these impacts in this real
economy, even though many of these regulations are still being im-
plemented?

Mr. KRUSZEWSKI. Yes, although I do want to say that the capital
rules and many of the Rules that were focused on raising capital
and liquidity in the banks were well-thought-out and done well.
And I don’t want to suggest that that is not the case.

But I do want to say that there are a lot of rules that need to
be relooked at, which is what I think this committee is doing in
looking at Dodd-Frank. And specifically, the Volcker Rule is an ex-
ample where the financial system in any capitalistic society has the
requirement to provide liquidity. And this Rule significantly ham-
pers that.

And when you pull capital out of an economy, you are going to—
the U.S. Government market doesn’t need the liquidity. It is the
largest market in the world. It has liquidity almost by definition.
To exempt Volcker from it, I almost smiled at, because it doesn’t
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need liquidity. My clients need liquidity. My clients who are trying
to raise capital need liquidity. And Volcker sucks liquidity from
those clients.

Mr. EMMER. It is actually access to capital that we are talking
about. And I go back a couple of questioners. The reason I put this
to you first is you said it is making capital more expensive and
harder to achieve for your clients, access to capital.

And I go back to my question, in your experience, is this having
an impact on our real economic growth?

Mr. KrUszewsKI. Well, if you can’t raise capital, you are not
going to invest and have CAPEX, and you are not going to create
jobs.

And what I see is many companies, smaller companies today—
and I think this committee should take note that many small com-
panies today do not go public, do not have access to the capital
markets in an efficient manner, and ultimately exit by selling
themselves to their larger competitors. I note that in my testimony.

Mr. EMMER. Right.

Mr. KRUSZEWSKI. And I believe that the health and vibrancy of
the U.S. economy requires that our market structure and the Rules
that we put in place, which has significantly impacted the ability
to raise capital and has impacted job formation, needs to be looked
at and needs to be looked at post-haste.

Mr. EMMER. Mr. Quaadman, I want to take this a little bit fur-
ther, because my colleague, French Hill, worked on the banking
side of it. And he was making sure that he could make that acces-
sible to his customers, his clients.

I am on the business side of it, and you are, too. You are rep-
resenting all kinds of businesses. And we have this anemic, that
some people want to celebrate, 2 percent or less annual economic
growth. It is pathetic.

When you look at this situation, if you start to get five agencies
implementing this rule that is so complex that people who are ex-
perts in it even have trouble applying it and knowing what their
liability might be, what do you think the impact has been on the
economic growth in this country?

Mr. QUAADMAN. It has had a negative impact. And as we out-
lined in the Thacker study, this does have impacts on capital
spending and the like.

But let me give you one example. I talked to a corporate treas-
urer and he described for me a few years ago that he had to go in
the day after Thanksgiving. He had to sell commercial paper in
order to pay bills for the company.

Obviously, it was a slow trading day. The bank comes back at
the end of the day and says, we were only able to sell half the com-
mercial paper, but here is the full amount, and we aren’t going to
be able to sell the rest. So the bank took on the risk. His point was
that post-Volcker, that transaction does not happen.

Mr. EMMER. Right.

Mr. QuAADMAN. The bank doesn’t want to engage in that. The
company can’t engage in that capital in that way. And actually,
that lack of sale of commercial paper takes money out of the pro-
ductive economy. So they have to operate on a much longer time
horizon and then much more inefficiently as well.
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Mr. EMMER. So it has had a real impact on our economic—

Mr. QUAADMAN. Yes.

Mr. EMMER. —growth. Thank you very much.

I see my time has expired.

Chairman HUIZENGA. The gentleman’s time has nearly expired.

With that, we will go to Mr. Davidson from Ohio for 5 minutes.

Mr. DAVIDSON. Thank you, Mr. Chairman.

And thanks, Mr. Quaadman. I really think Mr. Emmer asked a
good question. It was going to be one of my first in the queue, what
are real-world examples of how this is affecting businesses?

And so, in the background, it is easy to see how the regulatory
state and the regulatory environment are impacting access to cap-
ital, from what you just described in the bond market.

I am curious if anyone on the panel has a similar example in cur-
rency markets, is a lot of the things along with the regulatory envi-
ronment with Volcker combined with the currency markets has af-
fected that.

A lot of examples we talk about, this London Whale issue and
things like that, but currency markets is another important way for
things to clear. It is a highly liquid market. How is Volcker impact-
ing it?

Mr. QUAADMAN. I think there are a number of different impacts
there. And, obviously currency trading is integral for the ability of
our members to trade overseas and to do overseas deals. And that
is much more difficult.

And the reason why I was raising some of the other rules is
when you also take the foreign bank operations rule, it has also re-
treated those banks from being a liquidity provider here in the U.S.
and also to act as a counterpart in currency trades.

But I think we have to also look at some of these other rules in
conjunction with Volcker because, as I said, they do all sort of com-
bine at the corporate treasurers’ desk and have made their life
more difficult their ability to service the company more inefficient.

Mr. DAVIDSON. Thank you.

I am curious, on the bank regulatory side, when you are looking
at how the banks are being assessed, there are four agencies that—
or at least four as of this writing here—are charged in a 94-word
sentence on page 247 with working together to enforce that.

And just some real-world examples, if you could, about how well
is that working?

Yes, please?

Mr. BLass. I would be happy to volunteer one. The agencies are
required to work together even to issue guidance that is helpful to
the industry or needed by the industry to make the Rule work.

In our example, we had a rule that seemed to prohibit new fund
launches using seeding capital from fund managers that are affili-
ated with banks. It took the agencies 3 years to work together to
ultimately issue that guidance just a week or two before the Rule
went into compliance. That causes all kinds of disruption to a busi-
ness, as you might imagine.

Mr. DAVIDSON. Of course.

Mr. Brass. For our industry, that is a critical function, being
able to launch new funds, so it was very disruptive.
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Mr. DAVIDSON. Yes, and so you put those things together, wheth-
er it is the supply or the demand of the service that banks provide,
how is that affecting the market today? How would the future be
better today with or without Volcker?

And I will just ask Mr. Jarsulic?

Mr. JARsSULIC. Sorry. If your question is how would the economy
be functioning without Volcker, I think that if you look at the evi-
dence on the effectiveness of market making, on the statistical
measures of liquidity in the secondary markets, I think that the
Volcker Rule has not done any damage. And, in fact, it has pre-
served the good functioning of those markets.

And at the same time, we have managed to make our banking
system a bit safer because we have blocked off a source of potential
tail risks to the banks that in the past were engaging in propri-
etary trading.

Mr. DAVIDSON. Okay. So thanks—

Mr. JARSULIC. So I think that there is an overall gain from this.
Rather than—

Mr. DAVIDSON. Okay. So your take is is that the markets are ad-
dressing the need in other ways. And I guess I would ask, down
the way—

Mr. JARsULIC. No, no, I am not—

Mr. DAVIDSON. Professor Whitehead, perhaps, your perspective
on how accurate that is?

Mr. WHITEHEAD. Yes, sure. The Fed report actually indicates
that roughly 93 percent of the market making activity that was
taking place pre-Volcker was done by large banks that are no
longer available because of Volcker; they are now pulling back.

And so the question is whether or not hedge funds, insurance
companies, mutual funds, and other sort of non-Volcker broker
dealers are stepping in. And the Fed report directly addresses this
and suggests that it is not happening, that you are seeing a drop
in liquidity notwithstanding the expectation that there might be
some backfilling.

Mr. DAVIDSON. Thank you. My time has expired.

Chairman HUIZENGA. The gentleman’s time has expired.

The gentleman from Illinois, Mr. Foster, is recognized for 5 min-
utes.

Mr. FOSTER. Thank you, Mr. Chairman. And I would like to yield
my time to my colleague from Connecticut, Mr. Himes.

Mr. HiMES. I thank the gentleman from Illinois. And again,
thank you all for being here. In my previous round of questions I
think I can conclude that there wasn’t a lot of appetite for the idea
of permitting depository institutions to take proprietary bets.

I think we went through long term and short term, and I didn’t
sense a lot of enthusiasm for that or for investment in hedge fund
vehicles.

A repeal of the Volcker Act, of course, would allow that to hap-
pen. So I want to get behind an issue here that I think is really
interesting and hopefully you can help us with. There is ambiguous
data, and we are hearing if from the panel today, about whether
the Volcker Rule is, in fact, compromising liquidity in the markets.
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There is not a lot of ambiguity around whether the markets are
healthy. New issuance is high. We have some question about
whether smaller issues are affected.

But let me ask this and I will ask it of anybody. I get frustrated
in these conversations because the premise is there is not enough
liquidity, or there is not enough credit availability, or there are not
enough IPOs happening. So let me just ask this as a starter ques-
tion.

Is more liquidity always good? Is there some—Ilet me put it this
way. Is there some optimal level of liquidity above which the sys-
tem becomes risky, below which capital markets aren’t functioning
well?

Mr. KrUSZEWSKI. Well, I can say liquidity comes at a price on ei-
ther side. So liquidity comes at a price and you can argue that too
much liquidity isn’t good either in terms of just too much money
flashing around. So liquidity comes at a price.

But I do want to just say that when you talk about our long-term
proprietary bet that we make at Stifel is to make a loan. That is
our long-term proprietary bet. The short term that we are talking
about here, in my opinion, is harmful. It takes away liquidity. So
you are pricing liquidity too dearly with the Volcker role.

Mr. HIMES. No, and I understand that. I appreciate your busi-
ness. Banks are in the business of making loans. They are arguably
not in the business of making other proprietary bets.

And to your point, I am not dismissing your statement. There are
others. I have a letter here from Vanguard that says that it has
had no problem finding liquidity in counterparties in the market.

So I guess let me come back to my question, which is a very seri-
ous question because it should inform what we are doing here. I
think most would agree that infinite liquidity is not a good thing.
And therefore, there is some optimal level of liquidity.

Too little is not good. Too much is not good either. So I am look-
ing—no one up here can say there is not enough liquidity in the
market unless they can also say here is the optimal level.

So I am just looking for help from anybody in terms of, how will
we know when there is optimal market liquidity? Because if we
don’t answer that question, none of the statements about there is
too little or there is too much mean anything. So help us establish
what the optimal—how we will know if we are at an optimal mar-
ket liquidity level?

Mr. Kruszewski. All I will say is that the market will get to the
optimal level. You won’t get to the optimal level through regula-
tion.

Mr. HiMES. I was a banker for a long time. And oftentimes when
the market forces have been most active, there has been too much
liquidity and catastrophe that followed. This goes back to the South
Sea bubble hundreds of years ago. So I am not sure I buy that
premise.

But, again, and let me actually single out Professor Whitehead,
because this is a pretty academic question, none of our statements
about whether we have too much or too little liquidity mean a darn
thing unless you can anchor me in some concept of optimal liquid-
ity. So how do we do that?
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Mr. WHITEHEAD. Sure. So again, I will take you back to the Fed
report, which I think tries to do just that. They are taking a look
at the BB index. They are looking at that as the baseline. And then
they are looking at instruments that drop in credit value down
from whatever they were down to something that is near BB.

And what they are doing is comparing the two. And they are say-
ing, well, look this BB we look at it pre-Volcker and post-Volcker.
And that is our baseline.

Now let’s see what happens when we have this decline, which is
really sort of a gauge for stress. And what we see in that instance?
There is a pullback. So that is your baseline, right? Your baseline—

Mr. HIMES. A pull back from when, though?

Mr. WHITEHEAD. A pull back relative to what you see in terms
of pre-Volcker versus post-Volcker.

Mr. HiMES. Yes, yes. The pre-Volcker—none of us want to go
back to 2008, right? Where I would argue you had a surplus of li-
quidity, so again—

Mr. WHITEHEAD. What I am saying is the baseline isn’t pre-im-
posed. The baseline is the BB which is pre-imposed. In other
words, they are taking a look at the stress analysis both before
Volcker and after Volcker relative to a baseline that is a below in-
vestment grade, index, these BB instruments.

And so the idea, as I was saying earlier, it is not a question of
absolute. It is a question of relative liquidity. And so they are try-
ing to judge whether or not as a result of Volcker you see this de-
cline relative to this, again, baseline of BBs. So your baseline kind
of would be, maybe not optimal, but certainly some sense of what
we are looking at independent of this drop in credit quality.

The drop in credit quality is kind of this way to estimate what
happened during the financial crisis. And what they see is is that
as a result of the drop relative to this baseline of BB instruments
that you actually see a pullback in terms of liquidity.

So I think it is hard to sort of pinpoint a number, which is what
you are looking for, I think, or some optimal number. And I believe
that is what the testimony before was really getting at in terms of
the market, that you are not going to have an optimal number.

But what I think you can do is gauge it relative to other indices
like they do in the Fed report. And that is why they conclude that
in times of stress you do see this problem. Or you are likely to see
this problem, again, relative to this more standardized BB index.

Mr. HiMES. Thank you very much. I appreciate it.

Thank you, Mr. Chairman.

Chairman HUIZENGA. The gentleman’s time has expired.

I now recognize the gentleman from Indiana, Mr. Hollingsworth,
for 5 minutes.

Mr. HOLLINGSWORTH. Good morning. Thanks, everybody, for
being here. I have really appreciated the testimony this morning.

And specific to Mr. Kruszewski, I certainly appreciate your
healthy, and I think very warranted, skepticism for government so-
lutions being promulgated on business.

I often think back about a quote somebody gave me which is, “If
you think our problems are bad, just wait until you see our solu-
tions.” And I frequently think of this with regard to government,
and specifically with regard to this.
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Can you help me better understand, because I think there is
some misunderstanding about the cause of the crisis. And when I
think about the cause of the crisis, I think about loan books. I don’t
think about prop trading desks. I think about the risks that were
taken on those books. So I guess for you Mr. Kruszewski, can you
tell me a little bit about what you felt like caused the crisis?

Mr. KRUSZEWSKI. Yes. I will add to the 100 books—

Mr. HOLLINGSWORTH. Yes.

Mr. KRUSZEWSKI. —that have tried to explain the crisis. The cri-
sis is interesting. Simply, you take leverage and you take loans and
you combine rating agencies and misconceptions of a whole bunch
of things and you package them together. And when the house
came apart it came apart big. And it is that simple.

Mr. HOLLINGSWORTH. Okay. And when these banks were making
these bets on mortgages, they are inherently taking certain risk.
And my colleague, Mr. Himes, talks about those being of lesser
risk. But they are inherently taking long term bets both on interest
rate and credit risk, right?

The typical residential mortgage is 30 years in this country. And
so, when we talk about short-term proprietary trading versus long
term proprietary trading, the reality is on a loan book there is real
risk, and real long-term risk if that is not—

Mr. KrRUSZEWSKI. I think it is important that in any capitalistic
society that when you have a crisis, the financial system will be in
the middle of it, because the financial system is an intermediary
and it provides loans and crises will come out of leverage and
loans.

And so on one hand you can simply almost eliminate that if you
de-risk the system—

Mr. HOLLINGSWORTH. Right.

Mr. KRUSZEWSKI. —and just make no more loans. You are not
going to have a crisis. But we need loans and we need good capital
rules.

To address, just quickly, the one question, what is too much li-
quidity? What I would say to that, and I think it is important, is
that we have had a fire hose running one way for about 4 years
where tremendous liquidity has come into the system through the
issuance of corporate debt because interest rates are low. It is a
policy issue. That is about to reverse. You are not going to see that.
And you are going to see potentially the other way.

And that is why we need the ability to have a functioning market
to balance when the liquidity runs the other way, because issuing
corporations are not going to buy back their debt.

Mr. HOLLINGSWORTH. Right.

Mr. KRUSZEWSKI. It is going to need to be replaced.

Mr. HOLLINGSWORTH. And just one final point on that. When you
think about crises, and especially crises where significant price
drops are very acute, I don’t think about there being too much li-
quidity in those moments.

In fact, I think about there being too little. A ready number of
sellers and too few buyers and too few opportunities to offload it.
That is what accounts for gaps downward in price.

So when my friend says these crises may be on account of too
much liquidity, I think the significant constraint in that, especially
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in this momentary passing of crises, is often too little liquidity and
an inability to find enough ready-made buyers or sellers. Is that
generally the concept of what happens in the middle of a crisis?

Mr. KRUSZEWSKI. You can argue that too much liquidity goes into
the asset and there is not enough liquidity to buy it back.

Mr. HOLLINGSWORTH. Right.

Mr. KRUSZEWSKI. So there is—liquidity is a funny thing.

Mr. HOLLINGSWORTH. Yes.

Mr. KRUSZEWSKI. And I would just say that if we were sitting
here today with 2 percent GDP growth, not even 2 percent GDP
growth, and we were debating how to put market structure and
regulations in place to drive economic growth, to get jobs going,
and to do a number of things, the Volcker Rule would have no
chance of passing under that basis. And that is why I sit here
today is that for that same reason it needs to be repealed.

Mr. HOLLINGSWORTH. Right. Thank you so much. I appreciate it.

I yield back the balance of my time.

Chairman HUIZENGA. Will the gentleman yield to the Chair?

Mr. HOLLINGSWORTH. I will.

Chairman HUIZENGA. All right. Because I want to actually am-
plify this, and Professor Whitehead, I am curious because as I was
writing down, and I think Mr. Kruszewski had a figure of how
many points increase that he thought that Volcker was costing in
this environment, but I can’t recall exactly what that number was.

But the real question I have is what happens when interest rates
go up? And what is going to happen? Is the Volcker Rule going to
cause an even tighter situation?

Mr. WHITEHEAD. Well, that is the concern, that the Volcker Rule,
because of the pullback from making a market, sort of secondary
liquidity, is going to cause investors to be more reluctant to invest
because they are not quite sure where to offset.

It is the point that Mr. Kruszewski was just making a few mo-
ments ago. And as a result the cost of raising capital will go up
as well. Not knowing what the risk is that I am going to take as
an investor, I am going to expect a little bit more in anticipation
of the risk of not being able to sell.

Chairman HUIZENGA. All right. The gentlemen’s time has ex-
pired.

With that, the Chair recognizes the gentleman from California,
Mr. Sherman, for 5 minutes.

Mr. SHERMAN. Mr. Chairman, as we explore the Volcker Rule, we
have five excellent witnesses here, but I would like to bring to the
attention to the subcommittee four witnesses who aren’t here.

The first is President Barack Obama who said, “The Volcker
Rule will make it illegal for firms to use government-insured
money to make speculative bets that threaten the entire financial
system and demand a new era of accountability from CEOs who
must sign off on their firm’s practices. Our financial system will be
safer, and the American people are more secure because we fought
to include this protection in the law.”

Now, the fact that President Obama would support the Volcker
Rule is not surprising. But here are three other witnesses. Our own
chairman of the full Financial Services Committee, Chairman Jeb
Hensarling, in March 2013 said, “Certainly we have to do a better
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job of ring-fencing, firewalling, whatever metaphor you want to use
between an insured depository institution and a non-insured in-
vestment bank.”

But the Speaker of the House was even more clear when he said,
“If you are a bank and you want to operate like some non-bank en-
tity, like a hedge fund, then don’t be a bank. Don’t let banks use
their customers’ money to do anything other than traditional bank-
ing.” That is the Speaker of the House in May 2012.

And finally, our Treasury Secretary Steve Mnuchin, “I do support
the Volcker Rule. I think the concept of proprietary trading does
not belong in banks with FDIC insurance.”

Perhaps it would be great to have Jeb Hensarling, Paul Ryan,
and the Secretary of the Treasury here as witnesses to talk to us
at this subcommittee hearing about the Volcker Rule.

Mr.—will you pronounce your last name for me, sir?

Mr. KRUSZEWSKI. When you stumble, I know the question is com-
ing to me.

[laughter]

Ronald Kruszewski.

Mr. SHERMAN. What?

Mr. KRUSZEWSKI. “Kruszewski.”

Mr. SHERMAN. “Kruszewski.” Those who authored Dodd-Frank
gave enforcement powers to five different agencies, each with pri-
mary oversight over a different segment of the industry.

Does your company have multiple regulators? Are they enforcing
the Rule differently? In your experience, have the regulators coordi-
nated with each other effectively?

Mr. KRUSZEWSKI. I think the regulators do the best they can. But
the fact is that the Federal Reserve comes in and they have a cer-
tain view. And the OCC comes in and they have a different view.

They have different mandates on top of it. So obviously, you
would expect me to say nothing other than to have five different
agencies come in and interpret and enforce a rule, as a business-
man I don’t think it is a good idea.

So are they well-intended? Yes, but the enforcement tends to be
a race to the bottom and which makes me have to take the most
conservative viewpoint as to what the most conservative interpreta-
tion of Volcker may be.

Mr. SHERMAN. Yes. You used the term, “race to the bottom.” In
some spheres that means a race to lower and lower and lesser and
lesser regulation. But I think you mean to say it is a race toward
t(ﬂlfg_her and tougher regulation because you have to comply with
all five.

Mr. KrRUsZEWSKI. I keep thinking in terms of liquidity avail-
ability, so I apologize.

Mr. SHERMAN. Okay.

Mr. Jarsulic, it has been argued that prohibiting proprietary
trading will hurt our banks as they compete with banks overseas.
The European Commission recommended a version of the Volcker
Rule for its largest banks and the U.K. government is adopting a
similar proposal that pushes risky trades into separately capital-
ized ring-fenced entities.

How relevant are the competitive concerns given that our major
competitors are moving in a similar direction?
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Mr. JARsULIC. I think that the movements on the part of foreign
regulators suggest that they, too, recognize the risks that are posed
by proprietary trading and the effects that they can have on the
operation of a banking system. And so I think that there is a rea-
sonable probability that the business models of their banks will be
similar to the business model of ours.

But even if that were not true, I think it is important to calculate
the risks that these kinds of activities pose to a banking system.
And what we are looking for is a stable, sound banking system that
doesn’t produce extreme financial events.

And the fact that our banks aren’t participating in activities that
other banks are, doesn’t weigh all that heavily against that consid-
eration.

Chairman HUIZENGA. The gentleman’s time has expired.

With that, the Chair recognizes the gentleman from New Jersey,
Mr. MacArthur, for 5 minutes.

Mr. MACARTHUR. Thank you, Mr. Chairman.

Mr. Jarsulic made a point at the beginning in his opening re-
marks that excessive risk-taking had caused terrible damage and
harm to people and to our economy. I don’t think any of us would
disagree with that.

We watched as millions of people lost their homes, and millions
of others lost their fortunes. Shareholders lost their fortunes, even
modest ones. And then taxpayers ended up footing the bill.

And unfortunately, often those three people are one and the
same: the homeowner; the shareholder; and the taxpayer. They got
hammered three times, and $10 trillion of wealth or more, dis-
appeared.

I guess the question that keeps coming back to me is—I wasn’t
here in Congress when all this debate about Dodd-Frank went on
and the aftermath of that—does this Rule, this particular Rule, ad-
dress any of that?

And so I want to start by asking you each just a yes-or-no ques-
tion, starting with Mr. Blass. Yes or no, does the Volcker Rule, in
your opinion, address the fundamental causes of the crisis that
brought it about in the first place?

Mr. Brass. It is not clear at all to us that it does. Certainly for
our industry it misses the mark widely.

Mr. MACARTHUR. Mr. Blass, I am sorry because you haven’t spo-
ken much so I am sorry to cut you off, but I have a few other ques-
tions. Just a yes or a no for this one if you would?

Mr. BLASS. It seems to miss the mark widely.

Mr. JARSULIC. I believe it addresses a part of the things that led
to the financial crisis.

Mr. MACARTHUR. You guys should run for Congress.

Mr. JArsULIC. No.

Mr. MACARTHUR. Yes or noes are hard to answer here, too.

Mr. QUAADMAN. The answer is no.

Mr. WHITEHEAD. I will do what professors never do, one word,
no.
Mr. MACARTHUR. Thank you. Okay.

Professor Whitehead, I want to follow up with you on something
that you also said. I have never been a banker. I ran an insurance
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company and then I was a private equity partner. So that is sort
of my view of some of these things.

It seems to me that it doesn’t really matter if banks do smart or
dumb things from my perspective, as long as they don’t do too
many of them with other people’s money, or worse yet, with lever-
aged assets, because that creates certain issues.

Do you think there is a tipping point at which too much risk,
taking too much risk as a bank holding company, or worse yet, tak-
ing too much leveraged risk does create risk of failure that can get
out of control?

Mr. WHITEHEAD. I would respond in two respects. The answer is,
yes, I do think there is a point where there is too much risk, al-
though that tends to be addressed through things like leverage ra-
tios and capital requirements.

And secondly, keep in mind, the Volcker Rule extends beyond
banks. It covers all bank affiliates as well. So a lot of the testi-
mony, a lot of the quotes that I have heard from folks who speak
in support of the Volcker Rule speak to the depository institutions.
And again, you want to keep in mind, we are talking about non-
bank affiliates also.

Mr. MACARTHUR. And I think you make an excellent point. It
seems to me that the emphasis ought to be on leverage ratios and
capital requirements because then instead of people in government
trying to control very fluid markets, and they are fluid; I was a
businessman for decades. Things change by the day, and business
people respond by the hour.

So instead of having bureaucrats try to figure all that out and
control it, it seems to me we would be better off creating the limita-
tions that stop us from hitting that tipping point instead of trying
to decide who can do what in the broadest of categories.

And this gets to some remarks that my friend from Connecticut
was asserting before that we are trying to march towards and man-
age some optimal liquidity level.

If it exists, it doesn’t exist for more than a moment. And I am
convinced it doesn’t exist. It is fluid. The markets are fluid. And
what is optimal liquidity today may be different in a month.

And so I think we have to think about this differently, and I
would advocate, along with those that are saying this rule doesn’t
come close to addressing the issue, it is time to re-think how to
manage risk without shutting down the providers of liquidity.

And again, Professor Whitehead, I think you said in the begin-
ning, capital markets have changed. I think about how I accessed
capital at different points of my ownership of my company, and I
think I accessed all manner of capital other than the pubic mar-
kets. Different things worked at different times. Let us not shut
our banks down from participating in that.

And with that, I yield back.

Chairman HUIZENGA. The gentleman’s time has expired.

The Chair recognizes the gentleman from Massachusetts, Mr.
Lynch, for 5 minutes.

Mr. LyNcH. Thank you, Mr. Chairman, and I thank the ranking
member as well for holding this hearing. And I want to thank all
of the witnesses here.
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Mr. Quaadman, you are here again. You spend more time before
this committee than most of our members do.

[laughter]

But you are a very valuable witness, so we certainly welcome you
again.

Mr. Jarsulic, I read a study recently by the International Mone-
tary Fund where the staff reported that 73 banks identified as sys-
temically important by the Basel Committee on Banking Super-
vision; they said that these 73 banks account for two-thirds of glob-
al bank assets.

And according to the study, they said these 73 institutions pose
significant management challenges and are very difficult to regu-
late and supervise and would be extremely difficult to resolve in an
orderly manner in the event of a failure.

And so I am just wondering if Volcker went away, if the Volcker
Rule went away, how much more difficult do you think, with this
financial system and proprietary trading that would be brought
back, sponsorship of hedge funds and other risky activity, how dif-
ficult would it be then operating without the Volcker Rule, in terms
of keeping these banks out of trouble or resolving them in a tough
situation?

Mr. JArsuLIc. I think that the Volcker Rule is intended to be a
preventative measure, that is, to lower the probability that these
banks are going to need to be resolved. And so from that point of
view, I think it is positive. It contributes to lowering the difficulties
caused by excessive risk-taking.

Mr. LyNcH. There is the unwinding part, too, here that I want
you to speak to. We have evidence from the London Whale trading
incident. And it was extraordinary that JPMorgan was involved in
that. And apparently a lot of the trading involved overseas affili-
f)ttes in London, and I imagine that would occur on a fairly common

asis.

Mr. JARsULIC. Yes. I now see your question. Big organizations
are—large bank holding companies are extraordinarily complex in-
stitutions. I think the Federal Reserve did a study of our larger
banks and found that they often had subsidiaries in the thousands.
And those subsidiaries are, of course, located across jurisdictions.

And it has been the case, I think, in the past that a lot of trading
activity has been located—for U.S. banks has been located in for-
eign jurisdictions, such as London.

And so the more that you allow that kind of complex and poten-
tially loss-generating activity that often creates contracts, obliga-
tions, that involve many institutions if you go across borders and
legal institutions, it does increase the difficulty of unwinding an in-
stitution should it fail. And that it could make it a more protracted
process.

Mr. LyNcH. I read a Reuters article recently that Goldman Sachs
was still seeking a 5-year extension to conform with the Volcker
Rule for about $7 billion worth of private equity investments.

And if Goldman Sachs can’t get rid of those illiquid assets, I
think the average bank would have extreme difficulty. This is 6
years now that they have been holding on to those illiquid assets.

Let me just ask you generally, the idea that we are going to have
insured institutions, FDIC-insured institutions out there engaged



38

in proprietary trading and higher risk activity, it seems like a
moral hazard that you are insuring people and inducing them to
engage in risky activity when you are going to end up holding the
bag possibly if they begin to go under?

Mr. JARsSULIC. Yes, as long as you allow those kinds of activities
inside an institution which is either insured as a commercial bank
unit would be, or in the case of widespread calamity implicitly in-
sured, although I think the argument is the Dodd-Frank Act re-
duced that implicit insurance significantly is quite strong, the more
likely they are going to be able to engage in those kinds of activi-
ties, the greater the risk they produce, the more willing it will be
for their counterparties and funders to help them engage in that
kind of activity.

Mr. LYNCH. Thank you very much, Mr. Chairman. I yield back
the balance of my time.

Chairman HUIZENGA. The Chair recognizes Mr. Poliquin from
Maine for 5 minutes.

Mr. PoLIQUIN. Thank you, Mr. Chairman, very much, I appre-
ciate the time.

And I thank all of you gentlemen for being here today.

Mr. Kruszewski, I know I am not pronouncing it right but it is
close enough. Do you know who I mean? Okay? Good. I would like
to ask you a question if I may?

Last December, on the 22nd, the Fed released a research paper
entitled, “The Volcker Rule in Market Making in Times of Stress.”
And in that report, it states, “We document—i.e., the Fed staff—
that the illiquidity of stressed bonds has increased after the
Volcker Rule.

“Since Volcker-affected dealers have been the main liquidity pro-
viders, the net effect of these bonds are less liquid during times of
stress due to the Volcker Rule.” And they also talked about the per-
formance of bonds during downgrades and so forth and so on.

So my question to you, sir, is, do you agree, since you are in the
business, that the Volcker Rule, in fact, has caused this problem?
Did you agree with the findings of that report?

Mr. KRUSZEWSKI. Yes.

Mr. PoLIQUIN. Okay. What do you think that means? What are
the implications for our economy as a result of concluding that the
Volcker Rule does cause illiquidity during times of stress?

Mr. KRUSZEWSKI. Again, as I have said in my written and oral
testimony, and I will say again, to the extent that the Fed is cor-
rect, and I believe they are correct that there is less liquidity, espe-
cially for these smaller bond issues. In very simple terms that just
equates to higher cost to capital for our companies and our econ-
omy. And it is just that simple.

So if you cannot—buyers are going to demand more compensa-
tion in terms of bonds. That means higher interest rates for the
issuing company. That is higher cost to capital, less money for jobs
and development.

Mr. POLIQUIN. So specifically at a time of stress in the economy
when business is poor and rates are already rising, you are saying
this could cause rates to go up even further, and further choke off
capital to small and medium size companies that are desperately
in need of that capital?
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Mr. KrRUSZEWSKI. I would not equate that report to rising inter-
est rates per se. I think that is an economic phenomenon and that
is what the Fed does. What they are saying, as I read that report,
is that they see the illiquidity in times of stress.

And what that means is, so do the people who buy those bonds
see the illiquidity in times of stress. There will not be any buyers.
And therefore, to compensate for that risk, they will increase the
rates.

Mr. PoOLIQUIN. Got it.

Mr. Quaadman, if I may expand upon this please? Do you think
as a result of this conclusion by the Fed that many of us are in
agreement with, that that could pose the amalgamation of this
problem on different parts of the economy—could pose systemic
risk to the economy?

Mr. QUAADMAN. I think it is definitely causing a drag on growth.
The march towards stability without also having pro-growth meas-
ures in place has caused that drag.

I do think, as I mentioned before, too, as we are seeing treas-
urers being forced to more and more put their cash into U.S. Treas-
uries, it is actually concentrating risk into another part of the fi-
nancial sector.

Mr. PoOLIQUIN. Mr. Whitehead, would you like to jump in here
and comment on this, sir, before I ask another question?

Mr. WHITEHEAD. I think it is really the same point, which is as
investors who are concerned about liquidity assess whether or not
to make an investment, you would expect them to receive a higher
return. And that has a real Main Street effect. It means the cost
of raising capital goes up and that has a knock-on effect to what
the businesses can do.

Mr. PoOLIQUIN. If a company has a problem dealing with the
Volcker Rule because it is a 1,000-page rule where you are report-
ing to five different agencies, as you mentioned, sir, and that book
of business or that part of your book of business isn’t performing
as you expect it to, Mr. Kruszewski, could you also comment on
what other types of activities that might be riskier might a bank
be involved in as a result of this part of their book of business not
performing?

Mr. KRUSZEWSKI. I am not sure. I will try to answer your ques-
tion. I believe that first of all, Stifel does not engage in proprietary
trading. It is not something that is central to our business model.
I am not talking my own book here.

What I am suggesting is that the five agencies and the interpre-
tation of the Rule, which is very complex, results in it being very
difficult to make effective markets, especially in times of stress.
What other firms are doing to compensate for that, I am not sure.

Mr. PoLIQUIN. Thank you, Mr. Chairman. My time has expired.

And thank you, gentlemen, very much.

Chairman HUIZENGA. The gentleman’s time has expired.

With that, I would like to thank our witnesses today for your tes-
timony. This has been, I think, a very helpful conversation.

And without objection, I would also like to submit for the record
a letter from the National Venture Capital Association.

Without objection, it is so ordered.
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The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to these wit-
nesses and to place their responses in the record. Also, without ob-
jection, Members will have 5 legislative days to submit extraneous
materials to the Chair for inclusion in the record.

Mrs. MALONEY. Thank you. May I join you in thanking the wit-
nesses?

Chairman HUIZENGA. Please.

Mrs. MALONEY. I also want to thank you all for your testimony
on what I think is a critical issue. And I wanted to just end with
the quote that Mr. Hollingsworth said, “If you think our problems
are bad, wait until you see our solutions.”

But the problem we tried to address with Volcker was the finan-
cial crisis that ended up costing this country $16 trillion to $18 tril-
lion, depending on what study you look at, thousands—millions of
jobs and millions of homes.

And basically Volcker just says that banks should not gamble
with their customers’ money, especially when that money is in-
sured by the FDIC and backed up by the taxpayers. And so—

Chairman HUIZENGA. And somewhere in there is a thank you to
our witnesses?

Mrs. MALONEY. I did say—

[laughter]

I did say thank you, but—

Chairman HUIZENGA. Okay. Well, with—

IVII]rs. MALONEY. —I do thank you. Thank you very, very much,
really.

Chairman HUIZENGA. With that, I again thank our witnesses,
and our hearing is adjourned.

[Whereupon, at 12:08 p.m., the hearing was adjourned.]
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EXECUTIVE SUMMARY

Congress enacted the Volicker Rule to restrict banks from using their own resources to trade for
purposes unrelated to serving clients and to address perceived conflicts of interest in certain bank
transactions. 1 he Volcker Rule was not directed at registered funds—that is, mutual funds,
exchange-traded funds, or other US investment companies that are subject to comprehansive
regutation under the Investment Company Act of 1940—or at similar non-US funds.
Unfortunately, the final regulations implementing the Volcker Rule nonetheless resuited in a
number of concerns for these funds and their investment advisers. Our testimony highlights three
areas of concern. It also provides ICTs views on structural changes in the secondary corporate bond
markets and expresses support for the Subcommittee’s examination of the Volcker Rule and its
consideration of the capital markets more broadly.

A first area of concern stems from the fact that the five agencies implernenting the Volcker Rute
(“Agencies”) failed to provide a complere carve-out for registered funds. As a result, many such
funds found themselves treated as “banking entities.” This could happen, for example, in the case of
a newly-launched fund whose investment adviser was affiliated with a bank. Solely by reason of the
adviser’s investment of start-up capital (so-called “seed money”), the fund irself would be subject ro
the Volcker Rule’s trading and investment limits as if it were a bank. it is clear that Congress did
not intend such a result.

The Agencies ultimately provided some relief—only days before the July 21, 2015 compliance
date—after months of effort from 1C1 and other stakehoiders. The task of obtaining this relief was
particularly burdensome because;

o the problem was apparent, and had been brought to the Agencies’ attention three years

eariier during the comment periad on the proposed implementing regulations, and

o the Byzantine multi-agency process adopted by the Agencies was never transparent,
involving repeated meetings and cails with Agency staffs without any clear indication as to
their thinking, progress or deliberations.

A second area of concern invalves competitive inequalities. For example, the final regulations
appropriately exclude “foreign public funds™—the foreign equivalents to registered funds—from
the Volcker Rule’s restrictions. The Agencies, however, placed requirements on US firms and their
affiliates that rety on this foreign public fund exclusion that do not apply to foreign firms offering
the same types of funds.

A third area of concern is that the Volcker Rule has disrupted the market for certain securities in
which registered funds invest. 1o illustrate, we discuss the restructuring and contraction that has
occurred in the tender option bond (“TOB”) marker and the imptications for banks, investors
(including registered funds), and municipalities. It is our understanding that the size of the total
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outstanding TOB market has decreased significantly since before the financial crisis, due in partto
the Volcker Rule, and that the demand for these securities consistently exceeds the supply.

The Subcommittee has expressed interest in the impact of the Volcker Rule on the US capital
markets, with particular focus on fiquidity in the fixed income markets. Our testimony underscores
the importance of market liquidity to registered funds and the continuing complexity of the market
making exception in the final implementing regulations. It then discusses the significant structural
transformations that are occurring in the secondary corporate bord markets, and what these mean
for ligquidity In those markets.

To reiterate, ICI supports the Subcommittee’s examination of the Volcker Rule and its
consideration of the capital markets more broadly, Market dynamics and factors relevant to trade
execution affect a registered fund’s ability to deliver on its investment mandate and, in tarn, fund
tnvestors’ ability to achieve their financial investment goals.
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I, INTRODUCTION

My name is David Blass. Iam General Counsel of the Investment Company Instituee ("ICI") a teading
global association of regulated funds, including mutual funds, exchange-traded funds (“ETFs"), closed-
end funds, and unit investment trusts in the United States (“registered funds”), and similar funds
offered to investors in jurisdictions worldwide. [CI seeks to encourage adherence to high ethical
standards, promote public understanding, and otherwise advance the interests of funds, their
shareholders, directors, and advisers. As of March 1, 2017, ICI's members manage total assets of
US$18.9 trittion in the United States, serving more than 95 miltion US sharehoiders, andg US$1.6
triflion in assets in other jurisdictions. Thank you, Chairman Huizenga, Ranking Member Maloney,
and members of the Subcommittee for inviting me to testify.

1C1 appreciates the opportunity to speak to the Subcommittee regarding the effect of the Voicker Rule
on registered funds and, more broadly, capital markets, capital formation, and investors. We previousty
have had the opportunity to appear before the full Comrmnittee on Financial Services and to make
known some of our concerns about Section 13 of the Bank Hotding Company Act—commonly known
as the Volcker Rule—which was adopted as part of the Dodd-Frank Watl Street Reform and Consumer
Protection Act (“Dodd-Frank Act”).! As we stated then and reiterate today, the registered fund
industry has a unique perspective on Volcker Rule issues because funds are both issuers that, in some
circumstances, may be subject to the Volcker Rule and “buy-side” investors in domestic and
international financial markets that may be affected by the Volcker Rule.

By all acknowledgements, the Voicker Rule was never intended to apply to registered funds.
Nonethetess, |C| members have been affected by the complexities and consequences of the Volcker
Rule, and some have had to navigate its complicated implementing regulations and the Byzantine
multi-agency process for obtaining guidance and interpretations under those regulations. The
regulations implementing the Volcker Rule introduced particular uncertainties about the treatment of
certain registered funds and similar funds organized outside the United States. Although the agencies
charged with implementing the Voicker Rule ultimately issued guidance to try to ameliorate some of
these issues, they never have been resolved through a transparent rulemaking process and, more
importantly, some registered funds are now subject to an unnecessary compliance burden as a result.?
Further, the Voicker Rule has disrupted the market for certain securities in which registered funds
invest. And it is one of many factors contributing to structural changes in the fixed income markets,

I the sections that follow, we first provide background information on registered funds and their
comprehensive regulatory framework (Section H)‘ We then discuss some of the unintended

' Paul Schote Stevens, ICT's President and CEQ, testified before the U.S, House of Representatives’ Committee on Financial
Services during the 112" Congress. His written testimony is available at
nugps://www.iciorg/pdf/ 12 _nouse jmpact_volcker? written.pdf.

#The Voicker Rule implementing agencies {the “Agencies”) are: the Federai Reserve Board, Commodity Futures Trading
Caommission, Federal Deposit Insurance Corporation, Office of the Comptrotler of the Currency, and Securities and
Exchange Comrnission.
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consequences and complexities of the Voicker Rute that affect registered funds and their foreign
counterparts (Section 11I). Finally, we provide ICI's views on structural changes in the secondary
corporate bond markets and express support for the Subcommittee’s examination of the Volcker Rule
and its consideration of the capital markets more broadiy (Section V).

1. BACKGROUND ONREGISTERED FUNDS

Registered funds and their investment advisers operate under a comprehensive framework of
regulation, including the Investment Company Act of 1940 (“Investment Company Act”), the
Investment Advisers Act of 1940, and other federal securities laws. T his framework has been enhanced
over the years, including most recently in the Dodd-Frank Act, by Congress and the Securities and
Exchange Commission ("SEC”), the primary regulator for registered funds and the asset management
industry more generaily. Notably, the regulatory framework serves both to protect investors and to
mitigate risks to the financial system,

The applicable laws encompass not only disclosure and anti-fraud requirements but also substantive
requirements and restrictions on funds’ structures and day-to-day operations. Fund investment
advisers likewise must register with the SEC and are subject to SEC oversight and disclosure
requirements. Al investment advisers owe a fiduciary duty to each fund they advise, meaning that they
have a fundamental legal obligation to act in the best interests of the fund pursuant to a duty of
undivided loyalty and utmost good faith. Actions taken on behalf of a fund by its adviser and other
service providers are subject to broad oversight by the fund’s board of directors {rypically comprising at
least a majority of independent members) and the fund’s chief compliance officer. Funds must have
written compliance programs designed to prevent violations of the federal securities laws, Fund
directors, fund and adviser officers, and other employees all must adhere to codes of ethics.

It is important to note that the Investment Company Act was developed in direct response to
overreaching and self-dealing by fund spensors in the 1920s, which caused significant iosses for
investors. 1 hat Act seeks to minimize risk for fund shareholders by, among other things, ensuring that
the fund and its investments are easily understood, its investment partfolio is managed for the benefit
of its investors and not for the benefit of its investment adviser, and fund assets will not be
misappropriated. Among the most significant of these protections are the following!

e Transactions with affiliates; | he Investment Company Act contains a number of strong and
detailed prohibitions on transactions between the fund and fund insiders or affiliated

organizations, such as the corporate parent of the fund’s invesument adviser.

® Leverage: The Investment Company Act constrains funds’ ability to borrow or issue any
“senior security” that would take priority over the fund’s shares.

* _C_qstody of assets | he Investment Cempany Act requires all funds to maintain strict custody
of fund assets, separate from the assets of the adviser. Nearly all funds use a bank custodian for
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dormestic securities, and the custody agreement is typically far more elaborate than the
arrangements used for other bank clients.

o Transparency. Under the Investment Company Act and appticable SEC regulations, funds are
subject to extensive disclosure requirements. Funds provide a vast array of information about
their operations, financial conditions, contractual relationships with their advisers and other
matters to the investing public, regulators, media, and vendors such as Morningstar, and other
interested parties—far more information than is available for other types of investments.

s Mark-to-market vatuation of fund assets: All mutual funds provide market-based valuations of

their shares at least daily. | he valuation process results in a net asset value for the fund, which is
the price used for all transactions in mutual fund shares,

In recognition of the comprehensive framework that applies to registered funds, Congress deliberately
determined to exclude registered funds from the scope of the Voicker Rute. Rather, the Ruleis
intended to apply only to certain privately offered funds that are structured in a manner that avoids
registration and regulation under the Investment Company Act.

. UNINTENDED CONSEQUENCES AND COMPLEXITIES AFFECTING
REGISTERED FUNDS

Congress enacted the Volcker Rule to restrict banks from using their own resources to trade for
purposes unrelated to serving clients and to address perceived conflicts of interest in certain
transactions or relationships. 1o accomplish these goals, the Voicker Rute prohibits banks and their
affiliates and subsidiaries {referred ro as “banking entities”) from engaging in “proprietary trading.™
The Voicker Rule also generally prohibits banking entities from sponsoring or investing in hedge funds,
private equity funds, or other similar funds (veferred to as “covered funds”). Despite the Agencies’
recognition that the Volcker Rule was not directed at registered funds, the final regulations

implementing the Rulfe nonetheless resulted in a number of concerns for the registered fund industry.
A. Hampering Organization and Sponsorship of Registered Funds

Most significantly, many registered funds and their advisers found themselves within the definition of a
“banking entity” under the final regulations and, thus, subject to the Volcker Rule’s trading and
investment limits as if they were banks. For some 1C1 member firms, this treatment arose because the
fund adviser is affitiated with an insured depository institution, even though that institution is not
directly involved in the fund or asset management business.

As a consequence, these investment advisers found some of their common practices, such as “seeding”
new funds, subject to restrictions under the final regulations, even though these practices had been

* There are exciusions for “permitted activitics,” such as market making, as defined in the statute and implementing
regulations.
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longstanding and, to our knowledge, had never raised any regulatory concerns in the past. Seeding isa
primary way for an investment adviser to launch a new fund. The adviser, during an initial seeding
period, will own ali or nearly all of the shares of a fund, as the adviser attempts to establish the fund, to
test the investment thesis of the fund, and to develop an investment record that will attract investors—
with the goal being to reduce the adviser’s relative ownership of the fund as investors buy fund shares.
As a result of the adviser’s initial ownership stake, a newly seeded fund would be considered an affiliate
of a “banking entity” and thereby captured (albeit needlessly so) by the final regulations implementing
the Volcker Rule.

1C1 and other interested parties communicated this concern to the Agencies during the comment
period on the proposed regulations to implement the Volcker Rute, but the final regulations offered
only limited retief. The Agencies allowed that a sponsoring banking entity may hold 25% or more of a
registered fund during a one-year seeding period and permitted the banking entity to apply to the
Federal Reserve Board for an extension of the seeding period up to two additional years. T his narrow
seeding exception did not account for prevailing industry practices and did not address seeding

practices in a variety of contexts.

This was a significant issue for {Cl members, potentially placing affected funds at a competitive
disadvantage. | o begin with, multi-year seeding periods are common for (and necessary to) the
successful faunch of registered funds in the United States; investors generally expect a demonstrated
track record before investing in a new registered fund. | he immediate effect of the rule was two-fold.

e First, because banking entities require certainty that they will be able to avail these funds of a
sufficient seeding period, some considered refraining from launching new funds, the
consequence of which would be to decrease investor options with respect to investment vehicles
that the Volcker Rule was never designed to affect. T hat end result would diminish innovation
and development of new funds that are important to retail investors to meet their retirement,

education, and other needs.

s Second, and more immediate, existing funds-—those that already have been formed and
currently are in their seeding period, many of which have investors who are unaffiliated with
the sponsoring banking entity——required additional time to meet the compliance deadline and
avoid being deemed to be “banking entities” under the Voicker Rule. Absent retief, the banking
entities would be forced to restructure the funds by selling off their stakes or by liquidating the
funds. Either course would require advance planning and have evident adverse consequences
for the third-party investors in the funds, which, again, were never intended to be reached by
the Volcker Rule.

Upon the Agencies’ release of the final regulations implementing the Voicker Rute, ICl and its
members sought to engage the Agencies on these issues. To our surprise and our members’
consternation, addressing the issues—which were apparent and brought to the Agencies” atrention
from the outset—took mary months and required working through the Byzantine multi-agency
process adopted by the Agencies to implement the Volcker Rute. The process proved particularly
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frustrating because it took so long, because it was never transparent (with ICl and other stakeholders
writing to and meeting repeatedly with Agency staffs without any clear indication as to their thinking,
progress, or de!iberations), and because the ultimate resolution proved, in many ways, incomplete. )

Agency action on the seeding issue came in July 2015, only days before the deadiine by which
compliance with the Voicker Rule was mandated. At that time, the Agencies published fund seeding
guidance in the form of a “frequendy asked question,” found on the Agencies’ websites. This guidance
provided much-needed immediate relief, in that it recognized that banking entities, during the seeding
period, may hold more than 25% of a registered fund’s shares for longer than one year without the fund
itself being viewed as a banking entity and subject to the Volcker Rule’s restrictions,

The “guidance,” although greatly welcomed, was disappointing for several reasons. First, it interprets
but does not alter the legal requirements of the final regulations—such piecermeal approaches create
needless confusion. Second, the guidance introduces other vagaries and complexities because it could
be read to suggest that, in the ordinary course, a three-year seeding period may be the maximum
allowed. | his phraseclogy has teft some industry participants uncertain about longer seeding strategies,
which may be necessary and common for certain types of funds.

To us, this process demonstrates that the complexity of the Volcker Rule is nearly unmanageable not
only for financial entities with obligations to comply with the Rule’s myriad requirements but also the
Agencies themselves-—they seer to struggle to administer, interpret, and implement the very regulation
they have adopted and impose restrictions that appear untethered from the widely acknowledged
underlying policy objectives of the Rute. Moreover, as noted, the end result leaves registered funds with
an unexpected and unnecessary compliance burden, despite the fact that registered funds should have
been outside of the scope of the Volcker Rule from the beginning.

Simitar chalienges have been encountered by funds that are publicly offered (by both US and foreign
banking organizations) and substantively regulated outside of the United States«—essentiany, the
foreign counterparts to registered funds-—despite Congressional intent to limit the extraterritorial
impact of the Voicker Rute. The final implementing regulations appropriately provided an exclusion
for so-called “foreign public funds” from the Volcker Rule’s restrictions. Yet in much the same way as
registered funds, these funds faced uncertainty as to what would be considered a permissible seeding
period, such that the fund would not become subject to the trading and investment limits in the
Volcker Rule, And, like registered funds, foreign public funds did not obtain needed guidance from the
Agencies until days before the July 2015 compliance date. In addition, foreign public funds organized
differently from their US counterparts (for example, without a separate fund board of directors) faced
an added layer of complexity. Without specific guidance from the Agencies, those funds might have
been deemed to be “controlled” by their bank-affiliated adviser and thus subject to the Volcker Rule,
despite being organized in a manner permitted under the laws of their home jurisdiction. The
Agencies ultimately issued the needed guidance but only after the same protracted process used to issue
seeding guidance.
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Finally, the Volicker Rule and its implementing reguiations create competitive inequalities that deserve
to be reviewed and addressed. | ake, for example, the foreign public funds described above, which are
excluded from the Volcker Rule’s restrictions. Unfortunately, the Agencies placed requirements on US
firms and their affiliates seeking to rely on this foreign public fund exclusion that do not apply to their
foreign competitors. 1n particular, US firms must ensure thar fund interests are sold “predominandy”
(a term that is undefined in the final regulations} to third-party retall investors, but excluding their
affiliated persons. 1 his restriction on sales to affiliated persons creates monitoring and other
compliance challenges for US firms and, for no apparent reason, puts US sponsors of foreign public
funds at a competitive disadvantage to their foreign competitors,

B. Hampering Investment Opportunities for Registered Funds

In addition to the challenges described above that some of our members must grapple with, the Volcker
Rute also has had unanticipated implications for certain securities in which many registered funds
invest, Like many investors, our members value predictability in the structure and nature of their
investments, a predictability that has been undermined in many ways by the overzealous application of
the Volcker Rule to activities that Congress did not intend to regulate when the Volcker Rule was
enacted. One example of chis disruption can be seen in the case of the tender option bond (*TOB”)
market.

I a traditionat TOB program, a bank deposits one or more investment grade municipal bonds into a
trust that issues two classes of tax-exempt securities a short-term security (the “floater”) thar is
supported by a liguidity facilicy, and a residual floating rate security (the “residual”). The floaterisa
variable-rate demand security that bears interest at a rate adjusted at specified intervals, The tiquidity
facilicy provides a “put” or conditional demand feature, allowing the floater holder to tender the floater,
with specified notice, and receive face value plus accrued interest,

Fioater holders (typicany shorter-term ir\vestors} bear fimited and well-defined insolvency and default
risks associated with the undertying bonds and rely upon their largely unfettered put right to manage
these risks. Holders of residuals (typical!y longer-term investors) receive all cash flows from the
underlying bonds that are not needed to pay interest on the floaters and expenses of the trust. Resiguat
hotders bear all of the market risk and share the credit risk with the floater holders with respect to the

underlying municipal bonds,

Prior to the Volcker Rule, a bank typically performed the traditionaf functions of a T OB program
sponsor. Since the enactment of the Volcker Rule, however, a TOB trust is very likely to be considered
a covered fund. T herefore, banks have been forced to restructure 1 OB trusts to avoid sponsoring a
covered fund, which is prohibited under the Volcker Rute and, even when permitted under certain
exemptions, subjects the fund to a variety of restrictions and fimits (suchasa prohibition on receiving

credit support from the sponsor).

There is no indication that Congress ever intended for the Volcker Rule to limit banks’ ability to
SPONSOr TOB trusts. Infact, Ccmgress sought to avoid interfering in traditional banking activities such
as this one. We pointed this out to the Agencies prior to the finalization of the regulations

6
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implementing the Volcker Rule, but the Agencies failed to exclude these programs from the final
regulations’ definition of a covered fund. Though the worst fear of TOB investors and sponsors—that
TOBs would cease to exist after the Volcker Rule—has not materialized, the Volcker Rule has played a
role in the contraction of the supply of TOBs.! Our members report that the demand for these
securities—which can increase the diversification and liquidity of fund portfolios—consistently exceeds
supply, with new deals sometimes oversubscribed by three to four times.

As a result of the Volcker Ruie, banks have been forced to change their role from sponsors to Hquidity
providers and to cede the role of sponsor to one of the trust’s residual interest holders. The uncertainty
caused by this seemingly unnecessary reguiatory shift ted to disruption in the TOB market, to the
detriment of banks and investors alike. 1 he shrinkage of the T OB market also has implications for
municipalities in that TOBs provide an important source of demand for municipal bonds, which
benefits municipalities with funding needs.

V. STRUCTURAL CHANGES IN THE SECONDARY CORPORATE BOND MARKETS

The Subcommittee has expressed interest in the impact of the Volcker Rule on the US capital markets,
with particular focus on liquidity in the fixed income markets. We address this topic below.

A. Importance of Market Liquidity to Registered Funds

For registered funds, the availability of liquidity is a critical element of efficient markets. Many banking
entities are key participants in providing this liquidity, promoting the orderly functioning of the
markets and committing capital when needed by investors to facilitate trading.

Liquidity is particularly important in the everyday operations of mutual funds, which typically offer
their shares on a continuing basis and are required by the Investment COmpany Act to issue
“redeemable securities.”® To invest cash they receive when investors purchase fund shares as well as to
meet investor redemption requests on a dally basis, mutual funds must have efficient, orderly markets.

Registered funds also rely on adequate liquidity when making investment decisions and when trading
the instruments in which they invest. Important investment criteria analyzed by portfolio managers at
registered funds include a securiry’s liguidity, /.2, whether a position can be sold in a timely and cost
efficient manner. And, if registered funds are concerned about the possibility that the tiquidity of
particular instruments could become impaired in the future, they may be reluctant to invest in those
instruments altogether,

itisour understanding that the size of the total outstanding TOB market has decreased stgnificantly from its size before
the financial crisis.

% See Section 2(a)(32) of the Investment Company Act (generally defining “redeemable security” as “any security . . . under
the terms of which the holder, upon its presentation ta the issuer or to a person designated by the issuer, is entitied . . . to
receive approximately his proportionate share of the issuer’s current net assets, or the cash equivalent thereof.”).

7
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B. Devetopment of Implementing Regulations and Concerns About Market mpacts

In our December 2012 testimony, we explained that much of the concern about market liquidity arose
from the complexities of the proposed regulations to implement the Volcker Rute. We took issue, for
example, with the proposal’s presumprion that shore-term principal trading is proprietary trading,
unless a banking entity is able to demonstrate otherwise, Concerned that such a presumption would
fundamentally prejudice the analysis of a banking entity’s trading activity from the outset, we observed
that a banking entity in this position would have to worry about hindsight interpretations and second-
guessing about key compliance decisions with respect to each financial position. Registered funds and
other investors, in turn, would have to worry about any chilling effect this might have on a banking
entity’s ability or willingness to engage in marker making activity.

The final regulations, regrettably, generally follow the same structure as the proposed reguiations,
broadly defining “proprietary trading” and retaining the rebuttable presurnption. The Agencies did
revise the exemption for permitted market making, so that its applicability is determined based on the
general market making activities of a bank’s trading desk and not on a transaction- by- transaction basis,
Nevertheless, it requires, among other things, that the amount, types and risks of the financial
inscruments in the trading desk’s “market maker inventory” must be designed not to exceed, onan
ongoing basis, the “reasonably expected near term demands of clients, customers and counterparties.”
To rely on this exception, banks must maintain a robust set of risk controls for their market making
activities, in addition to the compliance requirements generally applicable to banks under the final
regulations. | he market making exception thus remains an area of considerable comptexity.r’

The final rule addressed another of registered funds’ most pressing concerns about the proprietary
trading prohibition and its potential impact on the capital markets, as outlined in our December 2012
testimony. 1t did this by ensuring that banking entities” activities with respect to all municipal securities
{in addition to Treasury and federal agency securities, which were carved out from the beginning)
would not be impaired. As our testimony indicated, we were concerned that failure to exclude these
securities would have posed liquidity challenges for registered funds, which are significant investors in
securities issued by state and local government entities, and made it difficult for states and localities to
raise capital.

Not excluded from the Volcker Rule——and of particular interest to this Committee——are the fixed
income markets, including the corporate bond markets, in which registered funds are steady investors,

b See, e.g.. Michael Bright, Jackson Muetler and Phitiip Swaget, FinRegZ1: Modernizing Financial Regutation for the 27
Century, Mitken Institute Center for Financial Markets (March 24, 2017) at 3, avaitable at
byepi//vesw.mitkeninstiture.org/ publications/view/853 (“For example, i a trader buys a 10-year corporate bond from a

client, but cannot easily re-sell that bord and instead sells a 10-year Treasury——meamng the trader is long a corporate note
and short the 10-year Treasury note. Is this a prop trade,” or is it simply appropriate risk management in a rapidly moving
market? How long can the trader hold this position before it becomes a ‘prop trade?” This is a simple trade but not a simple
question in the context of the Volcker Rule. And yet it seems obvious that this series of events should constitute allowable
market-making~—the normal activity of a broker-dealer in carrying out trades for customers and offsetting the resulting risks
on its own books—in today’s financial markets.”)
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Funds are investment vehicles through which miltions of Americans gain access to corporate bonds, so
|Cl and its members have a strong interest in ensuring the quality and integrity of these markets, With
this in mind, we recently weighed in on an examination of liquidity in secondary corporate bond
markets conducted by the Board of the International Organization of Securities Commissions

(T0SCO™).
C. Secondary Corporate Bond Markets: A Shifting Landscape

There is considerable consensus that the secondary corporate bond markets are undergoing significant
structural transformations caused in part by regulatory reform in the aftermath of the financial crisis as

weill as by changing economics and mchno!ogy.S

Historicaily, most trading in US corporate bond markets has been over-the-counter, either between a
dealer and a customer or between two dealers. | his trading generaliy occurred over the telephone or
through electronic systems that allow a customer to negotiate or trade with particular dealers. Often,
dealers traded with their customers on a principal basis, using their capital to carry a large inventory of
bonds on their books.

After the financial crisis and the ensuing regulatory reform, the role of dealers in these markets has
changed, with dealers reducing inventory and acting more often in an agency capacity for their
customers. A number of factors may explain why dealers have chosen to reduce their hoidings of
corporate bonds. These inctude the Volcker Rule and other regulatory requirements that limit the
ability of banks to use their balance sheets to engage in market making activities, as well as increased
costs associated with holding corporate debt in inventory. Given the central role that dealers have
played in corporate bond markets, it is not surprising that many participants that had become
accustomed to dealers providing liquidity in a principal capacity now must navigate their way through
this evolving market environment.

Further, our members experience suggests that the nature of trading is changing, as new technology has
introduced trading protocols that did not exist in the fixed income markets even a few years ago. | hese
new technologies and innovations provide market participants with additional means to trade
corporate bonds, and will be a factor both in altering the structure of the bond markets and in
influencing the ability of market participants to adapt to dealers’ changing role in these markets.®

7 See Letter to HOSCO from Dan Waters, Managing Director, 1C1 Giobal, dated September 30, 2016, avaitable at
nutps /A iciorg/paf/ 30289 odf {commenting on HOSCO Board, Examination of Liguidity of the Secondary Corporate
Bonct Markets, Consuitation Report (August 2016).

8 For greater detai, see ganeratly | OSCO Board, Examination of Liquidity of the Secondary Corporate Bond Markets, Finat
Report (February 2017} (“TOSCO Report™), available at https://www iosco.ora/library/pubdocs/pdf/IOSCOPDS58.paf.

¢ See atso 1OSCO Report at 15-16.
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. What About Liguidity in the Secondary Corporate Bona Markets?

The shifting landscape does not necessarily mean that there is a lack of liquidity in the secondary
corporate bond markets. Indeed, liquidity is not an “it’s there or it’s not” proposition. In a recent letter
to 10SCO, Vanguard—a global investment management firm offering more than 190 mutual funds in
the United States—explained it this way:

[L]iquidity is dynamic, subjective, and hard to define, !t can change in response to shifts in
investor risk preferences, dealer financing costs and profit opportunities, or any of the
other variables that influence capital market activity.

quuidity has, in effect, a price. | hat price corresponds to changes in the supply of and
demand for Hquidity. Or to put it another way, liquidity is obtained along a cost

continuum,'®

Another facet of liquidity to bear in mind is that market participants—based on their particular trading
or investment strategies, time horizons, risk tolerances and the like——place different values on and have
different perceptions of liquidity. As part of its recent examination of the secondary corporate bond
markets, {OSCO surveyed market participants including funds, dealers, electronic trading venues and
others. As their responses indicated, industry perceptions of the development of bond market Hquidity
over the past decade are mixed. | he majority of both buy-side and sell-side respondents to the survey
perceive market liquidity to have decreased, | hese perceptions were generally based on personal

experience and not on data analysis.”

In addition, there is no single metric that reliably can measure band market tiquidity. Rather, a variety
of metrics are commonly used as indicators of liquidity. 1 hese include trading volume, turnover ratio,
bid-ask spreads, trade size, immediacy (in other words, the time it takes to trade a bond), price impact
measures and statistics related to market making.

Some metrics, such as trading volume, indicate that liquidity has increased in recent years. Others, such
as turnover ratio, suggest a modest decrease in liquidity. Still others suggest potentially important
changes in the US bond market. According to a December 2015 report by the Financiat Industry
Regulatory Authority (“FINRA”), market participants appear to have executed more trades in smailer

0 L etter to IOSCO from Tim Buckiey, Managing Director and Chief Investment Officer, The Vanguard Group, Inc., and
Jonn Hotiyer, Principat and FHead of Risk Management Group, The Vanguard Group, Inc., dated 30 September 2016,
available at https!//www.iosco.ora/library/pubdocs/537/ndf/Vanguard.pdf, at 2.

TOSCO Report at 4.

10
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size.” The data set forth in the FINRA report are consistent with viewpoints expressed by some market
participants that it requires more time and trades to transact in larger sizes in the US bond market.”?

E. What Does At of This Mean?

Many variables affect capital markets activity and the liquidity in those markets. ™ C!earty, however,
friction created by regulatory requirements that are overbroad or insufficiently tailored to achieve the
desired objective is one such variable that can and does influence the ways in which various ertities—
including dealers and their trading partners such as funds—participate in the capital markets,

1C1 supports the Subcommittee’s examination of the Volcker Rule and its consideration of the capiral
markets more broadly. As noted earlier, factors such as increased cost and delays in trade execution
affect a fund’s ability to deliver on its investment mandate and, in turn, on fund investors abiliry to
achieve their financial investment goals.

| appreciate the opportunity to share these views with the Subcommittee. 1C1 1ooks forward to
continued engagement with Cengress on matters of impartance to registered funds and their investors.

ZEINRA, Anatysis of Corporate Bond Liguidity, Research Note (December 2015), available at
hteps//www finra.org/sites/ default/files/ OCE_researchnote tiquidity 2015_12.pdf.

¥ See aiso |OSCO Report at 1, 24-45 (describing TOSCO’s analysis of a variety of metrics refevant to the Tiquidity of the
secondary corporate bond markets),

" For additions! discussion of how the corporate bond markets are evolving, including the mixed evidence concerning
changes in market liquidity, see Viewpoints, Addressing Market Liquidity. A Broader Perspective on Today's Bond Markets,
BiackRock (Nov. 2016), available at hrtps.//www.blackrock.com/corporate/en-1m/literature/whitepaper /viewnaint -

liquidity-bond-markets-broader-perspective-february:2018.pdf.

1
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Thank you, Chairman Huizenga and Ranking Member Maloney, for the opportunity to
testify on this important topic. 1 am the Vice President for Economic Policy at the Center for
American Progress, where I lead our Economic Policy team. Today, I will attempt to outline
the importance of the Volcker Rule and to highlight the evidence that the Volcker Rule has

not caused a deterioration of liquidity in the corporate bond market.

The Purpose of the Volcker Rule

The Volcker Rule is intended to do something very reasonable — to prevent Bank Holding
Companies and subsidiaries from engaging in proprietary trading and speculative hedge fund
and private equity investments. These activities are capable of quickly generating high levels
of risk and large losses, which can damage the balance sheets of even very large banks.

The losses by JPMorgan Chase in the 2012 “London Whale™ incident — which involved
proprietary-trading type activities are illustrative of the risks that can be generated. In that
incident, a single trader, who was managing part of the bank’s synthetic credit portfolio in
London, took such large positions in credit derivatives that other market participants began to
refer to him as the Whale. Losses mounted, and when the positions were finally unwound,

the bank was out $6 billion. At the time the Volcker Rule was set to be finalized in late
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2013, Treasury Secretary Jack Lew explicitly stated that the final rule was intended to
prevent London Whale-style bets.!

During the financial crisis, large losses were sustained by many large banks around the
world because of failed trading strategies. In 2009 the Basel Committee on Banking
Supervision noted that “[s]ince the financial crisis began in mid-2007, the majority of losses
and most of the build-up of leverage occurred in the trading book. Losses in many banks’
trading books during the financial crisis have been significantly higher than the minimum
capital requirements under the Pillar 1 market risk rules.”?

We also know from historical experience that when many important financial institutions
engage in excessive risk taking, taxpayers can be left bearing the burden when their bets go
bad. During the financial crisis, large amounts of risk were shifted onto U.S. taxpayers as the
risks taken by the large Bank Holding Companies and other important financial market actors
generated substantial losses. Because those losses threatened asset fire sales and widespread
panic, the Federal Reserve, FDIC and Treasury were forced to step in to support asset prices

and the institutions that were threatened with ruinous losses. Trillions of dollars of taxpayer

! Tan Katz and Kasia Klimasinska, “Lew Says Volcker Rule to Prevent Repeat of London Whale
Bets,” Bloomberg, December 5, 2013, available at

https://www bloomberg.com/news/articles/2013-12-05/lew-says-volcker-rule-meets-obama-s-
goals-in-financial-oversight.

2 Joint FSF-BCBS Working Group on Bank Capital Tssues (2009). Reducing procyclicality
arising from the bank capital framework, March 3. See also Basel Committee on Banking
Supervision (2009). Guidelines for computing capital for incremental risk in the trading book,
July 1 (“The decision was taken in light of the recent credit market turmoil where a number of
major banking organizations have experienced large losses, most of which were sustained in the
banks’ trading books.”). See also Dennis M. Kelleher, Marc Jarsulic, and David Frenk, “Re:
Prohibition on Proprietary Trading and Certain Relationships with Hedge Funds and Private
Equity Funds,” Comment Letter, Better Markets, February 13, 2012, available at

https:// www bettermarkets.com/rulemaking/better-markets-comment-letter-volcker-rule.
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funds were put at risk to stabilize the financial sector.’ The federal government provided
several temporary liquidity facilities, guaranteed debt issuance, and directly injected capital

into financial institutions to prevent an even more devastating financial crisis.

The Effects of the Volcker Rule

There is little question that the post-crisis behavior of securities dealers collectively has
changed significantly compared to the pre-crisis period. The total assets of securities brokers
and dealers have declined from a peak value of about $5 trillion in 2008 to about $3.5 trillion
in 2016, about the level they attained in 2005. Corporate bond holdings follow a similar
pattern, peaking at over $400 billion in 2007, and declining to something above $100 billion
in 2015.* The decline in corporate inventories is at times attributed to the Volcker Rule and
other regulatory change.

However, the connection between the decline in bond inventories and the Volcker Rule is
in reality not very strong. As analysts for Goldman Sachs have pointed out, the very large
run-up in corporate bond inventories pre-crisis reflects the accumulation of positions in
private label mortgage backed securities rather than traditional corporate bonds. They
estimate that the declining issuance and collapsing prices of private mortgage backed
securities explains the decline in dealer inventories from their peak levels in 2007 through

20123

3 U.S. Government Accountability Office (2013), p. 14-15
4 Adrian et al. (2016), pp. 5, 17
5 Goldman Sachs Credit Strategy Research (2013), p. 3
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Moreover, while critics of the Volcker Rule have long forecast dire consequences for the
corporate bond market — including declining liquidity, and harm to the functioning of the
capital markets® ~ these negative effects have not materialized.

Liquidity, which is usually thought of as the cost of quickly converting an asset into
cash, is typically measured by a range of indicators. These include the bid-ask spread, price
impact, and trade size. Data on each of these indicators does not show deterioration of
corporate bond liquidity.

Bid-ask spreads, which measure the difference between the price at which a dealer is
willing to pay for a bond and the price for which he is willing to sell it, is considered an
important measure of liquidity. The cost of executing a trade of limited size is generally
calculated as one half the bid-ask spread. The spread in the corporate bond market — for
investment grade and high-yield bonds — has declined since hitting a peak in the financial
crisis and is now lower than in the pre-crisis period.’

A standard measure of price impact has declined for both investment grade and high-
yield bonds since the crisis, and is now very low relative to pre-crisis levels.®

Trade size declined during the financial crisis, and has not yet recovered to pre-crisis
levels. While by itself this might be taken as a measure of decreased liquidity ~ since traders
might be avoiding larger trades because of their effect on price — the declines in price impact
are inconsistent with that explanation.

The turnover ratio, which is measured as the percent of an issuc that trades on a given

day, has drifted downward for the most actively traded bonds since 2002. This may be a

6 Oliver Wyman and SIFMA (2011)
7 Adrian et al. (2016), p. 24; International Organization of Securities Commissions (2017), p. 39
$ Ibid.; Mizrach (2015); 10SCO (2017)
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function of changes in market structure. First, the number of issues that are traded in the
secondary market has risen dramatically. In 2015 more than 33,000 issues were traded, an
increase of 12,000 issues over 2003.° Under these conditions, the ability of investors to
select portfolios from a broader range of issues can translate into declining turnover. In
addition, the rising share of outstanding issues held by bond exchange traded funds, who tend
1o buy and hold, may have contributed to declining trading in the underlying bonds.™®
Based on these and other data, the general conclusion of several studies, by Adrian et

al. (2016), Mizrach (2015), Trebbi and Xiao (2016) and Bessembinder et al. (2016) is that
there has not been a significant reduction in corporate bond liquidity between the pre-crisis
and post-crisis periods.!!

While on average liquidity appears be as good or better than it was pre-crisis and pre-
Volcker, it is still possible that the inability of big bank dealers to hold proprietary

inventories may make the corporate bond market more vulnerable to market shocks.

¢ Mizrach (2015), p.2
10 See https://www.blackrock.com/corporate/en-Im/literature/whitepaper/viewpoint-addressing-
market-liquidity-july-2015.pdf.
"' The paper by Bao at al. (2016) is an exception. It concludes that differences in price declines
in bonds which have been downgraded from investment grade to below investment grade before
and after 2014 show that bond markets have become less liquid because of the Volcker Rule.
There are, however, some methodological issues unanswered by this analysis. First, it does not
control for the fact that many of the institutions downgraded in their post-2014 sample (at least
19 out of 55) are tied to the oil and gas sectors, which were under considerable stress in this
period. Hence the observed price declines may be a function of objective changes in the
expected returns on the bonds themselves, rather than diminished market making capacity.
Second, the study assumes that the price effects of the Volcker Rule begin with the formal
implementation of the Volcker Rule by the Federal Reserve in 2014. However, banks took steps
to change their trading behavior before 2014, doing things such as selling off or reducing the
scale of named proprietary trading desks. Therefore, the smaller price declines observed before
2014 may also reflect the impact of the Voleker Rule-induced changes in bank behavior.
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Economists at the Federal Reserve Bank of New York have looked at this possibility
empirically.’? They first developed a general measure of overall bond market illiquidity,
which is a function of three measures of liquidity — the bid-ask spread, price impact, and
price dispersion. This index is well below both crisis and pre-crisis levels.

They then calculate the frequency of large day to day movements in market illiquidity
to measure the changes in liquidity risk. They find that liquidity risk is well below crisis
levels and has declined in recent years.

The forecasted harm to corporate access to capital has also failed to appear. New
issues of corporate bonds are at record levels, at or above $1 trillion for the period 2010-

2015.13

Conclusion

In conclusion, it seems fair to say that the exit of large banks from proprietary trading
has not had a measurable effect on corporate bond market liquidity, liquidity risk, or the
ability of corporations to raise funds in the capital market. With respect to these criteria, our
bond markets are functioning at least as well as, if not better than, they were in the pre-crisis
period.

It is important to remember, however, that there is no reason to expect market
makers, or any other financial market participants, to act as shock absorbers at times of
extreme stress. Market makers will buy assets if they expect to profit from their purchases.

In a highly uncertain environment, they will not step in to catch a falling knife and cushion

12 hitp://libertystreeteconomics. newyorkfed.ore/2015/10/has-liquidity-risk-in-the-corporate-
bond-market-increased.html.
13 Mizrach (2015), p. 1.
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large price declines. If we want to avoid the problems generated by asset bubbles, and the
crashes that follow them, we need to take preventative measures.

The Dodd Frank Act — which requires banks and nonbanks to put more equity on the
line when they engage in asset purchases, raises the equity requirements when assets are
funded with short-term runnable credit, requires that balance sheets include sufficient liquid
assets to deal with shocks, and gets banks out of the business of proprietary trading —
provides needed protections. Demolition of these preventative measures is likely to be a very

costly exercise in historical amnesia.



63

References

Adrian, Tobias and others. 2015. “Has Liquidity Risk in the Corporate Bond Market Increased?”
Liberty Street Economics, Federal Reserve Bank of New York. October 6.
(http://libertystreeteconomics.newyorkfed.org/2015/10/has-liquidity-risk-in-the-corporate-bond-
market-increased.html [March 28, 2017]).

Adrian, Tobias and others. 2016. “Market Liquidity after the Financial Crisis.” Federal Reserve
Bank of New York Staff Reports. October.
(https://www.newyorkfed.org/medialibrary/media/research/staff_reports/sr796.pdf?la=en [March
28,2017)).

Bao, Jack, Maureen O’Hara, and Alex Zhou. 2016, “The Volcker Rule and Market-Making in
Times of Stress.” Finance and Economics Discussion Series, Division of Research & Statistics
and Monetary Affairs, Federal Reserve Board. December.
(https://www.federalreserve.gov/econresdata/feds/2016/files/2016102pap.pdf [March 28, 2017]).

Basel Committee on Banking Supervision. 2009. “Guidelines for computing capital for
incremental risk in the trading book.” July 1. (http://www.bis.org/publ/bebs159.htm [March 28,
2017)).

Bessembinder, Hendrik and others. 2016, “Capital Commitment and llliquidity in Corporate
Bonds.” Working Paper. Arizona State University and Southern Methodist University.
(http://finance.bus.utk.edu/UTSMC/documents/BillMaxwellPapertopresent042016.pdf [March
28,2017).

BlackRock. 2015. “Addressing Market Liquidity.” Viewpoint. July.
(https://www.blackrock.com/corporate/en-lm/literature/whitepaper/viewpoint-addressing-
market-liquidity-july-2015.pdf [March 28, 2017]).

Goldman Sachs Credit Strategy Research. 2013. “Primary dealer data overstate decline in
corporate bond inventories.” The Credit Line. March 17.

International Organization of Securities Commissions. 2017. “Examination of Liquidity of the
Secondary Corporate Bond Markets.” February.

Joint FSF-BCBS Working Group on Bank Capital Issues. 2009. “Reducing procyclicality arising
from the bank capital framework.” March 3. (http:/fwww fsb.org/wp-
content/uploads/r_0904f.pdf?page moved=1 [March 28, 2017}).

Katz, Ian, and Kasia Klimasinska. 2013. “Lew Says Volcker Rule to Prevent Repeat of London
Whale Bets.” Bloomberg. December 5. (https://www.bloomberg.com/news/articles/2013-12-
05/lew-says-volcker-rule-meets-obama-s-goals-in-financial-oversight [March 28, 2017]).

Kelleher, Dennis M., Marc Jarsulic, and David Frenk. 2012. “Re: Prohibition on Proprietary
Trading and Certain Relationships with Hedge Funds and Private Equity Funds.” Better Markets.



64

February 13. (https://www.bettermarkets.com/rulemaking/better-markets-comment-letter-
volcker-rule {March 28, 2617]).

Mizrach, Bruce. 2015. “Analysis of Corporate Bond Liquidity.” FINRA Office of the Chief
Economist Research Note. December.
(https://www.finra.org/sites/default/files/OCE _researchnote liquidity 2015 _12.pdf [March 28,
2017)).

Oliver Wyman and SIFMA. 2011. “The Volcker Rule restrictions on proprietary trading:
Implications for the US corporate bond market.” December 23.
(http://www sifma.org/issues/item.aspx?id=8589936887 [March 28, 2017]).

Trebbi, Francesco and Kairong Xiao. 2016. “Regulation and Market Liquidity.” Working Paper.
University of British Columbia. (http://faculty arts.ubc.ca/ftrebbi/research/tx.pdf {March 28,
2016]).

U.8. Government Accountability Office. 2013. “Government Support For Bank Holding
Companies: Statutory Changes to Limit Future Support Are Not Yet Fully Implemented.” Report
to Congressional Requesters. November 14. (http://www.gao.gov/products/GAO-14-18 [March
28, 2017]).



Invested in America

Written Testimony of Ronald J. Kruszewski, Chairman and CEOQO, Stifel
On behalf of the Securities Industry and Financial Markets Association
before the U.S. House of Representatives
Committee on Financial Services
Subcommittee on Capital Markets, Securities, and Investment
Hearing entitled “Examining the Impact of the Volcker Rule on the
Markets, Businesses, Investors, and Job Creators”

March 29, 2017



66

Chairman Huizenga, Ranking Member Maloney, and distinguished members of the
Subcommittee, thank you for providing me the opportunity to testify today on behalf of the
Securities Industry and Financial Markets Association (SIFMA) and to share our views on the
market effects of the Volcker Rule. STFMA represents a broad range of financial services firms
active in the capital markets and dedicated to promoting investor opportunity, access to capital, and

an efficient market system that stimulates economic growth and job creation.

1 have been CEO of Stifel Financial Corp. (Stifel) since 1997, and have over 30 years’
experience in the securities industey. As Chairman and Chief Executive Officer of Stifel, I appreciate
the opportunity to bring my company’s experience with this law to the Committee. For those of
you who don’t know Stifel, we are a financial services holding company headquartered in St. Louis,
Missouri. Stifel was founded in 1890 and, as such, this year marks our company’s 127" anniversary.
Stifel’s affiliates are primatily engaged in wealth management, Investment Banking, Institutional
Services and traditional banking conducted through a federally insured depository. As to our size,
Stifel has revenue of approximately $2.6 billion, $20 billion in assets, and manages approximately
$240 billion for our clients. Safel employs over 7,000 people and enjoys a market cap of nearly §4
billion.

First, T must say, I sincetely wish the Volcker Rule had another name. Why? Well, as my
testimony will illustrate, T am not a proponent of this rule. 1 believe the Volcker Rule provides litile
benefit regarding its purpose when enacted which was to reduce systemic financial risk by banning

proprietary trading.

T SIFMA s the voice of the U.S. securities industry. We represent the broker-dealers, banks and asset managers whose
neady 1 million employees provide access to the capital markets, raising over $2.5 tdllion for businesses and
municipalities in the U8, serving clients with over $18.5 trillion in assets and managing more than $67 tdllion in assets
for individual and institational clients including mutual funds and retirement plans. SIFMA, with offices in New York
and Washington, D.C,, regional member of the Global Financial Markets Association (GFMA). For more
information, visit higp:// TNA.01G.
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On the other hand, I have the utmost respect for Mr. Volcker and want to be clear that my
criticism of a rule which bears his name is not a ctiticism of Mr. Volcker. I remember all too well
the accomplishments of Mr. Volcker, as Fed Chairman, in fighting the rampant inflation of the early
1980s.

Thus, let me begin with my conclusion. 1t is my personal view that the Volcker Rule needs
to be taken off the books, repealed. But if repeal is not possible, it must be materially amended to
avoid further damage to the markets my company serves.

The Volcker Rule is the product of years of statutory and regulatory wrangling, involving the
Congress, the Department of the Treasury, and five independent regulatory agencies.  As many
stakeholders and policymakers predicted, the rule as formulated, implemented, and enforced has had
a deleterious impact on the ability of American businesses to raise capital and grow the economy.
Put simply, the Volcker Rule discourages legitimate and needed cus tomer-supporting market-making
activities by imposing an overly complex and intent-based compliance regime. To determine
whether an activity was proprietary trading ot legitimate market making, a compliance expert would
also need to be a psychiatrist trained in determining the intent of each trade by a trader. The Rule
has raised the cost of capital for businesses and encouraged pro-cyclical effects on liquidity in

financial markets.?

[ know that saying the Volcker Rule should be repealed is a bold statement. Why be so bold?
Simple cost/benefit analysis. Before I discuss the cost/benefit of Volcker, allow me to provide you

with Stifel’s perspective and whether my testimony is merely “talking my own book™,

*.A paper from Anjan Thakor from Washington University in St. Louis noted that previous scholarship on the cost of
capital for businesses found a relationship between higher bid-ask spreads and 2 higher cost of capital. Because illiquidity
due to constrained market-making will likely deive up bid-ask spreads, Thakor concluded businesses will likely face
higher costs of capital due to Volcker. Darrell Duffie (from Stanford University) came 1o a similar conclusion in a 2012
paper, arguing that U.S. corporate bonds and non-agency mortgage-backed securities will face higher costs of capital
because of the Volcker Rule, due to lower liquidity in secondary markets.

3
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As previously stated, Stifel has been around for over 125 years. We did not take TARP
during the financial crisis and are not looking at betting the proverbial ranch on any one strategy.
Said another way, Stifel does not direcdy‘ and materially benefit from a proprietary trading model.

Importandy for today’s testimony, Stifel serves small and middle-market companies and the
investors in these same companics. We therefore have a front row seat to comment on the impact
of Volcker on these companies. As I already stated, the purported benefit of the Volcker Rule is to
reduce the systemic risk to our economy caused by proprictary trading.

Make no mistake, I do not believe deposit taking banks should be making risky short term,
speculative bets, and in fact the law has long prohibited such actvity. But I do not believe the way
to regulate risk, systemic or otherwise, is by inhibiting trading or traditional market making, which
provides liquidity and depth to our capital markets, but rather through capital and liquidity rules

addressing the balance sheet of our financial institutions.

It is important to note that the financial crisis was rooted in the loan book, not the trading

book, of our financial institutions.

Since the financial crisis, several rules have been implemented which have significantly
increased the quantity and quality of capital and increased internal liquidity of our financial
institutions, most mote stringent than internationally agreed standards. But the Volcker Rule
doesn’t do anything to increase capital or internal liquidity at firms, but it does impact firms” ability
to make markets and provide liquidity, particularly in dmes of stress, as the Federal Reserve itself has
written.

As to the Volcker Rule itself, let me make three observations:

1) The Rule is beyond complex. While only 11 pages of the Statute, the regulatory rule text

is over 950 pages and included 2800 footnotes. You need a team of law firms — not just
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lawyers — to be able to decipher it, and even then, many times the answer is that there is
no clear answer.
2) The Volcker Rule includes a provision called “RENT-D,” a concept only the
government could devise. RENT-D limits market making so it does not exceed the
‘reasonably expected near term demand” of clients, customers and counter-parties. Seven years
after the enactment of Dodd-Frank, T am no closer to understanding what that term
means or how to implement something so amorphous. The ability to provide market
liquidity requires an anticipation of supply or demand, which if proven wrong with the
benefit of hindsight, would violate the Volcker Rule.
3) Compliance with Volcker is governed by five separate agencies.
The five separate agency construct, each with their own congressional mandate, their own
philosophy and own approach, creates an uncertain and unwieldy bureaucracy. In turn, this leads to
numerous and overlapping exams and inquiries. Furthermore, this has resulted in an utter lack of

guidance, under an overly complex rule that is screaming out for interpretations and FAQs.

History of the Volcker Rule

Controversy has surrounded the Volcker Rule before, during, and after its inclusion in the
Dodd-Frank Act. The Rule was not part of the first Treasury Department or Obama Administration
blueprints, nor was it found in the initial versions of the financial reform efforts that became Dodd-
Frank. Its cleveath-hour inclusion in the Senate version of the bill was criticized by members of
both parties, and even within the Obama Administration there were major disagreements over its
necessity. Treasury Secretaty Geithner testified before the Congressional Oversight Panel in 2009

that in the financial crisis “most of the losses that were material . . . did not come from |[proprictary
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ttading] activities.” Paul Volcker himself even conceded in March 2010 that proprietary trading was
“not central” to the crisis.” Simply put, it was the Joan book, not the trading book, that fueled the

crisis.

Volcker’s proponents assured the public that the rule would prohibit only certain activities
that put taxpayers at risk while preserving beneficial customer-supporting market making. However,
the distinction between proprietary trading —the purchasing and reselling of financial instruments to
profit from short-term price changes — and market making — the purchase and reselling of financial
instruments as a service to customers — has turned out to be very difficult to determine in practice.
Unfortunately, the rule’s current overly-broad definition of proprietary trading, its negative
presumption that activity is prohibited and its complex, intent based compliance structure
constrains, and will continue to constrain, legitimate market making whose costs will be felt

throughout the economy.

Bad Policy

Looking at the benefit side of the cost-benefit tradeoff, 1 believe there is little inecremental
benefit provided by the Volcker Rule. What about the cost side of this equation? Simnply put, the
Volcker Rule makes our capital markets less liquid which increases the cost of eapital for Stifel’s
clients, especially smaller companics which are the major contributors to job-creation.

Stifel helps our clients by assisting thern raise growth capital in both the equity and debt
markets. As part of this equation, Stifel commits to make markets, which benefits both the issuing

company and the purchaser of the equity or debt. Volcker materially impacts our ability to

3 hitps:/ Apiie.com/Zevents/volcker-essential-elements- financial-reform

6
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effectively make markets. This in turn causes the buy-side to demand higher compensation,
reflected in lower equity valuations or higher interest rates. And, higher cost of capital.

Market liquidity is critical for a well-functioning, high growth economy that continues to
crente jobs as it gives businesses of all shapes and sizes the ability to access capital in a timely and
efficient manner. Market makers, such as bank affiliated broker-dealers, provide liquidity by buying,
selling and holding infrequently traded financial products in their inventory, granting buyers and
sellers immediacy in transactions that may not be otherwise available. This immediacy is especially

important for financial products that are traded over-the counter (OTC) and the overwhelming

majority of bond trading is done in this manner.

The Volcker Rule threatens market liquidity by making the trading of OTC financial
products both slower and costlier for issucts and investors. The current regulatory framework limits
some trading that is connected to customer activity by relying on a broad definition of proprietary
trading and providing prescripave, conditional exemptions for allowed market making activities. The
narrow set of permissible activities and the prescriptive conditions for engaging in those activities
has led many financial institutions subject to the Volcker Rule to scale back their trading operations
as well as their inventories of financial asscts to remain within the Rule’s strict guidelines.* Financial
Institutions subject to the Rule are forced to take a conservative approach even to permitted
activities in order to remain within the confusing and complex parameters of the Rule. Taken
together, these changes reduce liquidity in financial markets broadly, and have resulted in higher
market execution costs and delays for would-be issuers and investors. A recent Federal Reserve staff
paper found that the Rule has negatively affected liquidity in corporate bond markets, quantifies this

effect and notes that this effect may be stronger in times of market stress when liquidity may be

fwww.wst.com/articles Svoleker bank-risk-rule-set-to-starv-with-lirde-fanfare - 14373170611

+ hip
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most essential to maintain financial market stability and efficiency.” This potentially pro-cyclical
impact on market liquidity for corporate debt could cause problems in one part of the financial

sector to spread quickly to the broader cconomy, exacerbating any crisis.

I would note that while many of the studies of market liquidity have focused on aggregate
conditions, my experience indicates that small cap and mid-cap issuers appear to have experienced a
disproportionately negative impact from a number of the structural and regulatory changes meant to
improve transparency in markets and financial stability in our financial system, including the Volcker
Rule. In addition, the significant increase in the size of the corporate bond market, with a relatively
smaller secondary market, has increased the liquidity premium for smaller issuers. Investors now
demand a significant liquidity premium for bonds issued by smaller firms. Despite the fact that the
corporate bond market has seen record issuance in recent years, most of this has been in large deals.
The number of smaller new debt issues coming to the market has fallen, illustrated by the fact that

the average size of new debt issuance has steadily increased. My analysis shows:

1) As of mid-April 2016, the average new investment grade deal size was $921 million,
the highest on record and more than 2.5 times the average scen in just 2013,
2) Since 2010, the number of deals sized at $2 billion and above has doubled, whereas

the number of smaller deals (below $2 billion) has fallen by nearly half.

¥The paper compared the illiquidity of corporate bonds that were downgraded from investment-grade to speculative-
grade, both hefore and after the Volcker Rule was implemented. The paper concluded that “bond liquidity deterioration
around rating downgrades has worsened following the implementation of the Volcker Rule” The paper also found that
“the relative deterioration in liquidity around these stress events is as high during the post-Volcker period as during the
Financial Crisis. Given how badly liquidity deteriorated during the financial csisis, this finding suggests that the Volcker
Rule may have sedous consequences for corporate bond market functioning in stress times.” The full study is available
at hrips/ Awww. federalreserve.gov/econresdara/ feds /2016 / files /2016102pap.pdf

8



73

3) Credit spreads for small-cap issuers are on average 75 to 100 basis points wider than
large-cap issuers, controlling for credit rating and maturity, due to the liquidity

differences perceived by investors.®

The fact that smaller firms are challenged in effectively financing themselves in the debt
market has many potential implications for the economy — all of them negative. Because it is
difficult to raise capital, small firms increasingly are finding it difficult to compete with larger firms.
Instead, they are selling themselves to their larger competitors. Much of the increased corporate
bond issuance is from large firms financing the acquisitions of small firms — the highest share in 15
years. As a result, the likely risk to the economy is less job creation, less competition, less research

and development and capex - and less dynamism overall.

Indeed, prominent voices in the regulatory community have recognized the negative impact
of the Rule and called for an examination of its effects. For example, the president of the Federal
Reserve Bank of New York, William Dudley, addressed his concern about liquidity in remarks in

February:

“You could probably do the Volcker Rule in a more cfficient way to achicve the same
objectives without the burden of regulation that you have right now. You know, right now, if
you're an equity trading desk and the equity matket falls very violently, you really aren't
supposed to go in and buy equities unless you actually have customer orders. So, you actually
have this crazy situation where the equity desk can't actually buy equities to support the
market.

So, I'd like to see the Volcker Rule looked at to see if there's a way of doing it in a way that —
if you're a client-facing business, and you're trading your own asset class, you have a little bit
morte freedom to buy and scll when markets are volatile and maybe provide actually a litde
liquidity support in the market. But also make it a lot casier, | think, to enforce the Volcker
Rule.”’

6 Record of Meeting, Federal Advisory Council and Board of Governors, May 4, 2016, available at
hitps:/ Avww. federalreserve. gov/aboutthefed / fac- 20160504 pdf.
Thrip

Mwww.newrorkfed.org/ newsevents/speeches /2017 /dudi70215
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1n addition, former Federal Reserve Governor Jeremy Stein co-authored an article which
noted that:

“There are reasons to be skeptical about the usefulness of the Volcker Rule.
By discouraging “speculation” at broker-dealer banks, the rule may dissuade
dealers from providing liquidity during a market correction.  Most
fundamentally, market-making and proprietary trading are almost
impossible to distinguish in practice, making the rule difficult to enforce,
while at the same time creating large compliance and supervisory costs. This
is not to say that concerns about the risks associated with baok trading
operatons are unfounded. However, these risks can be more effectively
addressed by imposing suff capital charges on banks’ trading books, without
attempting to divine whether the underlying trades themselves are driven by
market-making or speculative motives. Thus, on balance, we believe that
the Volcker Rule should be repealed.”™

Burdens of the Volcker Rule’s Covered Funds Provisions

The covered funds provisions of the Volcker Rule result in a scope far beyond the intended
focus on the use of hedge funds and private equity funds to facilitate indirect, impermissible
proprietary trading. The provisions are highly technical and are not focused on the actual activitics
of the entities that are captured. Some of the issues these rules have created include, but are not

limited to:

1) Challenges in identifying what is, and what is not, a covered fund. The status of tens
of thousands of transactions executed prior to the implementation of the Voleker Rule is
unclear. The result for banks has been the expenditure of significant resources on internal
and external counsel to review transactions and structures, and impacts to market

making. The industry has come together to develop electronic identification tools at great

# “The Financial Regularory Reform Agenda in 2017, Robin Greenwood, Samuel G, Hanson, Jeremy Stein, Adi
Sunderam, Working Paper 2017-09, Project on Behavioral Finance and Financial Stability, available at
brp:/ fwww, hbs.edu/ faculty Sidatives Sbehavioral-finance-and-financial-stability /Documents /2017
092520 The 20 inancial%20Regulatory % 20Reform®e20A cenda®n20in % 202017 ndf.
Fhips /S

s

www.newyorkfedorg/newsevents/speeches /2017 /dud1 70213

10



75

expense, but these are incomplete at best. The bottom line is that banks have had to spend
(and continue to spend) millions of dollars annually to unnecessatily prove a negative with
these products which are neither hedge funds nor private equity funds.

2) Impacts to ordinary-course relationships with clients. For covered funds, many
transactions that are provided as part of normal client service are prohibited by the Volcker
Rule, including: ordinary checking and transaction accounts with overdraft protection,
custodial services, family wealth vehicles, clearing and settlement, providing margin and
other intraday extensions of credit, and plain vanilla extensions of credit.

3) Funds that are not covered funds but become subject to proprictary trading
restrictions. Certain foreign funds, which are expressly woz covered funds, may instead be
categorized as banking entities and thus subject to the Volcker Rule’s proprietary trading
restrictions.

4) Requirements to Change the Name of Existing Funds. The Rule includes a number of
limitations on the ability of a banking organizations to sponsor a fund which includes its
name or the name of its affiliates. In practice these requirements are more form over

function, as they do not go to the core issue Volcker was intended to address.

The covered funds provisions of the Volcker Rule should be amended to limit the definition
of covered fund oaly to funds that engage in proprietary trading. This would achieve the goal of
prohibiting indirect, impermissible proprietary trading through a fund without sweeping in core asset

management and related activities that are far removed from the policy goal.

Poorly Implemented



76

Beyond its bumpy legistative history and flawed concept, interpretation and enforcement of
the Rule is ovetly complicated and requires the involvement of five regulators, creating significant
compliance challenges. The Securities and Exchange Commission (SEC), the Office of the
Comprroller of the Currency (OCC), the Commodities Futures Trading Commission (CFTC), the
Federal Deposit Insurance Corporation (FDIC), and the Federal Reserve must joindy determine
Volcker compliance, and while they have assured the public they will cooperate on enforcement and
supervision, we believe it will be very difficult, if not impossible, for five different, independent
regulators to jointly enforce a rule this complex. Recent anecdotes from SIFMA’s membership

indeed confirm a lack of coordination.

Addittonally, regulators are relying on quantitative metrics to calculate the purpose and
market risk of trades to determine which trades are proprietary and which trades are not ~ essentially
using formulas to determine the intent of individual traders who use firm principal to take positions.
The inherent difficulty in operationalizing an intent-based prohibition has resulted in regulations that
are overly complex, require an outsized compliance infrastructure and metrics, and often capture
beneficial activities beyond the professed goals of the Rule. Federal Reserve Governor Jerome
Powell recognized this difficulty. When asked about the Volcker Rule and echoing the concerns of
market participants, Governor Powell noted that “[w]hat the current law and rule do is effectively
force you to look into the mind and heart of every trader on every trade to see what the intent is.”
Ue highlighted the difficulties in determining what is permitted and what is restricted under the
Rule: “Is it propriety trading or something else? I that is the test you set yourself, you are going to
wind up with tremendous expense and burden.” Finally, he suggested that “Congress should take

another look at it.””

? htms:/ Zwww bloomberg.com//nevs Jarticles/ 20170107/ fedts powell-urges-congress-to-take-another-look-at-volcker

rule
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Most absurd is the fact that regulatory metrics for calculating intent will penalize traders who
are unable to sell inventory in a certain time frame, even if the trader /ufended to sell the product
within the Volcker approved window. The entire implementation regime of the Volcker Rule has
been poorly thought out and even the rule’s hypothetical benefits are being drowned in a flood of

unnecessary Costs.
Principles for Change

As 1 stated, T personally believe the Volcker rule should be repealed. If not repealed, ata
minimum, the Volcker Rule should be modified to:
1) Reverse language that assumes all trades are proprietary unless proven otherwise.
2) Eliminate the “reasonable expected near term demand” requirement.

Any changes should be consistent with the following fundamental principles:

1) the Rule should not impede market liquidity and capital formation;

2) the restriction on proprictary trading should be plainly written and not based on
trader intent;

3} restricted proprietary trading should limit only trading wholly unrelated to customer
activity ot tisk management;

4) the regulatory regime should be rationalized with a single agency responsible for
implementing, interpreting and enforcing the Rule;

5) the restrictions on covered funds should target indirect, impermissible propietary

trading.

These principles recognize the clear benefits of market making activity to the capital markets but
also to the entities that access these markets in order to grow their businesses and invest in future

job growth.

13



78

Conclusion

Our economy has now had enough experience with the Volcker Rule to reasonably conclude
that its existence has needlessly impeded beneficial market functions without producing any
measurable improvement to the safety of our system. Its true impact has been felt on Main Street in
the form of higher costs of capital and diminished liquidity. SIFMA and Stifel were opposed to the
Volcker Rule when it was first proposed and have consistently questioned the need for its existence
ever since. SIFMA is committed to assisting policymakers in the Administration, the agencies, and

the Congress, as they study the effects of Volcker and what do to next.

In summary, the Volcker Rule is a solution in search of a problem. We should not be
debating whether or not the banks should get relief from Volcker. Instead, we should be debating
whether our economy benefits from this rule. From my vantage point based on the clients T serve, it

does not.

HH#
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Statement of the U.S. Chamber of Commerce

ON: Examining the Impact of the Volcker Rule on
Markets, Businesses, Investors, and Job Creation

TO: House Committee on Financial Services,
Subcommittee on Capital Markets, Securities, and
Investment

BY: Thomas Quaadman, Executive Vice President, Center
for Capital Markets Competitiveness, U.S. Chamber of
Commerce

DATE: March 29, 2017

1615 H Street NW | Washington, DC | 20062
The Chamber’s mission is fo advance human progress through an economic,
political and social system based on individual freedom,
incentive, initiative, opportunity and responsibility.
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The U.S. Chamber of Commerce is the world’s largest business federation,
representing the interests of more than three million businesses of all sizes, sectors,
and regions, as well as state and local chambers and industry associations. The
Chamber is dedicated to promoting, protecting, and defending America’s free
enterprise system.

More than 96% of Chamber member companies have fewer than 100
employees, and many of the nation’s largest companies are also active members. We
are therefore cognizant not only of the challenges facing smaller businesses, but also

those facing the business community at large.

Besides representing a cross-section of the Ametican business community with
respect to the number of employees, major dassifications of American business—e.g.,
manufacturing, retailing, services, construction, wholesalers, and finance—are
represented. The Chamber has membership in all 50 states.

The Chamber’s international reach is substantial as well. We believe that global
interdependence provides opportunities, not threats. In addition to the American
Chambers of Commetce abroad, an increasing number of our members engage in the
expott and import of both goods and services and have ongoing investment activitics.
The Chamber favors strengthened international competitiveness and opposes artificial
U.S. and foreign barriers to international business.
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Good morning Chairman Huizenga, Ranking Member Maloney and members
of the Subcommittee on Capital Markets, Securities and Investments. My name is
Tom Quaadman, executive vice president of the Center for Capital Markets
Competitiveness {(“CCMC”) at the U.S. Chamber of Commerce (“Chamber”). The
Chamber is the world’s largest business federation, representing the interests of more
than three million businesses and organizations of every size, sector, and region. I
appreciate the invitation to testify today on behalf of the businesses that the Chamber
represents.

It is an honor to be invited and testify at today’s hearing: Examining the
Impact of the Volcker Rule on Markets, Businesses, Investors and Job
Creation. 'This is the latest in a series of hearings on the impact of the Volcker Rule
upon the fmancial system and the broader economy.

The Chamber opposed the Volcker Rule at the outset because of the
foresecable negative consequences of the rule, such as restricting market-making and
underwriting activities, which in turn impact the ability of businesses to obtain the
financing needed for short-term operations and long-term growth. Instead the
Chamber proposed higher capital standards as an alternative means to achieve the
intent of the Volcker Rule—more financial stability but without the regulatory
complexity that can harm growth.

Today we have both~—the Volcker Rule and higher capital standards. The
Volcker Rule has imposed upon financial institutions a complex web of regulatory
compliance. Basel 11l and systemic risk rules have created higher capital standards
through opaque processes that make it difficult for the public to truly undetstand the
strength of those firms. This has created incentives wheteby firms do not provide the
financing they have in the past.

The Volcker Rule has, in combination with other initiatives such as the Basel
T Capital Accords, systemic risk rules, the foreign bank opceration rules, tisk
retention rules and new money market fund rules harmed the ability of businesses to
affordably raise the financial resources needed to operate on a daily basis and grow.
Business financing is now more inefficient. Furthermore, the lack of economic
analysis by the regulators in drafting the Volcker Rule is a prama facze instance of why
evidentiary analysis, subject to public scrutiny and comment, is necessary for the
drafting and implementation of regulations that may promote stability and growth.
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It is important that policy makers review all of these rules mdividually and on a
cumulative basis to determine the impact it has on stability and growth. Moreover,
under President Trump’s Executive Order on Core Principles for Reaulating the United
States Financial System, laws and guidance to determine if they promote the core
principles of fostering growth and enabling U.S. competitiveness, the Volcker Rule
should be thoroughly examined. Following such a review action should be taken to
address the unintended consequences of the Volcker Rule by repealing it, or
undertaking the efforts necessary to amend it. We believe that this hearing is an
important first step in starting that process.

Background

Proprietary trading occurs when a financial firm buys and sells stocks, bonds,
or other financial instruments, on its own trading account, with the purpose of
profiting from market movements. It has been widely acknowledged, including by
financial regulators themselves, that proprietary trading was not a cause of the 2008-
2009 financial crisis. Vevcrthe]ess, some commentators, including former Federal
Reserve Chair Paul Volcker were uneasy that banks were engaging in what they felt
were not traditional banking activities that they felt might implicate the banks insured
deposits. On January 21, 2010, President Barack Obama proposed a ban on
proprietary trading and named it after former Federal Reserve Chairman Paul Volcker,
its chicf architect. The Obama Administration requested other nations to follow suit,
which was universally rejected.’ The Obama Administration supported the Rule’s
enactment despite the universally recognized fact that it would be exceedingly difficule
to demarcate the lines between proprietary trading and other important bank activities
like market making and underwriting.

The Volcker Rule was incotporated into the Dodd-Frank Wall Street Reform
and Consumer Protection Act (Dodd-Frank Act) at the 11" hour. There was exactly
one hearing on the Volcker Rule. During that hearing, in the Senate Banking
Committee, serious doubts were voiced on a bipartisan basis as to how this Rule
could be implemented. Mr. Volcker, one of the two witnesses at that hearing, was
unable to articulate a method for delineating proprietary trading and other trading
activities such as market making. Despite the lack of a hcanng record establishing the
need for the Rule, it was incorporated in the Senate version of the Dodd-Frank Act
and became law.

1 See F.U. Ministers to Resist Obama’s Proposal for Banking Overhaul, Bleembery News, Feb. 16, 2010,
4
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Section 619 of the Dodd-Frank Act prohibits financial firms trom engaging in
proprietary trading and acquiring ot retaining any ownership interest or sponsorship
of a hedge fund or private equity fund. Additionally, Section 619 included exemptions
for market-making and underwriting activities, risk-mitigating hedging and the sale or
disposition of financial obligations of the United States.

On October 11, 2011, the Board of Governors of the Federal Reserve
(“Federal Reserve”), Federal Deposit Insurance Corporation (“FDIC”), Securities and
Exchange Commission (“SEC”), Office of the Comptroller of the Currency (“OCC”)
(also collectively as the “regulators™) voted to release a joint Volcker Rule Proposal.
This joint rulemaking, encompassing 298 pages and over 1,000 questions, was
published in the Federal Register on November 7, 2011, The Commodity Futures
Trading Commission (“CIFT'C”) voted to release its version of the Volcker Rule
Proposal on January 11, 2012, almost 90 days after the other regulators. The agencies
approved and promulgated the Volcker Rule on December 9, 2013, The deadline for
covered firms to comply with the Volcker Rule was July 21, 2015.

Since that time we have witnessed a tightening of debt markets whereby
traditional buyers of debt and secutities have failed to come forth.

Chamber Concerns with the Volcker Rule

"The Chamber opposed the Volcker Rule at its inception because of its potential
to negatively impact the market-making and underwriting activities needed for
businesses to access liquid debt and equity markets. In the alternative the Chamber
proposed higher capital standards as a means to promote financial stability if a
covered financial institution chose to cngage in proprietary trading.

Market makers play an essential role in financial markets, acting as a source of
liquidity that keep markets vibrant and make investing feasible. As market makers,
banks must hold inventories of the financial insttuments in which they make markets.
For example, corporations rely upon the “market making” activities of banks in order
to secure affordable funding in the bond market. Without these “market making”
activities, banks would be unable to underwrite these bonds. Thus, if banks can no
longer bold mventory, it will be much more difficult for businesses to raise the
amount of capital needed. Typically, banks will hold bonds in nventory that aren’t
sold in the marketplace on day one but later in the week. as under the Volcker Rule,
however, this temporary inventory build-up is considered proprietary trading and
therefore deprives issuers from raising the total amount of capital needed.
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Tt is very difficult to distinguish between market making and proprietary trading
without arbitrarily imposing a demarcation. The Volcker Rule significantly constrains
their ability by dictating how banks should manage their inventory. This will reduce
the depth and liquidity of our capital markets.

Bank trading activities are what create market iquidity and enable the market to
provide an efficient clearing price. Without these activities, markets rake a giant step
backward toward individually negotiated bilateral ‘deals’. Investors would no longer
be willing to risk their capital in securities that in exigent circumstances would have to
be sold at fire sale prices.

The Chamber submirted 14 letrers” to the regulators and other agencies to raise
our concerns with the Volcker Rule. Those concerns highlighted process irregularities
especially the failure to conduct an cconomic analysis subject to public review and
conduct, and sought post-promulgation action to address adverse consequences with
trust preferred securides (“TRUUPS”) and collateralized loan obligations (“CLOs”).
In summary the Chamber expressed seven major concerns regarding the Volcker Rule
implementation proposed by the regulators:

1) The Chamber was concerned how the Volcker Rule proposals were released
and believed that comment process has been compromised as a result:®

2} The Chamber believed that setious issues and deficiencies exist with the
economic and cost benefit analysis used by the regulators;’

3) In releasing the proposed Volcker Rule, regulators failed to take into
consideration the adverse impacts the proposal will have on the ability of
companics to raise capital;

2 See comment letters of Ocrober 11, 2011, November 17, 2011, December 15, 2011, January 17, 2012, February 13,
2012, February 14, 2012, Apsil 16, 2012, November 16, 2012, September 25, 2013, November 7, 2013, November 25,
2013, December 4, 2013, January 14, 2014 and March 4, 2014 from the U.S. Chamber of Commerce to the regulators
and FSOC.

3 See October 11, 2011 letter from the CCMC to Treasury Secretary Timothy Geithner requesting that the Financial
Stability Oversight Council use its authority to reconcile differences in the various Volcker Rule Proposals issued by the
regulators; November 17, 2011 letter from CCMC to the regulators requesting a withdrawal and re-proposal of the
Volcker Rule because of the failure of the CFTC to issue its proposed rule in conjunction with the other regulators.

* See December 15, 2011 letter from the CCMC to the regulators citing flaws with the cost benefit and economic
analysis of the Volcker Rule Proposal, requesting that the proposal be submitted for enhanced economic analysis under
OIRA review, that it be considered an economically significant rulemaking and that the regulators coordinate these
efforts under Executive Orders 13563 and 13579. This letter also requested that the cumulative impact of other
initiatives, such as Basel 11, be tken into account when determining the sconomic impacts of the Volcker Rule
Proposal.
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4) The Volcker Rule will force commercial companies that own banks to build
and maintain complhance programs though they have never engaged in
proprietary trading;

5) The Volcker Rule creates ambiguity as to permissible matket making and
underwriting, thereby increasing risk and reducing liquidity for companies;

6) The Volcker Rule places the American economy at a competitive
disadvantage and may in fact violate cxisting trade agreements; and

7) The Volcker Rule Proposal may endanger infrastructure projects and the
businesses that work on them by impacting the ability of State and
Municipal governments and agencies to raise capital.

Issues before the Promulgation of the Volcker Rule
a. Failure to Perform an Economic Analysis, Chamber Survey of Members

In proposing the Volcker Rule the regulators did not conduct an economic
analysis. The OCC issued an economic analysis over 4 months affer the Volcker Rule
was promulgated, finding that the costs to 46 OCC regulated institutions could be as
high as $4.3 billion dollars. Despite the Chamber’s request, as is discussed in greater
detail below, the regulators did not study the impacts of the Volcker Rule upon the
broader business community nor was it treated as a major rulemaking decision.

An economic analysis of the costs and bencfits of a proposed regulation on
those affected by it is a critical tool in a regulator’s tool box.> Cost-benefit analysis
provides discipline to rulemaking so that rules are narrowly tadlored to the problem
they are designed o address. It also encourages the consideration of less cosdy
alternative approaches.

An agency’s fatlure to undertake cconomic analysis is more than a missed
opportunity. The lack of adherence to express congressional instructions to consider
cettain costs and benefits is itself a violadon of the Administrative Procedure Act, and
it increases the possibility that the resulting rule will be found arbitrary and

e w . . o »
capricious.” For example, in 1996, Congress amended the Securities Exchange Act to
require the SEC to consider a proposed rule’s economic impact on efficiency,

® See Paul Rose and Christopher J. Walker, The Lmportance of Cost-Benefit Anafysis in Financial Regulation, U.S. Chamber of
Commerce (2013).
6 See 5 US.C. § 706(2).
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compettion, and capital formation, in addition to its preexisting duty to consider the
impact on investor protection.” In the years that followed, the SEC failed to take that
mandate seriously, often claiming in a perfunctory way that it had “consideted” the
costs and benefits of a proposed rule and thus satisfied the statute even though it did
not publish its analysis. It was not until a series of decisions by the United States
Court of Appeals for the District of Columbia that the SEC began to undertake and
publish its economic analysis when it proposes a rule.”

Despite the clear language of the Riegle Community Development and
Regulatory Improvement Act of 1994 (the “Riegle Act”), the banking regulators did
not perform an economic analysis of the Volcker Rule. Like the SEC, the Federal
Banking Agencies are required to consider the costs and benefits of their proposed
rules, albeit with respect to different metrics. Section 302 of the Riegle Act provides:

lijn determining the effective date and administrative
compliance requirements for new regulations that impose
additional reporting, disclosure, or other requirements on
insured depository mstitutions, cach Federal banking
agency shall consider, consistent with the principles of
safety and soundness and the public interest: (1) any
administrative burdens that such regulations would place
on depository institutions, including small depository
mstitations and customers of depository institutions; and
(2) the benefits of such regulations.”

In implementing the Volcker Rule, which is designed to minimize the risks of
proprietary trading on the federally insured deposits of a financial institutions, the
banking regulators failed to undertake a legally mandated a cost-benefit analysis
required of a proposed rule that may negatively impact the insured depository
mnstitutions that the rule is intended to protect.

715 B.S.C § 77b(b) ("Whenever pursuant to this subchapter the Commission is engaged in rulemaking and is required
to consider or determine whether an action is necessary or appropriate in the public interest, the Commission shall also
consider, in addition to the protection of investors, whether the action will promote efficiency, competition, and capital
formation.”); accord 15 U.S.C. § 78¢(f) (same); 15 U.S.C. § 802-2(c) (same); 15 U.S.C. § 80b-2(c) (same).

# See Bus. Roundtable v. , 647 F.3d 1144, 1148 (D.C. Cir. 2011) (chastising the SEC *“for having failed once again—
as it did most recently in American Equity Investment . . . and before that in Chamber of Commerce—adequately to
assess the economic effects of a new rule”); Am. Equity Inv. Life Ins. Co. v. SEC, 613 F.3d 166 (D.C. Cir. 2010);
Chamber of Commerce v. SEC, 412 F.3d 133 (D.C. Cir. 2005).

*12 US.C § 4802
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On December 15, 2011, the Chamber wrote to the regulators asking that a cost
benefit analysis of the Volcker Rule be undertaken for public review and comment,
"The Chamber letter requested that the Volcker Rule:

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

e Be considered an economically significant rulemaking and the public
provided with a qualitative and quantitative analysis of the impacts upon the
economy as required by the Unfunded Mandates Reform Act of 1995
(“Unfunded Mandates Reform Act™);

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

s Be considered in the context of other initiatives, such as Basel 111, and other
pertinent Dodd-Frank Act rulemakings, when determining the economic
impacts

This letter also included a survey of Chamber members demonstrating the
impacts of the proposed Volcker Rule upon non-financial businesses (see appendix
A). The letter stated in part:

While much of the focus of the Volcker Rule Proposal has
been on financial institutions, there are significant costs to
non-financial companies that have not been contemplated
by the regulators. To llustrate these impacts, included as an
appendix to this letter is a survey that uscs 2010-2011
histotic data, of select US. financing companics that
provide services for non-financial businesses. It appeats
that the Volcker Rule will impose at least a five basis point
increase in bid-ask spreads. In a confidential survey of five
large U.S. borrowers, it estimates that under the Volcker
Rule Proposal increase in the bid-ask spreads will be closer
to 25-50 basis points increasing lending costs from between
$742 mllion and $1.483 billion. In reviewing Volcker Rule
impacts upon potential lending strategies for smaller less
frequent borrowers, hypothetical scenatios suggest an
increase in bid-ask spreads will be closer to 50 and 100

9
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basis points leading to increased lending costs of between
$106 million and $211 million.

Also, 1n discussions with our membership it appears that
there will be an impact upon switching transactions—the
process whereby a financial institution buys back some of
an issuer's older bonds as part of the process for a new
issuance. For example, a 10 basis point increase caused by
the Volcker Rule would increase the costs of switching
transactions by $2.8 million per billion while a 50 basis
point increase would drive up costs by neatly $14 million
per billion.

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

These discussions with our members provide a snap shot
of potential costs facing non-financial companies because
of just one provision of the Volcker Rule Proposal. Other
provisions will also markedly affect liquidity in the financial
markets and will increase the costs associated with raising
funds for both financial and non-financial firms throughout
the economy.

Had the regulators conducted such an analysis and heeded the information
the Chamber provided, some of the consequences of the Volcker Rule and other
regulations currently interacting with it may have been avoided.

b. Chamber Study: Consequences of the Volcker Rule

In 2012 the Chamber also released a study, The Economic Consequences of
the Volcker Rule (“Thakor study™), authored by Professor Anjan Thakor of the Olin
School of Business, Washington University in St. Louis. {Attached as Appendix B).
The study had four major findings:

1. The Volcker Rule will have a negative effect on market making and liquidity
provisions for many securities.

10
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o

The Volcker Rule will reduce network benefits of market making for
financial mstitutions and businesses.

3. The Volcker Rule is likely to lead to higher costs of capital for businesses
and potentially lead to lower capital investments by borrowers creating
greater potental focus on short-term investments.

4. The Volcker Rule will make bank risk management less efficient, adversely
impact the structure of financial institutions and harm the ability of
businesses to raise capital.

The Thakor study found that financial firms were expected to retrench their
market making activities away from smaller issuances. Businesses were expected to
find a lower level of financial setvices activity and less liquidity, Market makers in
securities operate in networks and any retrenchment will harm the general network
benefits that all for the sale of securities. The reduction of those network benefits
would be felt even if other non-Volcker regulated entities undertook market making
activities. Reductions in liquidity and regulatory uncertainty will lead to higher costs
of capital. Thetefore, capital expenditures by businesses are of a shorter duration for
a quicker payoff. Failure to have longer-term capital investment could lead to jobs
loses. By artificially constraining the instruments a financial firm may hold, banks may
have to accept more risk or operate with more cash. This will harm the diversification
of financial firms and harm the ability of businesses to raise capital.

Unfortunately, many of the findings of the Thakor study are coming to fruition
as the Volcker Rule has become fully operational.

Issues Arising Since the Promulgation of the Volcker Rule

In 2016, the Chamber released a survey of more than 300 corporate finance
professionals. The report, Financing Growth: The Impact of Financial
Regulation (“Survey”), (attached as Appendix C) found that 79% of treasurers felt
that financial services regulation had impacted their business. One-third of treasurers
expect the regulatory impact to worsen over the next three years. Treasurers believe
that current and pending regulations will make their cash flow and liquidity operatons
mose challenging. One third of these companies are being forced to take
unanticipated steps in response to regulatory challenges and businesses are being
forced to pass the impact of those costs on to their customers. This survey also

11
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found that businesses had dramatically reduced the number of financial insttutions
they have used since 2013.

Treasurers stated that the regulations most negatively impacting them were the
Volcker Rule, Basel T, SIFI regulations and SEC money market fund reforms.

In previous testimony the Chamber warned that one of the responses to the
Volcker Rule would be an increase in the cash reserves that American businesses feel
compelled to hold. American businesses have tradidonally benefitted from liquid
financial markets that enable them to put capital to work rather than holding
excessive, dormant reserves. It has given American businesses a competitive
advantage over their counterparts in the European Union. Recent regulatory
developments have forced American businesses to take more of a European Union
approach to finance. While U.S. cash reserves have not hit the ratios held by their
European counterparts, U.S. corporate cash reserves rose by $100 billion since the
Volcker Rule has been implemented. Cash at the S&P 500 has risen by over 50%,
hitting all-time highs since the Dodd-Frank Act was passed.

Lven though corporate bond issuances have increased, bond market liquidity
has decreased with fewer dealers and less market making activity. This has led to
unexplained stresses in the marketplace. A 2016 CFA Institute found that over a five
year period liquidity in high yield investment grade corporate bonds had decreased,
there were fewer dealers in the market place, there has been an increase in the dme
needed to execute a trade, trades are smaller in volume and there was an increase in
unfilled orders. The CFA study also found that no liquidity issucs existed for
government bonds.

A 2016 Federal Reserve study (attached as Appendix D) looked at stress events
in the corporate bond market. This study found that bond dealers regulated by the
Volcker Rule had changed their behavior by decreasing their market making behavior.
Because those dealers make up the preponderance of the marketplace, the Volcker
Rule was found to have caused less liquid bond markets during times of stress.

Accordingly, businesses are forced to deal with a longer time hortizon in
meeting their needs and use a more inefficient marketplace which also creates the
incentive to use alternative means of financing including the use of cash reserves.
This also has an impact on the overall economy as less cash is deployed for
productive purposes.

Many of these issues may have multiple causes, but the Volcker Rule is
undoubtedly a contributory and exacerbating factor. In failing to use evidendary tools

12
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available to them to write the regulation, financial services regulators missed the
opportunity to discover these problems before the rule was implemented. That is why
the Chamber proposed using the conformance petiod as a time to “war game” these
issues. Unfortunately, this was not done.

These impacts of the Volcker Rule as still working their way through the
system and there is time to fix them.

Chamber Recommendations

The confluence of the Volcker Rule and other uncoordinated rule-makings
such as those implementing Basel I11, the risk retention provisions of the Dodd-Frank
Act, systemic risk policies and money market reforms have created stress within the
financing mechanisms for businesses. Financial firms now must deal with complex
compliance structures that make the deployment of capital either more difficult or
more expensive. For smaller companies, certain financial products or services may be
unaffordable or altogether unavailable.

While the Chamber still believes that the Volcker Rule should be repealed, we
also recognize that there are those who would like to see some form of the Volcker
Rule remain in place. Additionally, we must have a better and clearer understanding
of these major initatives and how they interact with each other. Simply put, the
Volcker Rule cannot be viewed in a vacuum; it must also be viewed in conjunction
with other major rulemakings.

Accordingly, the Chamber recommends the following as a threshold to
determine if an outright repeal of the Volcker Rule or a modification of it is the right
course of action:

1. Conduct an cconomic analysis of the Volcker Rule to include the impacts
on business financing as well as the consequences for financial institutions.
It is important that the regulators understand how the Volcker Rule is
affecting the customers of those financial firms. This analysis should also
factor in the influences that the Volcker Rule may have on economic
growth.

SV

Conduct an analysis of major regulatory initatives undertaken since the
financial crisis to determine how they interact with cach other and the
economic consequences of those actions. This analysis should include, but
not be limited, to: the Volcker Rule, risk retention rules, money market fund

13
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regulations, Liquidity Coverage Rato Rule, Net Stable Funding Ratio Rule,
Total Loss Absorbency Coverage Rule, the Foreign Bank Operations Rule
and capital rules and other rules promulgated under section 165 of the
Dodd-Frank Act. ,

3. Pollowing these studies, the regulators should report to Congress if the
Volcker Rule and others should be repealed outright or amended.
Regulators should then proceed with appropriate rulemaking to achieve
those goals.

4. Congress and the Administration should take steps to ensure that banking
regulators conduct an economic analysis with all rulemakings as required
under the Riegle Act and the Administrative Procedures Act.

Conclusion

T appreciate the opportunity to appear before the subcommittee on such an
important topic. The Volcker Rule, though well intentioned, has harmed the ability of
non-financial businesses to operate and grow. These adverse impacts are exacerbated
when combined with other initiatives. Additionally, the manner in which the Volcker
Rule was written demonstrates flaws in the rule-writing process. Indeed this is an
example of why a data driven, evidentiary based, transparent rule-writing process is
needed to achieve the goals outlined by Congress in the least burdensome manner
possible.

Our recommendations are common sense solutions to get the facts necessaty
to determine the path forward—repealing the Volcker Rule or at the very least a
holistic and wholesale revision of the Volcker Rule as well as Basel IT1, the risk
retention rules, systemic risk policies, the Foreign Bank Operations Rule and money
market fund reforms. Such an exercise can develop policies that will promote both
financial stability and economic growth. We look forward to working with all parties
and stakeholder in achieving those goals.

I'am delighted to discuss these issues further and answer any questions you
may have.
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EXECUTIVE SUMMARY

This paper provides a fairly extensive analysis of the potential economic consequences of
the Volcker Rule, which is a part of the Dodd-Frank Wall Street Reform and Consumer
Protection Act {(IDodd-Frank).

his rule puts restrictions on bauks ability to engage in

private equity and hedge fund activities and to engage in proprietary trading, some of

which may even be related to market making activities. The analy veals that these

restrictions will ad ¢ affect bank customers as well as banks.

First, the Volcker Rule will have a negative effect on market making and
Hiquidity provision for rany securities. The Volcker Rule will induce banks

to vetrench more {rom marker making in smaller and riskier securities where large and
unexpected supply-demand shock:

are more like

v. thereby reducing market making in the
very securities where it is most valuable. The securities issuers and the investors will feel

There will also be other adverse consequences for bank customers. They will experience

a fowered vakie of financial services provided by banks, Jess liquidity for the securities thag

banks

ue, and more distorted prices of bank securities that remain distorted for longer
than before. Moreover, bank customers are also likely to be forced to record mark-to-
market losses on the securities that they hold.

Second, the Voloker Rale will reduce the network benefits of market
making for financial {astitutions and busine

5. Market makers in securities
operate in networks, and the retrenchment of banks in market making will reduce the
value of the network even if unregulated {(non-bank) entities move in to fill the vacuum
created by the exit of hanks. This will eventually hurt bank customers.

Third, the Volcker Rule is likely to lead to higher costs of capital for
businesses and potentially lower capital investments by these borrowers,
along with a pos;

ibly greater focus on riskier or more short-term-~
ortented investments. Due to reduced liquidity and greater perceived regulatory

uncertainty, borrowers will be confronted with higher costs of capital. This is likely to

reduce aggregate investment and also make riskier investments more attractive. Moreover,

firms will find it more attractive to invest in projects that pay off faster. The reduction in

aggregate

pital investment may

150 canse significant job losses,

www.CenterforCapitalMarkets.com | Paget
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Fourth, the Volcker Rule will make bank risk management less effictent,
and will more broadly adversely impact the structure of financial
institutions, harming the ability of businesses to raise capital. By artificially
constraining the security holdings that banks can have in their inventovies for market
muaking or proprietary trading purposes, the Voleker Rule will make bank risk management
less efficient, forcing banks to cither accept more risk or operate with more cash, Moreover,

ervices business model of banks, and

it may adversely impact the diversified-financial-s
ore affect the extent to which banks and capital markets co-evolve in a mutaally

beneficial manner.

Although the main goal of the Volcker Rule—to reduce overall risk in banking and Hmit
the exposure of taxpayers who insure these institutions—is laudable, it is believed that
this goal can he achieved with greater efficiency by making judicious use of capital and

liguidi quirerents.

Page 2 | THE ECONOMIC CONSEQU
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INTRODUCTION

In the wake of the 2007-09 financial crisis, there has been a grear deal of interest in imposing
ies of banks to ensure that they do not engage in risky activities that may increase

restrictions on the acy
the fragility of the financial system. On July 21, 2018, the Dodd-Frank Wall Street Reform and Cansumer

Protection Act was enacted to put in place sweeping new regulatory changes in the financial services
a section (§619) that imposes restrictions on the proprietary trading

Frank was
This section has came to be known as the “Volcker Rule” The

industry. Included in Dodd-

activities of baunks and their affiliates
principal objective of this paper is to examine the economic consequences of the Volcker Rule

The Volcker Rule

The Volcker Rule profiibits
1) Spousoring, or investing in, a hedge fund, private equity fund, and other types of privately
.

any banking entity, including bank affiliaces, from—

md pooled investment vehic

offered funds
eptions: Funds that are organized or offered by banks are exempt from this prohibition, as

long as
The bank owns no more than 3 percent of the fund;

.
*  No more than 3 percent of the bank’s Tier-One capital is invested in the fund: and
¢ Other requitements are satisfied that pertain 1o the name of the fund, and affilated

transactions.
hore-term trading (the purchase and

raging in propriciary trading, which is defined as
sale of financial instruments) with the intent w profit from the difference berween the

purchase and sale pric

evapt from this prohibition are trading activities—

eptions.

« In municipal bonds, if they are issued by a state, county or political subdivision (such as
a municipality)y’

*  In connection with “market making”;

Ins connection with certain hedging activities intended to reduce risk; and

*  Conducted on behalf of customers.

These include venture capital (V) funds, veal estate fands, structured finance vehicles, and some spe;

purpose vehicles (SPV used in project fnancing.
In it current form, the Volcker Rule would mor exempt debt fssued by an agency of a state or political subdivi-

2
sion. According to Thomson Reuters, municipal securitics issued by agencies and authorities represented
securities issued in 2011 by principal amount. Much of this

41.4 percent of the total number of muonici
e schools, roads, bridges. water systems, and other infrastracture projecss (see Polsky

of 4 farge portion of the municipal bond market.

debt was tssued o fin
{2012)). Thug, the Volcker Rule could atfect the Hguidivy

www.CenterforCapitalMarkets.com | Page 3



1t is worth noting that market making is proprietary trading that is designed to provide
“immediacy” to investors. One of the goals of market making is to provide liquidity for mvestors, so that
they can be assured of trading at prevailing market prices rather than being concerned about moving
the price adversely as a result of their own trade. A market maker can facilitate this sitnation by wading
out of its own inventory of holdings of that security, rather than relying solely on a concurrent opposite
transaction by another investor to execute the trade.

Banking entities are required to be in compliance by the end of the Volcker Rude’s effective dage.
The rule itself will come into force in July 2012, but the ultimate compliance date is anticipated to be

three to four years from the bill’s enactment date of July 21, 2010, with the possibility that the Federal

Reserve will issue further extensions.” Several federal agencies, including the Federal Reserve, other federal
banking agencies, the Securities and Exchange Commussion (SEC), and the Commodity Furures Trading

jon (CETO)Y
the Volcker Rule, These agencies will determine the details related to the implementation of the market

Commis

,are currently engaged in writing the specific rules by which they will implement

making exemption.

A Historical Perspective on the Origins of the Volcker Rule

In assessing the econontic consequences of the Volcker Rule, it is useful to be cognizant of the

historical roots of such proscriptions and understand both why they were first adopted and why they were

later dismantled. This section provides @ brief economic perspective.

In 1933, the Se
months of President Franklin 2 Roosevelts New Deal The Glass-Stea

curities Act of 1933 and the Glass-Seeagall Act were enacted within the firse three

all Act provided for the legal and
regulatory separation of commercial banking from investment banking (including securities underwriting,

market making, and other capital market activities) and insurance. This created a US. banking model
nking” model in many other countries in the world, most

call Act w.

that was quite distinct from the “universal

notably those in Europe. One of the principal goals of the Glass-Stes s to ensure that the US

banking industry, which had just been provided with federal deposit insurance, would be safe and sound

and protected from “non-banking” capital market risks. The idea was that federal deposit insurance ereated

a contingent Hability for ULS. taxp:

ers, mechanisms had to be in place to contain the size of this labiliry

One such mechanism was the adoption of restrictions on the permissible activities of insured banks, and the

exclusion of mvestnient banking and insurance from the permissible set was such a restriction,

In addition to other factors, the Glass-Steagall restrictions were remarkably successfal in ensuring

the safety and soundness of American commercial banking.” One of the cornerstones of the G

Steagall Act was the distinction between a foan and a seeurity.” Banks were allowed to originate/make
For

s both conceprually and

loans, but nor underwrite securities, whereas investiment banks were allowed to underwrite securities

numerous decades after the enactment of the Gl

steagall Act, this distinetion

3. See Chadbourne & Parke {2010},
4. The academic research on this subject has reached mixed conclusions, however, with some claiming that

there was no conflict of nterest in securities underwriting in the pre-Glass-Steagall o for example,
Puri (1996), and Kroszner and Rajan (1997).

X See Greenbaum and Thakor (2007).
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operationally useful. However, in the 1980s and 19905, sccuritization emerged as 2 major force in banking,
Seeuritization s a process whereby a pool of illiquid assets like mortgages or credit card loans {receivables)
are pooled together in a portfolio and placed in a trust, and then claims are issued against this pertfolio that
are sold to capital market investors.* These claims are given ratings by the credit rating agencies, are traded
in the capital market and have market-determined yields.

Securitization, which has been hailed as one of the landmark financial imnovations of the twentieth

century, has grown rapidly be irst, it allows banks

cause 1t generates widespread economic benefins
o diversify more effectively across various sectors of the cconomy by purchasing chims against loans
originated by other banks and selling off some of their own loans. This facilitates the management of credit

risk by banks. Second, securitization cot securities, thereby
reducing banks’ bquidity risk. Third, it shifts part of the funding of loans from depositors to capital-market

in a liquid market. Tt

illiquid loans into liguid trade

is reduces the

mvestors who are able ro avail themselves of rading opportunities
cventual cast of financing these loans from the sandpoint of banks, which consequently reduces borrowing
costs for bank customers. Fourth, as a result of lower financing costs and wmproved liguidity banks are able

o profitably provide credit access to credit seekers who were previously excluded from receiving bank

credit.” Because of these economic benefits, sceuritization grew both in volame and scope, and by 2005 the

market for asset-backed securities had grown to almost $2 trillion (Figure 1).°

1,500

1,000

Billions of Dollars

500

o 4 : o . B
1995 1996 1997 1998 199% 2000 2001 2002 2003 2004 2005

Year

Sosrce: Greenbaum and Thakor (2007).

& See Chapter 9 in Greenbaum and Thakor (2007).
7. See

See

ang and Thaker (2010) for a detailed anal situation.

hapier 9 in Greenbaum and Thakor (2007).
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One of the consequences of the rise of securitization was that it blurred the boundary between

s and securities. Because securitization is a process of converting loans info securities, banks were

Toar
effectively involved in the process of securities underwriting when they were participating in securitizagion.
-Steagall Act seemed

Vet, rolling back securitization just to stick to the "letter of the law” of the Gl

cconomically silly in light of all of the previously discussed economic benefis. Thus, during the 1980s
(especially after 1985, when US. commercial banking truly embraced securitization) and the 19905, the

industry gradnally but inexorably eroded the de facto, although not de

economics of the Hnancial servi

mation and securities underv at the heart of Glass-Steagall.

iting that w

fure, separation between loan ori

Banks continued to play a pivotal and ever-increasing role in not only originating the various loans that
were securitized but also in making a market in the claims against loan pools that were sold to investors.

To g large extent, this relentless weakening of the separation provisions of Glass-Steagall was a

the financial services

direct consequence of market forces and the underlying shift in the econom
entually, the Gla

industry, rather than lobbying efforts or political forces. Ev Steagalt Act was formally
dismantled in 1999 with the passage of the Gramm-Leach-Bliley Act, also called the Financial Services
Steagall Act, and authorized bank

holding companies and foreigp banks that meet eligibility criteria to become financial holding companies,

Modernization Act. This act repealed Sections 20 and 32 of the Glas

thus allowing them to engage i a broad range of financially related activities.”

The Volcker Rule attempts to bring the situation “full circle,” in a manner of speaking. The
Steagall Act," but it does revive some of its features through

Dodd-Frank Act does not re-enact the Gla Re
limitations imposed on the ability of commercial banks and affiliated companies to engage in trading

“unrelated to customer needs” and iovesting in and sponsoring hedge funds or private equity funds,

Summary

With this backdrop, this report examines the potential implications of the Volcker Rule for banks

and their customers, The main conclusions, as presented in the Executive Summary, are that the Volcker

Rule has patensially significant cconomic consequences, Te will adversely affeet market making and

Tiquidity provision in the financial market. Borrowers {(1e., bank customers) will have Tower market liquidity

for their securities, higher financing costs, possibly diminished credic eeess, Jower overall investments, and
potentially Jower employment. For regulators interested in the safety and soundness of the financial system,
it is likely that the activities that banks will be forced 1o give up will migrate to the unregulated segment
of the finaneial services industr

veduction in market making will impede risk management, obstruct the ability to signal the quality of the

and possibly Jead 1o 2 perverse increase in overall risk. For banks, the

loans they have securitized, reduce the value of financial services offered to customers, adversely tmpact the

“business madel” of banking, and possibly bamper the economically-beneficial co-evolution of banks and

financial markets.
The rest of this report is organized as follows. Section IT examines the impact of the Volcker Rule
on the economic functions of market making and liquidity provision. Section HI exanunes the potential

Services Modernization Act and was

9 The merger of Citicorp and Travelers accurred before the Financh:
conditionally approved by regulators in anticipation of the Act.
10, See the discussion in Carpenter and Murphy {2010).

Page 6 | THE
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impact of the Volcker Rule on bank customers. Section 1V examines the impact of the Volcker Rule on
banks. SectionV makes the point that the Volcker Rale 15 not being contemplated in a regulatory vacuurm,

as numerous other regalations may amplify some of its potentally significant deleterious effects. This

section also includes a discussion of alternatives to the Volcker Rule for containing bank risk, such as capital

requirements. Section VI contains concluding thoughts.

www.CenterforCapitalMarkets.com | Page 7
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POTENTIAL IMPACT OF THEVOLCKER RULE ON
MARKET MAKING AND LIQUIDITY PROVISION

-t of the Voleker Rule on market making and liquidity provisions,

In evaluating the potential tmpa
this section is organized in three parts: the economics of market making and liquidity provision, the

network effect in market making, and the likely impace of the Voleker Rule on market making.

The Economics of Market Making and Liguidity Provision

Market makers serve an important economic function in securities markets, and proprietary trading
in securities allows banks to be market makers in a variety of securities.’ Market makers handle most of the

trading in government bonds, municipal bonds, and corporate bonds, over-the~-counter (QTC) derivatives,
currencies, commodities of various sorts, mortgage-backed securities, and equities traded in large blocks.
Market making is an important part of ensuring that there is a liquid market in the security. An investor
who wants to sell 2 security can call 2 market maker, who would then purchase the security immediately on
y an investor who wishes to purchase a security can call

its own account and add it to its inventory. Similarly
a market maker, which would then take the security from its own inventory and sell it. This provides two
valuable economic functions. One s “immediacy™ as a buyer of a security, I need not wait for a seller to

come along right away for the transaction to be expeditionsly executed, and as a seller I need not wait for

a buyer to appear vight away. The market maker serves as an intermediary to make this happen. The other

economic tunction is liquidity, which refers to the ability to purchase or sell or security without moving
the price agaiost you (Le, if you are placing a purchase order, the price does not rise much, and if you are
placing a sell order, the price does not fall). It is the market maker} execution from its own inventory that
helps minimize the price impact of individual trades.

This discussion poines ont an important difierence between 3 broker and a sarket waker, A broker

simply matches curitics, whereas 2 market maker absorbs supply and demand

imbalances at any poine i time through its own inventory, thereby placing its own capital at risk. Thus,

buyers and selless o

y rading imposed by the Volcker Rule does not apply to purchases
in connection with their underwriting.

11, The gener
ar sales of “covered fimanei

However, numerous requirements have to be satisfied in order to qualify for this axemprion, inchuding the re-

probibition on proprieta

positions” by covercd banking enti

sriction that underwriting activities be “designed not te exceed the reasonably expected near term demands

stomers or counterparties.” Thi

viction limits the inventory holdings of underwriters, which
¢ raded market, an
or now, it is usefud to note that infrequent trading is a note-

of clients, o

ue that will

then compromises the ability of underwriters to provide liquidity in a thin

be discussed in greater depth in this report.
worthy characteristic of this market——more than 90 percent of municipal securities do not rrade on 3 given
Ihis means that much of

day and mose than 90 percent do not trade i a given month {see Polsky (2012)
the municipal trading in its current form may ful to qualify for the proprictary-trading exemption from the
Volcker Rule. This may have significant adverse consequences d liquidity in chis ma
Treasuries, federal

nd certain types of state and

The Volcker Rulde exempts currencies, U

municipal bonds. See Duffie (2012}, However, as discussed eadier, the exemption will fail to apply to 41.4

percent of che municipal bond market,

HONOQMIC S OF THEVOLCKER RULE
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a market maker is « “qualitative asset transformer”™ (QAT).V This QAT function is important because an
nvestor always faces uncertainty about how many other investors are prepared to bid competitively for his
rade. The investor is therefore willing to offer a (small) price discount to the market maker in order o hawe

his rade execured expeditiousty and without significant (adver

price impact.

The vast majority of OTC transactions are conducted with market makers. Almost all bond trading

is conducted in the OTC market. This includes corporate bonds, municipal and US. Treasury bonds, and

sovereign bonds issued by foreign governments. Also, the majority of the outstanding national amount of

derivatives is traded in the OTC market. Thus, market makers provide tmmediacy for many securities that

are not traded on organized exchanges. Although exchange-traded assets also have the benefic of immediacy,
there is the potential for an adverse price impact for large trades, and this price impact grows larger with
the size of the trade. A market maker can often handle large block wades with a smaller price impact.

In practice, there is considerable heterogeneity in the demand for immedizey from customers.

LAs

of the common shares

Duffie 2012) provides some indication of how large a role a markee maker can play in 1 parteular stoc
y US. dollar invento:

an illustration, he provides information about the acrual daj ¥
of Apple held by a particalar broker-dealer during a contiguous period from 2010 to 2011 These data show
) percent of the way

that the market makers inventory of this security reverts, on average, approximately 20
toward normal each day, implying approximately a three-day expected half-life of inventory imbalances.

The data also reveal substantial cross-sectional heterogeneity across individual equities handled by the same

market maker, with the expected half-life of inventory imbalances being the highest for (least hauid) stocks
with the highest-bid-ask spreads and the lowest trading volume,

e banks tend to be most prominent as market makers for securities where trade frequency

is relatively Jow and wade size relatively large. These are the securities for which issues of immediac

wuch as lower-rated bonds and eredit default swa

fiquidity are likely to be most pressing,
reports an individual broker-dealer’s positions in an investment-grade corporate bond, showing that the
market making function caused this broker-dealer’s inventory to become negative. An indication of the
e bond market is that the expected half-life of inventory imbalances
012), the

poteptial Mliquidity in the corpors

is typically mouch Jonger than that for a typical stock. In the illustration provided by Duffie (21

expected half-life of lnventory imbalances s about two weeks.™
Like other QAT activities, market making imposes visk on the market maker. This risk stems
may fall, or prices may rise when its inventaory is

from the fact that the prices of securities in its inventor

negazive. This risk is absorbed by the market makers capital, and the higher the amount of capital that the

market maker

the greater its ability to absorb risk and hence the more valuable the market-making

function for investors.

13. See Greenbanm and Thakor (2007},
I£S Another indication of potential illiquidity in the absence of market makers is low tradin
Goldstein, Hotchkiss, and Sixri (2007) examine BBB-rated corporate bonds and find that the fraction of

frequency:

days om which a bond was traded on average was 26.9 percent. Bao, Pan, and Wang (2011) examine more

actvely~graded bonds and find that, across all market makers, these bonds v aded ou average 174 tmes

per month,

www.CenterforCapitalMarkets.com | Page ¢
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Like any other risk bearer in the economy, the market maker needs to be compensated for

bearing this risk. The greater the inventory risk faced by the market maker, the bigher the expected return

{compensation) that the market maker needs. This expected return s not only compensation for bes

mg
risk, but also an implicit reward for the specialization skills that the market maker develops as it fearns about
indicators imply about the pos

changes in market conditions and what early ible directions of future price

moves. Thus, a market maker can profit by anticipating when it makes sense o let its inventory diverge
substantially from a “aarget” or “normal” Jevel in order to provide inumediacy to a client who wishes to

pla

¢ a large buy or sell order for a security. For example, the market maker may anticipate that a security’s

price is likely to fall in the future, and may thus be willing to satisfy a large purchase order at the current

price even though it makes the market maker’s inventory i that security negative.

The market maker’s willingness to absorb supply and demand imbalances in exchange for earnir

&
a compensating return produces economic benefits, which hive been discussed in the extensive theoretical

and empirical research on this subject. Examples ave papers by Adrian and Shin

}; Brunnermelier
2010). The bas
message of this research is that, in the absence of market makers, the price impacts of trades would be

and Pedersen (2009); and Comerton-Forde, Hendershott, Jones, Moulton, and Seasholes {

bigger and more persistent. In a nutshell, iquidiey would be sigmificandy adversely impacred.

t Making

An interesting aspect of marker making highlighted by Bech and Garrate (2003) and Duffie (2012)
is a “network effect”’ A market maker in any security does not operate in a vacuum, Rather, in providing

immediacy, 2 market maker relies on being able to unwind its positions at opportune times by trading

with other market makers. These market makers may possess knowledge about impending orders from their

own customers that may induce them to make trades with a market maker that needs to do so i order

to rebalance its inventory. Thus, the existence of a network of market makers expands the capacity of any

individual market maker to provide immediacy

This netwaork is erncial in understanding the potential impact of the Volcker Rule. It has been

suggested that the loss of market making due to the exit of banks would not be problematic as others will

rush i to All the vacuum. Although such roarket-making replacements may occur, the network effect
indicates that this is unlikely to be without economic consequence.

Who are the major members of this network? Table 1 provides data on the banks that would be
affected by the Volcker Rule.

I’agc HE O THE ECONOMIC CONS
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! Bank of Nova Scotia Dala Capital Markets Americas Mizuho Securities (USA}
Barclays Capital Deutsche Bank Securities Morgan Stanley & Co,
BMO Capital Markets Gotdman, Sachs & Co. Nomura Securities International
BNP Paribas Securities HSBC Secarities (USA) RBC Capital Markels
Cantor Fitzgerald & Co. 1P Morgan Securities RBS Securities
Citigroup Global Capltal Markets Jeffries & Company SG Americas Securities
Credit Suisse Securities {USA) Merrill Lynch, Pierce, Fenner & Smith | UBS Securities

Soserce: Federal Reserve Bank of New York and Oliver Wyman (2011).

Impact of the Volcker Rule on Market Making

n though market making is meant to be exerapted from the Dodd
agencies will indeed inhibit

nk prohibition of

&
proprictary trading, it appears that the rule writing process of the regulatory
market making by banks in a way that is Hkely to be disruptive for market Hquidity. Dodd-Frank requires
regulators to make a distinction between trading activities that are intended to serve market making
ich is guite

purposes and those that are prohibited. How does one go about making this distinction,” wh
Apparently, the intent is to use quantitative metrics to measure the risk taken

ditficule to make in practice?
by the market maker and use this measurement as an indicator of whether the proprietry trading was of
the prohibited form. For example, the Agencies drafting the final rule seare:

measurement woudd provide

o-reals

The Agencies expect that these rea risk and reperme:
information useful in assessing whether trading activities ave producing revenwes that are oot

sk taking that is being assumed, with typical market making related activities.

istent, in terms of

the degree o)

Further, it is stated:

< determive whether these activities imvolve profibited proprictary trading becawse the trading activity either is

or presents a material exposure fo high-risk ass

inconsistent with peymitied market making-relared activitie

or high-risk trading sirategies.

In a CNBC intorview with on January 9, 2012, Jamie Dimon said, "If you want to be trading, vou have w0

fave  fawyer and a pychiatrist siing next to yon determining what was your intent svery dme you did

something™

wiww. CenterforCapitalMarkets.com | Page 11



And then:

Significant, abnupt or inconsistent changes fo ey risk management measures, such as ViR, that awe incons

with prior experience, the experience of simdarly situated trading npits and management’s stated expectations

for such measures may indicate impermissible proprietary trading.
Regulators are also likely to use a host of metrics to reach their conclusions about whether
observed trading act

eitics should be classified as a market making or prohibited proprictary trading. These
include revenne-based nmicteics that measure daily trading revenues and profits compared with historical

revenues and profits fron total wading activity; revenue-to-ri
the bank generates and its earnings volatility relative to the ¢

k metrics thar measure the amount of revenue

s assumed; loventory metrics; and custormer
flow metrics.

It is unknown at this time whether the final rule will have this approach. I i doss, there are likely
to be serious consequences for the market muaking role of banks. Specifically, if these rules are iuplemented
in the manner discussed above, market makers will be able to deal with only moderate supply-demand
irybalances, and thus provide immediacy only in limited circamstances. Any market maker who “dares” to

step in and absorb relagvely large supp

y-demand imbalances for an expected return commensurate with
the risk taken is in danger of exhibiting an increase in market-making risk based on the proposed risk
metrics and an inc

se i profits that could signal that it had engaged in banned proprictary wading.
would therefore expose itself to regulatory sanctions or penalties. This will diminish the willingness of banks
to provide market making in precisely those situations in which 1t produces the greatest economic benefit,

namely for smaller, less liquid 1

that are most likely to be subjected to large unexpected supply-denand

swings and hence large imbalances for market makers.™ The withdrawal of banks from their current mar

making in many secarit

et

These effects will be

will have consequences for both borrowers and investors
discussed in the next section.

The retrenchment of banks from market making could also have difficule-to-anticipate

consequences, which could be as se

sre s some segments of the market freezing up. An example of such a

freezing up is provided by the reaction of credit rating agencies after the passage of the Dodd-Frank Act and
the subsequent market consequences. In 2010, the increased legal liability for rating agencies led Standard &
Poor’s (S&PF), Moody’s Investor Ser

had already obtained ratings—to re

os, and Fitch Ratings to ask some borrowers—including those who

ain from using their ratings. Since the SEC required these borrowers
to have ratings if they wanted to tssue debt securities, the market for Issuing asset-backed securities froze up

until the

agreed to temporarily waive the ratings

requirenent.

16. se is discussed at lengeh by Duffie (2012)
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IMPACT OF THE VOLCKER RULE ON BUSINESSES

A rigid implementation of the rale will affeet not only baoks but also thelr customers. This section

discusses the potential effects summarized in Figure 2

Effects on Customers of Banks

Reduced Markto b kf Distorted
educe ark-to-Marked Securi
V;ic:«er tiquidity Losses ety
uig
Higher Potentially Lower,
Cost of Riskier, and More
N Short-Term-Oriented
Capital Investments

Tt should be emphasized that the effects depicted above do not represent an exhaustive list. Because

of the interconnected nature of the financial market (see Thakor (2011)), it is difficule to predict second-

and third-order effects. The effccts shown in Figure 2 will be discussed in the following sections.

Reduced Liguidity

oretimes

Market makers provide liquidity by standing ready to absorb supply and demand shocks. 3
these shocks are idiosyneraric; that is, they arise from something specific pertaining only to the security

i question. At other tines, these shocks may be systemic, pertaining to marketwide events. Dutfie (2012)
provides an example of such a market-wide event—the deletion of some equities from the S&P 500 stock
index. An event like that can force both individual investors and institutions that employ index-tracking

If market makers are available

curities, often in large blo

steategies 1o sell their holdings of the deleted s

to purchase these securities and add them to their inventories,”” then the price impact of these trades will
be smaller than what it would be i the absence of these market makers. Moreover, without the immediacy
provided by market makers, it would ke longer for the prices of securities affected by such large trades
return to levels dictated by fundamentals,

17

in the hope of selling the securities at a higher price fater.

www.CenterforCapitalMarkets.com | Page 13
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This suggests that che Volcker Rule will affoct market liguidity in two ways. To understand this, it is
usefial to note that there are two dimensions of market iquidity: (1) the responsiveness of price to the order

1 affect both dimensions.

flow, and (2) the bid-ask spread. The Volcker Rule ca

When we think of price responsiveness, what is being considered 15 the extent to which an order of

des, the smaller the

ha

a particular size moves the price. The more liquid the market in whi ven security

price impact will be for any given trade. As discussed above, the availability of more market makers, including

bstanial capital to support their market-making activities, leads to &

large banks that are willing to conmit s
simaller price impact of trades because market makers are willing to “absorb™ trades by adding or subtracting
from their inventory. Thus, by reducing the number of available market makers, the Volcker Rule can reduce

S,

ligmidity in the sense thar the vades in any given security trigger bigger price mov

Now consider the second dimension. The bid-ask spread is the difference between the price at which

from the market ma

one can immediately purchase a securit er’s inventory and the price at which one

can sell the security to the market maker. The higher the bid-ask gpread, the Tower the liquidity. Thus, very

liguid instruments like money have no bid-ask spreads {unless one s dealing in foreign currencies), whereas

relatively illiquid investments ke houses have {2
retrenchment of banks from market making, the number of market makers in many securities will dechne,

se at least some

ity Jarge spreads. As the Volcker Rute will ca

leading to less competition. Standard economic reasoning would suggest that a consequence of this s likely
When bid-ask

ase for an asset, trading in that asset goes down. For instance, when the terms of the commission

sk spread on the house, it 15 considerably more

to be higher bid-ask spreads, and hence lower Hquidity across a wide spectrum of asset ¢l
spreads iner
paid to a real estate broker o sell a house is a part of the bic
arvractive financially to self the house if the conmmission is 1 percent than if it is

percent,

Thus, both dimensions of liquidity are likely to be adversely affected by the Volcker Rule, This effect

» derivatives markets, where market makers satisty abmost

will be potentially the greatest in the bond and OTC

all the demand for immediacy. Figure 3 summarizes the impact of the Volcker Rule on hiquidity.

& Price impact
= of Trades

i 3

Volcker E o
Rule R : Liguidity

-

& - BidAsk
© = Spreads
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What impact does reduced liguidity have on firms? Amihud and Mendelson (1986) have developed a

theoretical model that shows how liquidity affects asset prices. The model uses transactions costs to characterize

assets and investment horizons 10 characterize i

stors. Investors maximize the expected present value of the
cash flows their assets generate, including the costs of ransacting. In equilibrium, the expected return on an

o

a

and hence the cost of capital associated with that asset—-goes up a5 s transactions costs go up because
investors need to be compensated for bearing these costs and thus demand a higher return,

for maost assets traded i U

Now, one might say that the tmansactions costs or liquidity cos

£ capital
markets are not all that large, so why worry about a difficult-to-determine impact of the Volcker Rule on
these costs? Note, however, that an investor that is trading in 2 particular security will need to incur the
transactions costs associated with illiquidity {or more appropriately, partial liquidity) over and over agan.

Thus, these costs add up, and may resule in the investor demanding a pontrivial premium, Amihud and

Mendelon (2006) write:

While the ilfiguidity costs of a single tansaction. are low relative to the asset price (for most publicly paded

seewrities, it is @ fraction of u pewent), their cwmnlative effect on valse is large hecause they e incwrred repeatedly
1

jnerrred cuseently and T she futnre. A stock, for example, has fn infinite life, resulting in an infinite series of

over the speawrity's Tife. Thus, the impact of dliquidity costs should equal ar Trast the present value of all costs

ent valise can be substantial relative to the stock’s value.

transastion costs whase pr

This quote suggests that liquidity costs can be significant in the valuadon of 1 security.

Mark~to-Market Losses

Security prices, including bond yields, depend hoth on cash flow risk—as determined, for example, by

the extent to which the isuer’s fortunes exhibit co~movement with the broad market—and liguidity. Holding

everything else fixed, an fnves

or will demand 3 lower iquidity preminn, and hence be willing o pay a higher
price, for a more Hquid security than for a less ligquid one. To the extent that the presence of banks as market
makers enhances liquidity, the retrenchment of banks will diminish hquidity In response, yields on bonds and

expected recurns on seeurities in general will vise to reflece higher hiquidity premiums. Consequently, prices

will drop, which will Jead to immediate losses for investors who need to “mark to mar
Estimates of the size of these potential losses vary, and admittedly are sensitive to the measurement
d. The Obver Wyman (2011) stud; s to be $90-8315 billion, and it has

been eriticized for relying on csimates based on conditons during the depth of the recent financial crist

approach estirmates these 1o

The precise magnitude of these estimates is less important than the general principle that regulatory actions
that adversely impinge on market liquidity can impose losses on investors. What matters more than the
precise magnitude of these logses is the fact that investors now have a heightened awareness of the potential

impact of regulatory sncestainty on their wealth. With the soroke of a p

the ‘:{O\'C‘Tl]”](?lﬂ can ke actions
that impose immediate losses on investors, This s mor a diversifiable visk, 5o it is ressonable o assume that

indeed

investors will now increase the risk premivm they need to be compensated for this uncertainty. Tt is

a “double wharmmy™ for the issuers of securities—not only does the liquidity premium go up due to the

Volcker Rule, but so does the “regulatory uncertinty premium.”

www.CenterforCapitalMarkets.com | Page s
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Distorted Security Prices

When liquidity in a market goes down, security prices may remain distorted away from their

fundamental values for Jonger periods. Duffic (2012) provides an example from Newman and Rierson (2003),

who study the pattern of yield impacts around the time of a large corporate bond issue. The impact that is
studied 1s for the bonds of fums other than the issuer dhat are in the same industry as the suer. Specifically,
when a European telecom firm had a large bond issuance from 1999 through 2001, alf Ewropean telecom

firms experienced higher bond yields The behavior of yields through time was also interesting. The yields

iy

ed as the issuance date approached, and then recovered to normal levels, What determines the extent
of divergence from normal Jevels as well as the speed of adjustment back to normal is the market figuidizy 1f

market makers lower their visk Hmi

or the sizes of supply-demand imbalances they are willing to step in and

intermediate, the yield impacts of events fike Jarge security isuances will be greater™

Empirical evidence on this is provided by Mitchell and Palvino (2009}, who show how

significantly corporate bond yields were distorted during the recent financial crisis. Specifically, actual

corporate bond yields were much higher than those implied by the prices of the credit defandt swaps

oss a broad rar
teli-tale
was that capital levels were abnormally low at dealer banks. As a

written on these bonds, and this trend occnrred 2 of investment-grade and high-vield

bonds
for this wide spread during the cris

A widening of the yield spread in this manner is sign of liquidity effvets.™ The reason

consequence, even corporations issuing investment-grade bonds in Jate 2008 had 1o pay interest rates that
were 200 basis poines higher because of this market fricon.™

Such distortions will be exacerbated by the Volcker Rule, not only because of banks retrenching
from market making, but also because the incentives of individual traders involved in market making will

be affected ™ Implementation of the Voleker Rule will cause the compensation of these traders to resemble

that of brokera,

agents. Add this t the reputational risk of violating the regulatory market-making norms

that require market making to be relatively low ri

to qualify as permissible trading, and market makers are

likely to become highly averse to meeting demands for immediacy. Indeed, the propased metries to be used

in implementing the Voleker Rule will flag sufficiently highly profiable trades as impermissible proprictary

trading; since such trades v typically associated with meeting large demands for immediacy, individual

traders involved in market making are likely to shun them.

Higher Cost of Capital

The preceding discussion makes it ¢

r that the Volcker Rude is likely to increase the cost of eapital
for cotporations. The amount of the ncrease 18 notoriowsly difficult ta estimate, but the eftect on the cost of

capital will be manifested tn an increase e the cost of both debt and equity. Both costs will go up becawse of a

18, Evidence of marker makers operating in the inter-dealer network and redissributing supply and demand
is provided by Bech and Garrate (2003),

a credit default sw,

sentially an insurance contract against

pis

suer default on the bond, the implied
implied by the price at which the

bond yield reflects eredit risk, whereas the actual vield on the bond
bond i rrading) refleces both defande risk and liquidicy risk.
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higher liquidity premivm demanded by investors, as well as a higher premium for regulatory uncertainty. This
effect will be Jarger for smaller and viskier issuers, the very firms for which market liquidity matters the most.

Rasearch has documented that a decrease in Hquidity increases the cost of capital, as mentioned

cartier. Amihud and Mendelson (2006} use large-sample data to show how illiquidity, as measured by the

bid-ask spread on a stock, affects the expected rerurn of the stack and hence the firm’s cost of capital

{Figure 4). The authors tested the return-illiquidity relationship on NYSE-AMEX stocks from 1960 to
1980. They divided thei
portfolio they ranked the stocks based on each stock’s beta (a measure of the

samiple into seven portfolios based on their bid-ask spreads, and within each
isk of the stock, based on the

Capital Asset Pricing Model). Then they estimated the cross-sectional variation of the average return on
cach portfolio with the bid-ask spread. Figure § surmmarizes their findings.

Source: Amihud and Mendelson (2006},

www. CenterforCapitalMarkets.com | Page 17
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The main takeaway from their scientific evidence is that average returns (which proxy for expected
s with higher bid-as

returns) are higher for sto spreads. They provide a mathematical relationship
between the retarn on a stock and its bid-ask spread, which shows that the stock return increases in

proportion to the logarithm of its bid-ask spread.

oital on the

I fimance, the expected return on a stock 15 synonymous with the equity cost of ¢

stock. Thus, the research discussed above indicates that a potential increase w the bid-ask spread caused by

the Volcker Ruje will lead to a potential increase i the costs of capital for firms.

A higher cost of capital for firms has potentally significant consequences for corporate investments

and economic growth. It is worth noting that the idea that all that the Volcker Rule will do is to have

ank profies and 2 small marginal upace on liquidity is deeply fawed. For example,
Representative Barney Frank said,”

The notion that anything that advances liguidity is « good dhing, without any reqard to stability, is the
probler, Much of this liquidity wasn’t for custoniers, but_for the banks to make money for themschues,

The flaws in this asserdion are that the Volcker Rule will affect only banks and not the liguidity of

firms, and that this effect can be ignored.
Impact of Higher Cost of Capital on Investiments: Lower Investments,
Riskier Investiments, and Shorter-Term Investinents

Tsupact on How 3Much Firms Brvest: It has now been well established in academic research, and well

Hhustrated in practice, that when a firms cost of capital goes ap, it wvests 1

- The reason is simple. A firm
will invest capital only if doing so has positive net present value {i.e., when the internal rate of return of the

investment exceeds the cost of capital).™ As the cost of capital rises, there are fewer investment projects with

internal rates of return high enough to clear the hurdle of exceeding the cost of capial, and the fiem inveses

Tess. Fi

we 5 illustrates this relationship beeween the net present value (NPV) of a project and the cost of
the capital necded to finance i

0 | »

Cost of Capital

See Onaran (200

23 This can be found in any corporate finznee texibook. Sc i

arple, Brealey, Myers,and Allen (2007

ONOMIC CONSEQUENCES OF THE VOLCKER RULE
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Figure 5 shows that there is a decreasing and convex relationship between the value of a project to a fiem
reent cost of capital may not be

and s cost of capital. A project dhat is aceeprable to the firm ava 10 ¢
acceptable at 13 percent. Thus, as the cost of capital increases, fewer and fewer projects have positive NPV
o the firm, and it ends up vesting less,

An empirical test of the relationship between investment and the cost of capital was conducted by
Gilehrist and Zakrajsek (2007). They find that invesanent spending is highly sensitive, both cconomically
wie a large panel data set for their rescarch and

and statistically, wo changes in the firm's cost of capital. The
estimate that a 1 percent increase in the cost of capital implies a 0,50 to 0.75 percent (1 percent i the long

To put these estimates In perspective, consider how

run) reduction in the rate of investment spending,
much U S. nonfarm businesses invested §1,105.7 billion in new and
used structures and equipment, up slightly from the 2009 level of $1,090.10 billion. Figure 6 provides a
breakdows by year from 2000 to 2009, and Figure 7 breaks this information down further by industry.

3. frrms invest annually, In 2010,

1,000

T Structures

l

840

600 & Exquipm
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Source: U.S. Census Bareau

A ene percent increase i the cost of capital would therefore Iead to a $53 to $82.5 billion decline in
S nonfarm firms, and in the long run this could be as much as a 3110

aggregate annual capital spending by UL
1e most immediate and transparent consequence of this is lower economic growth.

billion annual decline.

well, With lower economic growth comes lower employment,

However, there are other effects as
In a recent study, Beard, Ford, and Kim (2010) estimate the relationship between employment and capital

24 The firms in thefr sample are quite large. The median firm has annual (real) sales of almost $4 billion and a

market capitatization (n real terms) of about $1.9 biflion.
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expenditures by fiems i the information sector. They estimate that a 10 percent negative shock to capiral

expenditures results inan average Joss of about 130,000 information-sector jobs the following five yes
are estimated to

Including indirect jobs, these job losses could be as high as 327,600 jobs. Lost carnir

mnployment multiplies” to be a Joss of

be $100 billion over the five-year period. They also estimate ¢

10 information-sector jobs for 2 reduction of $1 million in capital expenditures. According ro Figure
aggregate capital expenditure in the information sector in 2009 was a linde over $150 billion, down from

well over $200 billion in earlier years. A 1% increxse in the cost of capital in this sector would imply a
seduction in capital spending of § billion using the Gilchrise and Zakrajsek {2007)
Based on the Beard, Pord, and Kim {2010) estimates, this would mean a loss of somewhere

500 and 15, 000 jobs ammually.

30 million to

estrte

berween 7

Consider an example from the information sector. AT&T has a capital expenditure of arowmnd

§6 billion. A 1 percent increase in ity cost of capital would reduce this expendinae by $30 to $§60 million.

Page 20
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Job losses would be between 300 and 600 annually, just for AT&T alone. While it may be hazardous to
extrapolate the information-sector estimates on job losses to all the sectors. a simple extrapolation would

imply that a 1 percent ingre: es of somewhere between

se in the cost of capital could lead 1o job los

0,000 and 1.1 million per year in the nonfarm sector of the economy. It would be very difficule to
¥ but these

precisely estirmate by how much the Volcker Rule will increase the cost of capital for firn
ostimates are large and significant enough to be alarming in terms of the potential effect they indicate for
the overall economy.

Taterestingly, the effect of the cost of capital o investment appears to be symumetric in a qualitative
sense. Gilchrist, Himmelberg, and Fuberman (2005) document that a reduction in the cost of capital leads to

an increase in investment.

Tmpact on Risk of Invesoments: There is also another effect, which is that as the cost of capieal rises, the firm

needs to find nvestments with higher expected rates of rerarn, which are rypically riskier jovestments. For

example, a firm may have an opportunity to expand its domestic operations and the internal rate of rerurn
from doing so is 10 percent. If its cost of capital s below 10 percent, the NPV of this expansion will be

positive and the firm will make the investment. Bur, if the ©

2 ses above 10 percent, the firm
will pass up this opportunity and look for something with a higher retarn, such as an opportunity to build
As

tnents, induced by higher financing costs, can have a2 multitude

a plant in an emerging market.® Firms thus may either jnves

t fess, resort to riskier investments, or both.

shown in Thakor (2011), reductions i i
of pullover effects in an mterconnected economy™ It is difficult to estimate all of the efects generated by
this that are pernicious o ccononuc growth,

Impact ont the Duration of Projects Invested in: An increase in the cost of capital also makes the firm display

a stronger preference for fas mveshment

r-payback projects (e, projects on which the firm can recover

more quickly}. Corporations are often accused of “short-termism,” or making investments that seek to

capture short-term profits at the expense of long-term value. But what a higher cost of capital achioves may

look behaviorally similar to such @ practice even wheo comp value-maximizing

sies are simply makin

investments e in the cost of

The reason is that the negative impact of an inc pital is higger for more-
distant cash flows, Thus, projects with longer payback periods decline more in value than those with shorter

pavhack periods.

The details of how the Volcker Rule will be implemented are sill uneertain,
dmerging market opportunitics are likely to have higher expected returns and higher risks.

wer reduces capital uvesement (and po

For example, if an automobile manu

sibly employment), ies “upe
stream,” auto-parts suppliers may also have 1o scale back their investmenss and their “downstream” stakehold-

ers-deaters, for e have to do the same.

ample-—may
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IMPACT OF THE VOLCKER RULE ON
FINANCIAL INSTITUTIONS

The Impact on Risk Management Within Banks

In evaluating the potential impact of the Volcker Rule on banks, this section is organized in four
isk muanagement, loan quality signaling in securinzation, reduction in the value of financial servi

part
provided. impact on the busir

oss model of banks, and the offect on the coevalution of banks and markets.

Banks have to manage a variety of risks. The most prominent among these are credit risk, interest

sk nuanagement is that it is rer efficient to nranage these risks as

rate risk, and liquidity risk. A key aspect of

if each risk i a tub on its own botrom. Integrated risk management, commonly referred to as enterprise ris

management, s essential 1o effecrively cope with these risks
As discussed earlier, securitization facilitates bank oedit rick management. A bank would like to focus
its loan origination activities in sectors where it has credit screening expertise because that i where it is most
tikely to be able to identify and screen out bad ks
of this s that it leads to credit concentraton risk. This calls for the bank to diversify: Before the advent of

credit v ion. However, the downside

ith the greatest prec:

securitization, dive

rsification was very costly because it required that the bank sacrifice s origination expertise

and wriake loans in sectors that were le

s famihiar to it than its core expertise sectors. However, securitization

offers the bank the best of both worlds. Tt can originate loans in its sectors of expertise and then reduce

credit concenttation by securitizing these Toans and seling off some of them to other banks aud non-bank

* Moreover, it can purchase securitization claim

st portfolios of toans in other sectors that

were originated by banks that specialize in those sectors. Thus, diversification and credit risk concentration

reduction are achieved without having to originate loans in unfamiliar sectors.

Becanse securitization o

ates tranches with difforent maturities, banks can also improve their

management of inserest rage tously purchasing asset-backed securities {claims agatost pools of Joans

that are securitized). A major source of interest rate risk for banks is that their loans, on averag

e by jud

L have a much

longer maturity than their deposits. This marurity mismatch means that banks stand 1o make losses during

A way to reduce interest rate risk is to shorten the average maturity of the asset

times of rising interest rates.

securities that have shorter effective

side of the balance sheet, A bank can do this b ~bac

¢ pu

asing 3

durations® than the average duration of the loans it has originated. ™

28, See Greenbaun and Thakor (2007) for a discussion.

29, However, it may be thar even hanks that securitize do not sell off enough of the assets they originate 1o

achieve effective risk nuanagement. For example, Achatya, Schnabl, and Suarcz (2010) stare: ™, . barks incres
ingly devised sccuritivation methods that allowed then to concentrate risks on their balance shears which
cat Deprossion.”

“This is precisely what happened to savings and loans during the 195

sis since the G

eventually led to the largest banking

Pruration is simifar to maturity but takes into account the impact of coupon/interest payments on the offe
13 V
Greenbaum and Thakor (2007) fo
32, A porifolio of 3l-year fixed rate mor
to prepa
from 1 year to more than 20 years.

e maturity. The duration of @

ero-coupon bond or a principal-only loan is the same as its maturity. See

scussion.
; has an offective average matnrity of 9 1o 14

et-backed securities that ave claims against this portfolic can range in duratgon

ments. However, as:
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Securitization ko enables a bank to more effectively manage liguidity risk. A clas
banking is that Joans are innately illiquid

problem in

they cannot be expeditiously sokd without incurring a substantial
1

loss in the form of a price discount relati

e £ TUe Va

s deposits, especially demand deposits,
represent liquid claims. By securitizing its illiquid loans, the bank immediacely

creates a portfolio of liquid

clains that are traded in the capital miarket. Thus, securitization gives banks the opportunity to manage all

three of their major risks, as shown in Figure 8,

Credit
Risk
; e
Interest i SECURITIZATION JA—
Rate Risk H Rate m/

Liguidity
Risk

e w
Liguidity
Qisk Y.

7

A rigid implementation of the Volcker Rule can interfere with efficient bank 1

sk management. A
bank that is holding an wventory of securitized Toans would have to justi

y to regulators that it s xer holding
this inventory for {prohibited) proprictary trading. As Erel, Nadauld, and Stulz (20171} document, banks with
Jarge trading portfolios had holdings of highly-rated asset-backed securities that were 30 times greater than the
holdings of the typical bank. This suggests that there may be complementarities or synergies bevween market

making and intrabank risk management when it comes to holding claims produced by securitization. In other

wards, having an inventory of securitized claims may

itate both risk management and market making. By
creating a regulatory environment in which banks are pressured to reduce their holdings of securitized claims,
we may inadvertentdy lower the effectivencss of bank risk management.

How are banks likely 1o respond to thi

1t is difficult to say: One possbilivg however, is that banks
v provided by securitized claims by the hiquidity provided by some other asset, such as
cash. Thus, instead of holding an inventory of securitized claims that can

will replace the Hquidi

late m:

tket making, banks may
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even more cash as a part of the change in visk management precipitated by the Volcker Rule.

Omne might object to the argament that restrictions on proprietary trading may interfere with the
. After all, the pu
that unbridled risk-taking through

of banks to prudentdy manage their own
ion of the Volcker Rule was presumabl

ability
Iimit bank risk, and the mot

EXPOSUr

crisis. ™ The response o this is that there

proprictary trading was partly responsible for the latest financia
is no scientific evidence that proprictary wading had a causal effect on the financial evisis. As Whirehead

{2011) points out, this makes it far from apparent why proprietary trading is restricted in the Dodd-Frank
al banks v

ven Chairtman Volcker stated that “proprietary trading in comme;

Act in the fist plac

and Treasury Secrotary Geithner mentioned that many of the most significant

not central” to the crisk

losses came from traditional extensions of bank eredit, rather than proprietary tradi

Loan Quality Signaling in Securitization

When a bank securitiz he bank has
weaker incentives to devote resources to screening loan apphicants

diligence if it anticipates that these loans will be securitized than if it knows that the Toans will be held on

a pool of loans, there is a potential credibility problem.
and investing in the appropriate due

the bank’s books. The reason is that the bank bears a greater cost from making a bad loan if the loan stay
on the bank’s books than if the Joan is sold. Of course, investors that purchase the asset-backed securities
that are claims against the portfolio of securitized loans rationally anticipate these incentives and adjust

the price accordingly.™ This can result in asset-backed claims selling at relatively low prices, which in turn

O

would undo some of the lowe of-financing benefic of securitization.
Considerable research has been conducted on how this problem of asynunetric information and

A For example, a

strategic incentives can be resolved. One way to resolve the problem is through “signating

dealer selling a used or “pre-owned” car recognizes that potential buyers will have doubts about the quality of

the car. A (costly) signal that can
would signal to a potential buyer that the dealer believes the car bas high quality since the cost of providing the

these doubts would be a warsanty provided by the dealer The warras

0]

s higher for a lower quality car. The securitization market alse uses signaling.™

Warranty
By keeping on its books some of the tranches of the loans it securitizes, a bank can signal to the market that
it believes that the loans are of high quality. Recent empirical evidence provided by Erel, Nadauld, and Stulz
(2011} substantiates this conjecture. The authors document that many banks, to varying degrees, held on to the

bl

AsWhitehead (2011) indicate Jeft Merkley, s comspansor of the Senate version of the Volcker Rule,
placed "the blame™ [for the financial exisis] squarely on proprictary tadi

See Dixon and Watkowsk: (2010).

35. See Hearing before the Congressional ¢ Panel (2009).

36. In a Nobel-Prize~winning contribution, Akedof (1970) showed thar markets in which asymmetric informa-
tion creates incentives for this kind of strategic behavior, there may be a complete breakdown of the marke

37 In snother Nobel-Prize winning contribusion, Spence (1974) showed that in the labor market, individuals
who possess more information about their own innate abilities than employers do can signal this information
through the level of education they acquire.

38 Greenbawm and Thakor (1987) was the first paper to provide a rigorous thearetical model to show
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asset-backed securities that were associated with the loans they had originated. During the subprime crisis, many

of these securities become “roxie” and imposed losses on these barks, Most of these securities were highly rated,
and included AAA,AA, and A tanches of a

that banks incurred arose from declines in the values of these securities during the crisis and the fact that banks

e-backed securities and collateralized debe obligations. The losses

ociated with these declines.

had to recognize muarket-to-market losses as r example, Citbank expertenced

asset value write-downs of §18 billion the fourth quarter of 2007 alone. The figure below shows how the

curitization tranches varied through time during the period from the fourth guarter
amounted to abour $300 billion,

holdings of highly rated
of 2002 to the fourth quarter of 2008,

these holdir

Figure 9 show

2002Q4 2003Q4 20054 005 Gt 20064 2007 Q4 008 Q4

Frel, Nadaud, and Stalz

Figuee 9 plots the aggregate, nominal US, dollar amount of holdings of highly-rated tranches through

time. The sample runs from 2002 to 2008 and ncludes all ULS. publicly-traded bank holding companies.

The plot is created using the “highly rated residual” measure of highly-rared holdings, defined as the sum of

nongovernment or nonagency mortgage-backed securities; asset-backed securities rated in the highest three

investment grade {(AAA, AA, or A) categories; and nongovernment, nomagency mortgage-backed securitie:

wities, The measure includes held-to-maturity and available-for-sale securities with

20 percent

or 50 percent risk weight minus securities in 20 percent or 30 percent risk-weight category that are issued or

All values are at amortized costs, except for

guaranteed by the government or government-sponsored agencies

mortgage-backed securities from trading assets that are recorded at fair values.

Frel, Nadaud, and Stulz cxamine a number of difftren:
hly rated s

strongest empirical support for the signaling hypothesis. Tn particular, they find that, for most banks, the

¢ explanations for why banks chose to hold
curitization tranches related o the |

on to the maost hi e foans that they originared. They find the

holdings of highly rated tranches as a percentage of assets were less than 1 percent, but that banks with Jarge
cal bank,
heir evidence makes it clear that banks with large tading assets allocate more of their

on average, 30 times larger than the holdings of the typ

trading positions had holdings that we

as mentioned earlier,

holdings to highly rated tranches, as shown in Figure 10,
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Source:

rel, Nadauld, and Swalz (2011).

This figure plots the matio of total assets to visk-weighted assers using a sample of ULS. publicly-traded bank
holding companies. The sample includes all securitization-active bank holding companies and a size-based
matched sample of nonsecuritization active bank holding companies. Banks are deemed “securitization-
active” if the outstanding principle balance of assets sold and securitized with servicing retained or with
recourse or other seller~provided credit enhancements is greater than zero in any quarter between the years
2003 and 2006,

Based on their evidence, the authors conclude as follows:

W find, howeves, that hanks ation held more highly-rated tran

Swch a result can be

consistent with vegulatory arbitrage as well as with secirri;

of the quality of th

ng banks holding highly-rated tanches fo onvince

investo

 evidence supports the latter hypothe

The implication of this research is that banks may consider it important to hold in their portfolios

asset-hacked securities related o the loans they oviginate and securitize in order to signal

quality of the

loans being securitized. Without this abili

o signal, a bank may have 1o accept a relatively large “lemons

discount” i price when it sells securitized chims. This ean reduce the benefie of securitzation, particularly

the cost-of-funding advantage commonly

sociated with raising funds through securitization rather than
deposits. The consequence may not only be diminished securitization by banks, but also a higher cost of
financing for those who borrow from bank:

CONOMIC CONSEQUENCES OF THE
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sely affected by

the Volcker Rule. Market making is one such service, and it was d ssed earlier. There are, however, other

as well that fall under the general umbrella of “advisory services”. Examples are advice on what

ad

service:

¢ on whether to do an initial

securities to issue in the

condary and the timing of sec

S TILY issuance:
public offering and at what price, trading advice, risk management advice and so on. Figure 11 shows the

wide vartety of services that investment banks, for example, provide.

INVESTMENT BANKS

s T T T T 1
i (it} iy {9 I\ i)
Ratsing Mergers and Investment Resaarch Security Other
Gapital Acquisitions Management and General Sales andt Achvities
Financiat Trading
Advisory
Services
Managing Managing i M
Funds on |} Asseis of Securities Corporale
Benalf of Wealthy Ressarch for Advisary
it ivi Services
{ tnvestors Recommendation
F —
Stracture and Foreign
Implerent Currenty
Due Valuation Qthar Advisory Transactions to Help || Exchange
Difigence and Transaction Cliants Manage
Services Various Risks
MR N
Market Placing 1| Brakerage
i H 1 1 Making in New Services
l Undorwriting H Private ” Venture ” Assetbacked ” Merchant ; Various ottarings
Placements Capital Financing Banking Securtties

Sorce: Greenbaurs and Thakor (2007).

s that add value to i

A bank’s knowledge of financial markets ¢
customers. This knowledge Is gained in a variety of ways, one of which is market making. In particular, the
face that market making involves a network, as explained earier, means that the larger the number of rades
that the bank is involved in as a market maker, the more it learns about market conditions and the more

vatuable a member of the network it becomes. This knewledge then not only enhances 1ts effec

~CenterforCapitalMarkets.

om | Page



market maker, but also increases the value it provides across a wide range of services, such as those shown in
e

Figure 11.This knowledge has been referred to as the “cross-sectional reusability of information.

R estri

ions on proprietary trading that Jimit the role that banks play as market makers also diminish
the amount of information that banks can gather about market conditions and lowers the value of the services
that they pro

fe to their custome

5. Some have argued that chims about the potential harm done by the

reduced role of banks as market makers are overblown, because if banks engage in less market making then
others (non-banks) will step in and fill the vacuum. The
by banks may be

gument that non-banks may fill the space vacated

alid, but what s #of valid is the assertion that this would be without adve
consequences. This discussion reveals that one of the consequences will be a lower value of services provided

to the customers of banks. In the end, it s the bank mstomers who may be a

5 LCONEMIC

versely affected.

Impact on the Structure of Financial Institutions

As discussed extlier, banks have evolved a business madel over the past few decades that invelves
providing a dive

ified set of financial services that include commerrial and investment banking, including

securities underwriting and market making. Many of these activities are shown in Figure 13.This evolution
of the banking business model ovcurred sof because of changes i regulation but because of the inexorable
march of market forces. The dymamics of the financial servi

s industry made it economically beneficial for

banks to expand their business model o provide a diversified se of financial services. As shown in Figure

12, this evolving business model provided numerous economic advantages.

Business
Model
of

Benefits

L Higher Qualit
Diversified . More Efficient More Efficient of 59:\/,565 vaiiied More Profitable

ASet Of Use of Liquidity tse ot Capital To Customers and Safer Banks
Financial - -

Services

Let us examine cach benefitin taen,

39, See Greenbaum and Thakor (2007;
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sets, ke cash, on the balance sheet is one way

AMore Efficient Use of Lignidity: Keeping more lquid as
isk. Flowever, keeping liquidity like this is costly for banks because liquid

for banks to manage liquidity 1
assets Hke cash are “laz

s that carn hitle by way of rerurn. Banks therefore face a tradeott: keep assers
ets and

tied up in low-renurn liquid assers in order to reduce iquidity risk, or invest in higher-yielding as

accept more liquidity risk. This induces banks to be efficdent with their use of quidiry, keeping as ligtle of it

as necessary to meet their risk management objectives.
When banks engage in a broader set of activities, it makes their iquidity risk management more

efficient. The reason Is that cach activity Is subject to random needs for liquidity, but the random liquidity

“shocks"” for the different a tly correlated with each other. That is, when more liquidity

vities are sot pert

ial banking

is needed for the bank’s market-making activity, less liquidity may be needed for its commer

activity. Such mupertectly correlated Hquidity shocks allow the bank to avail of internal “operational”

diversification and keep less liquidity to achieve the same level of enterprise iquidity risk than i it hicked

such diversification because, keeping the size of its balance sheet fixed, i business maodel was such that it

engaged in fewer activities.
This means that aVoleker Rule that causes banks to retrench from market making will reduce the
efliciency of the bank’s liquidity risk management. Banks are likely to respond by keeping more Hguidity

on the balance ets). This, in turn, will inerease the banky cost of providing various

heet (i.e., more “lazy

services, and the higher cost will likely be passed on to the bank’s customers.
Move Efficient L
hand, keeping more capital increases the overall safety of the bank. On the other hand, capital is costly for

af Capital: Like Hquidity, capital also presents banks with a tradeoff. On the one

the bank. " Thus, banks will attempt to optimize their use of capital. Using logic similar to that for Hiquidi

we can sec that banks will be able to use capital move efficiendy when they engage in more activities. When
one activity finds itself in corbulent waters and needs more capital to buffer the shocks to the business,
the bank

This w can achieve a desired level

another act may need Jess capital because it 1s doing well,

of safery with less capieal than if it had a less diversified business mix.

One economic reason for this that is worth mentioning is that although the bank’ sharcholders do

not care about whether the bank is operationally diversified (because sharcholders can diversify their own

holding across firms ae neghgible cost, the bank's srvployees, customers, and other stkeholders do care

von. The bank’s fimancial distress or

about diversific

ure can affect craployess {who may have to be aid

off} and customers (who may experieace disruptions in the provision of services to them). The bank will

take these considerations into account in determining how much capital to hold on its balance sheet.
Because a bank with a greater scope of business activities can deploy its capital more efficiently to

manage its business risk than a bank with a narrower scope, such a bank will also be less averse to meeting

it

ulatory capital requirements. The “political economy” of regulatory capital requirements refle

higher

an ongoing tension between the desire of regulators charged with mictopradential regulation to impose

higher minimum capital requirements and the desire of banks to operate with lower capital reguirements.

40, This point has been developed theoretically and buttressed with empirical evidence by Kashyap, Rajan, and
Stein (2002),
41 One reason may be that banks have aceess to core deposits that have economic rents associated with them.

Equity capital does not.
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ied financial services model leads o a4 more

To the extent that allowing banks to operate with the diversi

efficient use of capital, it may prove to be caster for regulators to obtain the cooperation of banks in

endorsing higher capital requirermen

Higher Quality of Services Provided to Customers: A bank with a more diversified set of financial

s its business model will end up gathering more information about market conditions than a bank

servic

that does not provide as diversified a set of services. This was discussed earlier as a benefit of cross—sections]

. which increas

information reusabilit;

e the value of the services the bank provides to its customers, The

Volcker Rule can impede this.

Perhaps just as importans, such 2 business maodel also affects the bank’s overall strategy. Growth
opportunities in one sector can generate potential opportunities i another sector largely because of

tors. For example, growth i relationship

complementarities or scope economies in operating in both

lending to small or mid d private firms can permit the bank to learn more about the needs of these

firms and eventually figure out the optimal timing for aking these firms public by underwriting their

nitial public off This can facilitate growth in the hank’s securities underwriting business, and a bank

that observes a growth in relationship lending in its commercial banking division may choose to formulate

a growth straregy of expansion in underwriting, perhaps through an acquisition. To put it in a nutshell, 2

initiatives like the Vole

bastk’s business model affects its value-maximizing growth strategy, and regulat

Rude chat atfect the business model will also influence the bank’s growth strategy.
More Profitable and Safer Bauks: As di E
financial services can generate more profits for banks and make them safer. However, there is another
activities are

cussed earlier, a business model of providing more diversified

sion to this
{ally curtailed by regulatory pros

dime
artif
profitable activity, but also may be compelled o alter 1ts business model. The reason s that retrenching

1

from the standpoint of the bank’s business model. When the bank’s

riptions, the bank is not only forced to recrench from a potentially

from one activity causes a decline in valuable customer-specific and warket informarion the bank gather

Because of crose-sectional information rewsability, this diminishes the value of other activities. In some

fustances, some of these aceivitios may no longer be as profitable as they were before. This may cause the

bank to call its entite business maodel nto question.

Effect on the Coevolution of Banks and Markets and the Ability of
Businesses to Raise Capital

‘Traditionally, the view in academic researely bas been that commmercial banks compete with the capital
market for business. A bank loan and cammercial paper are often close substitutes for high-rredit-quaity
borrowers. Mutual fimds are close substitutes for bank deposits, and grew in prominence when Regulation Q
ceilings on deposit interests became binding during the high-interest-rate period of the 1980,

In & vecent paper, Song and Thakor (2010 show, however, that besides competing, banks and

42 This is fmportant in part because there are numerous ways in which banks can cireumvent higher capital
requirermnents and also because banks can always choose to give up cerwin activiries if capital requirements are
viewed as being oo enerous, thereby driving these activitios to unregulated sectors of the finanrial services
industr

43, Boot and Thakor (2000} for a theoret is of this and related relationship hanking issues,
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markets also complement gach other and wevolve, When financial markets ave better developed, banks are

o cost, which enables them to expand their scope of

able to finance themselves with equity capizal at lowe

lending by extending credit to riskier borrowers. This facilitates the development of banking. Similarly,
when banks become more effective tn screening borrowers, they are able to ensura that only borrow

above a certain quality threshold are able to go public and have their security

uances underwritten, This

hen baoks have access to 2
broader range of activities—private equity, hedge funds, narket making, and the like-
before Glass-Steagall was dismantled, the coevolution of banks and marke
of positive developments in the capitad market on the de

benefits the capital market. The Song and Thakor (2010) analysis suggests that v

han were permitted

s is facilitared. That 15, the im
apment of banks and the impact of positive
developments in banking on the development of the capital market are both elevated. This suggests the
disturbing possibility that denying banks the opportunity to invest in hedge funds, private equisy, and the
fike will artificia

Hy constrain the coevolution of both banks and markets.
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THE VOLCKER RULE AS ONE PART OF OVERALL
REGULATION AND ALTERNATIVES TO THE RULE

This section discusses two issues: the fact thar the Volcker Rule is but one piece of an emerging
complex meosaic of regulation and fs potential effect must be evaluated with that in mind, and that the goals

of the Volcker Rule could be met by other means that may be economically more sensible.

Volcker Rule and Other Regulations

The Volcker Rale is not being proposed in a vacuum; it is only one of many other regulations that
are about to hit financial and nonfimancial fizms in the near furure. Thus, we need o worry not only about
alations, some of which may

ts of the Volcker Rule mighe fnferact

the impact of the Volcker Rule in isolation, but i conjunction with other r

acerbate its effects. In particular, we need to think about how the effe

with the effects of other reguladons, with potential amplification consequences for the various effects. Some

of these other regulations are derivatives regulation, money-market funds regulation, and Basel 11 capital

requirements for bank: hese regulations ave briefly discussed here.

Dieripatives: Regulation of derivatives is the responsibility of the CFTC and the SEC. Titde VI of the
“TC and the SEC

based swap, and security-based

Daodd-Frank Act provides a framework for regulation of the OTC swaps market. The C

are required to define key rerms velating ro jurisdicdon (such as swap, sccurity:

swap dealers, and major participants in swap transactions) as well as adopt joint regulations for things like

recordkesping requirements and capital and sargin requirements.

Money Market Fusds: The U

industry now faces an overview by the Financial Stability Oversight Council, and one of the goals of the

65 trillion business.

money market mutaal fund industry is 2 § he

proposed new regulations is to prevent runs on money market mutual funds, These funds are among several

os that are collectively red to as the “shadow banking system” In response to fa

financial intermediar

withdrawals from these funds during the fuancial erisis, the SEC enaceed seversl regulations in 2010, such as
forcing (unds to shorten the average mawrity of their holdings, keep 30 percent of their assets in seeurives

convertible into cash within seven days, and diselose holdings monthly. Further regulations are expected

(including a proposal that fands abandon their stable share price policy) in response to options for additional

regulation proposed by the President’s Working Group on Finuncial Markets.

Basel I Capital Regulation: Basel 1 is a global regulatory
and market liguidity risk agreed vpon by the members of the Basel Committee on Banking

standard on bank capital adequacy;

stress testing

Supervision, It will require banks to hold 4.5 percent of common equity {up from 2 percent in Basel 11},
el H) of
percent, and a discretionary countercy

cent in mandatory capital

& percent Tier-One capital (up from 4 pe

~weighred as
ical baffe
cent of capital during periods of high crodit growth. Further,

conservation buffer of that would permit natonal

regulators o require up to an additional 2.3 pei

there is a mininum 3 percent leverage ratio, a iquidity coverage ratio that requires 2 bank o hold sufficient

high-quality liquid assets to cover tis net stable funding ratio. This will require banks to hold an amount of

stable funding that exceeds the amount of stable funding necessary over a one-year period of stress.

44, This is by no means an exhaustve Lt
43, See LIS, Securitios and Exchange Commission (2011).
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The combination of these regulations will result in substantially greater restrictions on banks and
al tnstitutions. With a

other mstitutions, and will affect the costs of capital for the customers of these finar
highly interconnected economic system, it would be dangerous to view any of these regulations i isolation

in terms of its potential fmpact.

What Are the Intended Benefits of the Volcker Rule and How Can W
Capture Them Without the Rule?

The main objective of the Volcker Rule is o reduce systermic risk and banking fragility, so that we

do not have another debilitating financial erisis. This is 2 Jandable goal, and one that fow would dispute. The

question is whether there are better ways to meet this objective.

It is useful to begin this di on by reiterating that the demise of the Glass-Steagall Act was

brought about by marker forces and the changing econornics of financial services. The same forces dictate the

whose

ied set of financial services taday, at feast in the case of large bar
ck the clodl

effictency of providing a divers

core competencies are aligned with such a serategy. To “turn ba and return to the functional

separation mandated by Glass-Steagall, while appealing to a populist theme for holding banks “accountable)”

is simply not sound economics. Nonetheless, the issue of how to contain the risk of banks is germane and

needs to be tackled.

One appropriate way to achieve this goal is through sound capital regulation. Acharya, Mehran,
Th
approach calls for both higher capital requirements and capital requirements of & differcac form, Specifically,
although stress tests and

Schuermann, and Thakor (2012) discuss an approach for a two-tiered capital requirement on bank:

banks would be subjected to a Tier-One capital requivement as they are nov

other ealibration exercises may be needed to determine the Tevel appropriate for efficient microprudential

reguation. In addition. there would be a “special capital account” that banks would need to build up
through earnings retentions. The level of capital this account may be made commtercyelical, so that banks have

to keep more capital when they (and the economy) are doing well, and less capital during downturns.

Whenever the regular Tier-One capital account takes a hit, capital is transferred out of thy special capital
acconnt into the regular account to bring the bank back in compliance. Dividends are then restricted to

allow the bank to gradually build the special capital account back up to its original {pre-tran

for) Tevel.
.

be achieved by requiring that some portion or all of the special capital account ks invested in very Hquid

The special capital account can alse do “double dury™ by savisfying a liquidity requiremen

scurities Hke Treasuries. This proposal has features that are similar o some of the features in the Basel 111

capital yegulation discussed earlier.

Placing more capital in banking, especially in a countercyclical manner, combined with other

mechanisms fike regulatory monitoring, can go a long way n increasing the safety and soundness of the

financial system. That is a fundamentally better ccononuic approach than trying to “put the genie back in

the botde” by reviving a part of the Glass-Steagall Act. Note, however, that there is a strong word of caution

necessary here. Althongh it makes sense to emphasize the role of additional capital in microprudential bank

regnlation, this emphasis assumes that there are st other regulations like the Volcker Rule that ave also
adopred. Adding the Volcker Rule on top of higher capital requirements suay be economically damaging.
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CONCLUSION

nifications of the Volcker Rule. The effects on

mined the potential cconomic

This paper has ex:
ct making and liquidity provision in general, the effects on the customers of banks, and the possible

effects on banks have been discussed.

We have witnessed time and again the dismantling of regulatory restrictions because of the evolution

of market forces that made these restrictions cconomically absolete even before they were officially removed.

One example is Regualation (Q ceilings on interest rates on bank deposits. The bigh-inflation period of the

19805 that drove up market interest rates and led to the emergence of money-market mutual funds eventually
The economies of

led to the demise of Regulation Q. Another example is interstate branching restrictions
banking indicated serious inefficiencies axsociated with these restrictions and eventually cavsed them to be
back and reviv

version of

remaoved in 1994, In none of these cases did we try to turn the coc

these outdated restrictions. So it is with Glass-Steagall and the Volcker Rule.

The Volcker Rule and Market Making and Liguidity Provision:
Diminished Market Making Services: One effect of the Volcker Rule is likely to be diminished
murket making sexvices provided by banks, and consequently lower liquidity in markets where banks are

market makers.”
muarket making in smaller and riskier securities where large and unexpected supply-demand shocks are

he reduction in market making by banks will also cause banks to retrench more from

more likely. This will reduce market making in precisely those securities where it is most valuable.

Dirinished
this network permi

etwork Benefits in Market Making: Market makers operate in a network, and

market makers o benefit from the inventory balances of other market makers as well

as their knowledge of market conditions, A reduction in the network Following the retrenchment of banks
induced by the Volcker Rule is likely to diminish the value of the network, and hence the value of market

mitking services to the bank’s customers.

The Volcker Rule and Businesses:

Reduced Liguidity

are likely be confronted with a less Hiquid market, and the lower liquidit:

1 Due to retrenchment from market making by banks, issuers of securities
will be manifested in both a

higher price fmpact of trades and a higher hid-ask spread. This has both cost-of-capital and market-access

consequences for firms that go to the capital market to issue securities and raise capital.

Mark-to-Market Losses: An immediate impact of the Volcker Rule will be the anticipation of lewer
futare liquidity that will cause expected returns on securities 1o rise, as both the liquidity premivm and the
regulatory uncertainty premivm go up. Consequently, prices of securities are likely to fall, causing investors
to book mark-to-market losses.

Distorted Security Prices: The retrenchment of banks from marker making due ro the Volcker

Rule is Likely to cause security price distortions because of supply shocks that ave larger in magnitude and

persist longer. This means that security prices can stray from the fundamentals.

OF THEVOLCKER RULE
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Higher Cost of Capital: Firms will experience higher costs of debt and equity capital because of

low wnd greater regulatory uncertainty about the future. The regulatory uncertainty effect may

Heuidi
significant, but its magnitude s hard to estimate from the data.

be

Potentially Lower, Riskier and More Short-Term-Oriented Investments, and
Lower Employment: As a result of 2 higher cost of capital, firms may reduce the amount of
investment and also possibly switch to riskier investments, as well as those with shorter payback periods.
There muay abso be job losses associated with lower capital investments.

The Volcker Rule and Financial Institutions:

Impact on Risk Management in Financial Institutions:
A rigid implementadon of the Voleker Rule may tterfere with efficient ris

k management in banks,

Loan Quality Signaling in Securitization: Banks thats
the quality of the loans they securitize by how much of the securitized tranches they hold on their balwee

curitize the loans they originate can signal

sheets. If the Volcker Rule impedes their ability to do this, it will ingerfere with the signaling that banks can
s at which the securitization tranches can be sold.

engage in, potentially cansing a decline in the pric

Reduction in the Value of Financial Services Sold by Banks: A diminished role for
that banks gather,

market makers will reduce the amount of information ahour market conditior

bar

sices that banks provide to their custome

and hence diminish the value of advise

Impact on the Structure of Financial Institutions: Currently, banks have a business

ope economies and

model of providing diversified financial services, and this model is driven by

complementarities acrass different financial services. Restrictions on proprictary trading of the form
contatned in the Volcker Rule may alter dhis business model and make it less efficient.
Effect on the Coevolution of Banks and Markets: Banks and capital markets coevolve,
Advances in one propel advances in the other. A rigid implementation of the Volcker Rule may impede this
coevolution,

The main goal of the Voleker Rule is ro Timit {systemic) eisk in banking. This is a good gosl, but
wstead of using the Volcker Rale, it can be achieved more efficiently by asking banks to set aside the

appropriate amount of {equity) capital and on-balaoce-sheet liquidity to cope with the visks they face.
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Abstract

Focusing on downgrades as stress events that drive the selling of corporate bonds, we document
that the illiquidity of stressed bonds has increased after the Volcker Rule. Dealers regulated by
the Rule have decreased their market-making activities while non-Volcker-affected dealers have
stepped in to provide some additional liquidity. Furthermore, even Volcker-affected dealers that
are not constrained by Basel [IT and CCAR regulations change their behavior, inconsistent with
the effects being driven by these other regulations. Since Volcker-affected dealers have been the
main liquidity providers, the net effect is that bonds are less liquid during times of stress due to
the Volcker Rule.
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Keywords: Volcker Rule, Corporate Bond Hliquidity, Regulation, Capital Commitment, Dealer
[nventory, Market-Making, Financial Crisis
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1. Introduction

Among the many regulatory changes following the financial crisis, few are more
controversial than the Volcker Rule. Enacted as part of the Dodd-Frank Act, the Volcker Rule
was intended to limit bank risk-taking by restricting or prohibiting certain speculative activities.
Critics (for example, Duffie [2012}) contended that an unintended consequence of the Rule could
be diminished bond market liquidity, resulting from a reduction in banks’ market making activities.
Advocates of the Rule disagreed, arguing that non-Volcker affected dealers could compensate for
any market making reductions, leaving liquidity essentially unchanged. Recent empirical studies
of post-crisis market behavior (e.g., Trebbi and Xiao (2015), Bessembinder, Jacobsen, Maxwell,
and Venkataraman (2016), and Dick-Nielsen and Rossi (2016)), however, find conflicting
evidence of the effect of regulations on bond market liquidity. In this paper, we focus specitically
on the implementation of the Volcker Rule and its impact on bond market liquidity, particularly in
times of market stress.

We argue that fully understanding the impact of the Volcker Rule on market liquidity
requires understanding how liquidity behaves in the face of severe conditions, or exactly when
liquidity is needed most. As shown by recent research, liquidity deterioration was particularly
pronounced during the height of the Financial Crisis.> Practitioners and policymakers alike have
noted that illiquidity in times of market stress may be the more relevant metric for gauging market

3

stability and performance.” The main motivation and first major contribution of our paper is to

study whether illiquidity is relatively worse in periods of stress after the Volcker Rule was

? See Bao, Pan, and Wang (2011}, Dick-Nielsen, Feldhutter, and Lando (2012), and Friewald, Jankowitsch, and
Subrahimanyam (2012).
* See recent comments by Deutsche Banc Research (2016) and testimony by Powell (2016) that even if liquidity is
high in normal conditions, it may become more troublesome in periods of stress.

2
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implemented. Motivated by Ellul, Jotikasthira, and Lundblad (2011) who find evidence of forced
selling of downgraded bonds induced by regulatory constraints imposed on insurance companies,
we use downgrades of corporate bonds to junk as stress events where liquidity is demanded by
clients. Focusing on regulation-induced sales has the added advantage of plausibly preventing
investors from optimally timing their trades, thereby providing a more reliable estimate of the
liquidity conditions that investors face.

Our focus is on a difference-in-differences test comparing the illiquidity of downgraded
corporate bonds to a baseline control group both before-and-after the Volcker Rule was
implemented. In particular, the first difference is the difference in price impact between a set of
bonds recently downgraded to speculative-grade from investment-grade and a set of BB bonds
used to control for the general level of illiquidity.* The second difference is between the post-
Volcker difference and the pre-Volcker difference. Our results show that bond liquidity
deterioration around rating downgrades has worsened following the implementation of the Volcker
Rule. We find such adverse effects whether we benchmark to the pre-crisis period or to the period
just before the Volcker Rule was enacted, and we find that the relative deterioration in liquidity
around these stress events is as high during the post-Volcker period as during the Financial Crisis.
Given how badly liquidity deteriorated during the financial crisis, this finding suggests that the
Volcker Rule may have serious consequences for corporate bond market functioning in stress
times.

The second motivation and contribution of our study is to understand how the Volcker Rule
induced changes in dealer behavior, and particularly to identify any differential effects on Volcker-

affected vs. non-Volcker-affected dealers. Because the Volcker Rule applied only to banks with

* Resulis are similar if we instead use bid-ask spreads.
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access to government backstops (such as deposit insurance or Federal Reserve borrowing), other
dealers without such access can continue to trade and could, in principle, step in to provide
additional liquidity in cases where the lines between permissible market-making and prohibited
proprietary trading are blarred.

Using a unique data set with dealer identities, we present evidence that non-Volcker-
affected dealers have been providing more liquidity during post-Volcker stress times. In the post-
Volcker period, the relative share of dealer-customer trades taken by non-Volcker dealers has
increased. Dealers affected by the Volcker Rule see a statistically significant increase in agency
trades, or trades in which the dealer has pre-arranged an offsetting trade so as not to have inventory
risk. For non-Volcker dealers, we see no such effects on agency trades in the post-Volcker period.
We also find that Volcker-affected dealers significantly reduce their capital commitment, while
non-Volcker dealers commit more capital in market-making. Combined with our results on the
increased illiquidity during the post-Volcker period, these results suggest that while non-Volcker
dealers have stepped in (as proponents of the Volcker Rule suggested would happen). opponents
of the Volcker Rule were correct in arguing that the change would not be immediate.® At least
during stress times, this new participation is not yet enough to offset the decreased liquidity in
bond market trading.

Finally, a third goal of our research is to disentangle the effects of the Volcker Rule from
those of other important regulations on dealer bond market behavior. We do so by focusing
particularly on the implementation period as compared to the period just before implementation
and also by splitting dealers by their exposure to Basel I11. Though most banks’ capital ratios are

significantly above Basel 11T minimums, increased Basel 1l capital requirements along with

5 See the Federal Register (2014) publication on the Volcker Rule for details of comment letters. Liquidity
deterioration was particularly severe during the height of the Financial Crisis.

4
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Comprehensive Capital Analysis and Review (CCAR) requirements may potentially mean that
some banks will reduce their market-making activities because of CCAR constraints. These
constraints arise from the fact that dealers are required to meet minimum capital requirements in
stress scenarios. Thus, to ensure that our results are not driven by banks constrained by the start
of Basel Il implementation (along with existing CCAR requirements), we split Volcker-affected
dealers into those that are CCAR-constrained and those that are not. We find that capital
commitment has decreased significantly for dealers that have neither failed CCAR tests nor been
given a conditional pass. Thus, our results are unlikely to be driven by banks adjusting their
business to remedy failed CCAR tests.

Our paper is most closely related to three recent studies on regulation and liquidity, all of
which focus on the general regulatory environment following the global financial crisis. Studying
general trends in corporate bond market liquidity, Trebbi and Xiao {2015) argue that liquidity has
not deteriorated following post-crisis regulations. Bessembinder, et al. (2016) provide a similar
finding, but also add an examination of dealer behavior. They find that while there is little
evidence of increases in transactions costs, there is evidence that dealers behave differently as new
regulations have been implemented. Dick-Nielsen and Rossi (2016) study liquidity provision
around index exclusion events, finding that liquidity has deteriorated post-crisis. All three papers
provide evidence of how liquidity and market-making has changed in post-crisis years following
the passage of reform rules, but in contrast to these studies, our focus is on isolating the specific
effects arising from implementation of the Volcker Rule. Our main results relate to comparing the
post-Volcker implementation period to the period just before Volcker implementation, whereas

both Bessembinder et al. (2016) and Dick-Nielsen and Rossi (2016) focus on the years prior to
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Volcker Rule implementation.® Trebbi and Xiao's (2015) sample extends to the end of 2014, but
they also do not focus on the Volcker Rule implementation period. Furthermore, our use of the
regulatory version of TRACE, with dealer identities, allows us not only to split dealers by those
that are directly affected by the Volcker Rule and those that are not, but also to identify which
dealers were potentially affected by other regulations such as Basel 111 and CCAR.

The evidence in our study suggests that there are significant costs to the proprietary trading
ban in the Volcker Rule, but it is important to note that we do not do any welfare analysis to assess
whether the Volcker Rule is overall net positive or net negative for financial markets and the
economy.” One obvious potential benefit of the Volcker Rule is the ban of risky trades by
institutions that could eventually seck government support if their risky trades led to significant
losses. Such analysis requires modeling the trade-off between the social cost to the loss of liquidity
in corporate bond markets and the societal benefit of safer banks and is beyond the scope of our
study.

The rest of the paper is organized as follows. In Section 2, we discuss the Volcker Rule
and its potential impact on market-making in the corporate bond market. In Section 3, we describe
our data sources and variable construction. In Section 4, we examine changes in liquidity around
times of stress. In Section 5, we examine how the behavior of Volcker-affected and non-Volcker-
affected dealers changes with the implementation of the Volcker Rule. We also discuss Basel IIT

and CCAR regulations. Section 6 concludes.

¢ 1In fact, both papers discuss their results as being related to an anticipation of new regulations. Our results, in contrast,
look at the implementation of the Volcker Rule.

7 There are, of course, costs to not having regulation. For example, Chernobai, Ozdagli, and Wang (2016) show that
operational risk events increased during the gradual deregulation of bank holding companies from 1996 to 1999. We
are, however, unaware of any studies quantitatively measuring the costs of allowing banks to participate in proprietary
trading.
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2. Potential Impact of the Volcker Rule on the Corporate Bond Market

As part of the Dodd-Frank Act, passed July 21, 2010, section 13 (the “Volcker Rule™) was
added to the Bank Holding Company Act of 1956. Section 13 generally prohibits banking entities
from engaging in proprietary trading or having ownership or relationships with hedge funds and
private equity funds. Implementation of section 13, however, was not immediate and followed a
laborious process. On January 18, 2011, the Financial Stability Oversight Council (201 1) released
a study of its recommendations for implementing section 13. The Treasury, Board of Governors,
FDIC, and SEC worked with the CFTC in formulating a proposal before releasing a version for
comments in the Federal Register (2011) in November 201 1. In December 2013, final regulations
were issued, and final regulations with details of market participants’ comments were released in
the Federal Register (2014) on January 31, 2014, On Aprit {, 2014, the Volcker Rule became
effective with banks of at least $50 billion in trading assets required to report some quantitative
metrics starting July 2014. By July 21, 2013, large banks were required to be fully compliant with
the Volcker Rule. During the conformance period, banks were required to make good faith efforts
to conform to the new rules.® Hence, we expect to already see some effects of the Volcker Rule
starting in April 2014.

Other research (e.g., Bessembinder et al. (2016) and Dick-Nielsen and Rossi (2016) has
argued that anticipation of new regulation implementation could lead to earlier changes in dealer
behavior. Though we expect the impact to be the greatest once the implementation period requires
dealers to begin reporting metrics on market-making activity, our tests do not preclude the

possibility of some changes in dealer behavior prior to rule implementation. In particular, our tests

% See Federal Reserve Board (2016).
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are designed to gauge the additional impact of Volcker Rule implementation, mainly
benchmarking to the period just before implementation.

The intent of the Volcker Rule is to prohibit banking entities with access to the discount
window at the Federal Reserve or to FDIC insurance from engaging in risky proprietary trading.
It is important to keep in mind that not all financial firms are covered. For example, an Oliver
Wyman and SIFMA (2011) study lists Cantor Fitzgerald & Co., Daiwa Capital Markets, Jefferies
& Co., and Nomura as explicitly not covered. It is also the case that not all trading activities are
precluded. Recognizing that some activities are necessary for the market to function normally, the
Volcker Rule includes an explicit set of permitted activities. The most relevant one for this paper,
and arguably the most controversial, is a provision that permits market-making. Essentially,
affected dealers can trade securities in a way to facilitate client-driven transactions, but cannot
transact in a way intended to make profits based on the price appreciation of securities.

A major difficulty in implementing the market-making exception is distinguishing allowed
market-making from prohibited proprietary trading. The Financial Stability Oversight Council
(2011) proposed a number of principles to distinguish between the two. Among these are that
market-making should have rapid inventory turnover with the vast majority of profits from bid-
ask spreads rather than profits from inventory appreciation. Proprietary trading is likely to have
more modest turnover with significant profits from inventory appreciation. The FSOC also
proposed a number of metrics including measures of inventory aging, customer-initiated trade
ratios, and revenue from customer-initiated flows. The final law requires establishment of an
internal compliance program and the reporting of seven sets of metrics: (1) Risk and Position

Limits and Usage, (2) Risk Factor Sensitivities, (3) Value-at-Risk and Stress VaR, (4)
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Comprehensive Protit and Loss, (5) Inventory Turnover, (6) Inventory Aging, and (7) Customer
Facing Trade Ratio.

Critics of the Volcker Rule noted many gray areas in the rule and further argued that
ambiguity in how the rule would be enforced was likely to be detrimental to market liquidity.
Furthermore, though the intent of market-making and proprietary trading may be different,
observationally, they are difficult to distinguish. In fact, some argued that proprietary trading
could be deemed “risky market-making.” Duffie (2012) writes, “... an attempt to separate
‘legitimate and acceptable’ market-making from ‘speculative and risky” market-making is not
productive, in my opinion.” Duffie and other commenters suggested that the Volcker Rule could
be particularly problematic in illiquid markets such as corporate bond markets. Duffie notes that
whereas the average half-life of order imbalance in equities is three days, for investment grade
corporate bonds it is roughly two weeks. Thus, metrics based on measures such as inventory aging
and inventory turnover could be particularly problematic for market-making in corporate bonds.
Furthermore, dealers who fear violating the Volcker Rule could be unable to properly manage
inventory. One of the guidelines for the Volcker Rule is meeting “near-term customer demand.”
But absent perfect predictions about future customer demand, market makers may be hesitant to
acquire bonds in advance of a predicted spike in customer demand.

The final rule also presents complications for fulfilling customer demand because of the
required internal compliance metrics. The Federal Register (2014) notes that trades exceeding
internal limits “should not be permitted simply because it responds to customer demand.” Instead,
a banking entity is required to have escalation procedures that include “demonstrable analysis and
approval.” Such regulations mean that market makers will find it particularly difficult to respond

to large sells in the market.
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One initial proposal that was dropped in the final rule was a requirement for detailed
revenue attribution.  This included identifying revenue attributable to the bid-ask spread as
opposed to price appreciation. While the final rule no fonger has such a requirement, it does have
a profit and loss attribution requirement that focuses on revenue generation patterns. Abnormal
patterns could raise a red flag and lead to further review. Given the illiquid nature and infrequent
trading patterns in corporate bonds, this could potentially cause issues for market makers,
particularly when a significant subset of its bonds has a severe order imbalance.

In summary, Volcker Rule requirements have the potential to impact the behavior of
dealers covered by the rule and lead to less liquid markets. Ambiguity as to what is legal market-
making and what is prohibited proprictary trading may exacerbate the problem by pushing dealers
toward more conservative trading strategies. New rules favoring customer-facing trades may
discourage dealers from using the interdealer market, while inventory-based metrics may lead
dealers to reduce their inventory exposure. Perhaps most pertinent to our study, the requirement
that dealers set internal limits may result in dealers being unable to respond to increased customer
demands during times of stress. With all of these theoretical reasons why the Volcker Rule may
damage corporate bond liquidity, particularly in times of stress, we turn to assessing whether the

empirical evidence is consistent with these concerns.
3. Data and Sample Description

To examine how the Volcker Rule has affected corporate bond liquidity in stress periods,
we focus on bond trading around times when a bond was downgraded from investment-grade to
speculative-grade. Insurance companies, the dominant investors in the corporate bond market, face
regulatory restrictions when investing in the corporate bond markets. The National Association of

Insurance Commissioners (NAIC) classifies corporate bonds into six risk categories (NAIC1 to

10
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NAIC6) based on their credit ratings, and requires insurance companies to maintain a higher level
of capital when investing in bonds in a higher risk category.” In addition, insurance companies are
usually required to invest no more than 20% of their assets in bonds below NAIC2, ie.,
speculative-grade bonds. Ellul, Jotikasthira, and Lundblad (2011) find that rating downgrades to
speculative-grade can trigger fire sales in the bond market since greater capital requirements and
other regulatory constraints prompt widespread divestment by insurance companies. Such
regulation-induced fire sales generate high demand for liquidity, and can cause substantial price
pressure in the absence of adequate liquidity provision.

We obtain the rating history file from Mergent’s Fixed Income Securities Database (FISD)
for the period from January 2006 to March 2016. This data file provides the announcement date
of rating actions by the three largest rating agencies: Standard & Poor’s (S&P), Moody’s, and
Fitch. We focus on fixed coupon corporate bonds with semi-annual coupon payments, $1000 par
amount, and fixed maturity. These bonds are issued in U.S. Dollars by U.S. firms in the following
three broad FISD industry groups: Industrial, Finance, and Utility. We exclude from our sample
the following bonds: convertible or putable bonds, private placements, asset-backed issues, and
issues which are part of a unit deal. Since rating agencies differ with respect to the timing of rating
actions, we follow Eliul, Jotikasthira, and Lundblad (2011) and define the rating change event as
the date of downgrade from investment-grade to speculative-grade announced by the first acting
rating agency.

We then extract data from FINRA’s TRACE database on corporate bond transactions

during the one month following each rating downgrade. These data provide detailed information

? Bonds rated AAA, AA, A are in NAIC risk category 1 (NAIC1). NAIC2-NAICS correspond to BBB, BB, B and
CCC rated bonds respectively. Bonds rated CC or lower belong to NAIC 6. The capital charge for NAICT to NAICS
is 0.4%, 1.3%, 4.6%, 10%, 23% and 30%, respectively.

11
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on all secondary market transactions in the downgraded bond, including bond CUSIP, trade
execution date and time, trade price and quantity, a buy or sell indicator, an indicator for agency
or principal trade, and an indicator for inter-dealer trade. In addition, the data also contain
information on dealers for each trade and, in the case of inter-dealer trades, both sides of the trade.
Our version of TRACE is the regulatory version of TRACE, which has dealer identities. The
standard version of TRACE, while including flags for dealer-customer and interdealer trades, does
not identify the dealer(s) involved in a trade. Knowing dealer identities allows us to separately
analyze liquidity provision by Volcker-affected and non-Volcker-affected dealers. Lastly, for each
of the rating downgrades in our sample, we obtain characteristics information, including total par
amount outstanding, issuance date and maturity date, from Mergent FISD.

To examine bond liquidity during.stress times, we estimate the average price impact during
the one-month post-downgrade period in the spirit of Amihud (2002):

b wNg (PurmPir-)
(V1) =2 iz i

Pricelmpact; =

where P;, and Q;, represent the price (per $1000 of par value) and par amount (in thousands) of
the t-th trade in bond 7, and N; represents the total number of trades during the one month following
the downgrade of bond i.!" In calculating the price impact measure, we exclude the following
transactions: when-issued, cancelled, subsequently corrected, reversed trades, and exclude inter-
dealer trades. Following Bessembinder, Kahle, Maxwell, and Xu (2009) and Ronen and Zhou
(2013), we remove trades with $100,000 or less in par amount to avoid the substantial noise that

these small trades introduce into prices.

1 Because we have transaction-level data with trade direction, we modify our calculation of the Amihud (2002)
measure to use transaction-level data (as in Dick-Nielsen, Feldhutter, and Lando (2012)) and also use signed trades
rather than using absolute changes in prices. As in Amihud (2002), which is based on the theoretical model of Kyle
(1985), we aim 1o capture liquidity by using the response of price to order flow.
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Table 1 presents our final sample of rating downgrades after matching FISD’s rating
history file with FINRA’s TRACE data. A total of 687 bonds by 218 firms were downgraded from
investment grade to speculative-grade during the period from January 2006 to March 2016.
Moody’s acted first in 375 bonds, followed by S&P, which downgraded 247 bonds, and then Fitch
who acted first for the remaining 89 bonds. Out of the 687 bonds, 356 were downgraded by one
notch, and 157 were downgraded by two notches. The remaining 174 bonds were downgraded by
three or more notches.

We divide our sample period into five sub-periods: Pre-crisis Period (January 1, 2006 —
June 30, 2007), Crisis Period (July 1, 2007 — April 30, 2009), Post-crisis Period (May 1, 2009 -
July 20, 2010), Post-Dodd Frank Period (July 21, 2010 — March 31, 2014), and Post-Volcker
Period (April 1, 2014 — March 31, 2016). We focus on comparing bond liquidity during the Post-
Volcker Period with that during the other four sub-periods prior to the effective date of the Volcker
Rule.!! The designations of the four pre-Volcker sub-periods are generally consistent with existing
studies (e.g., Dick-Nielsen, Feldhutter, and Lando (2012), and Bessembinder et. al. (2016))."

As pointed out by Trebbi and Xiao (2015), using exact dates of regulatory policies to study
the impact of regulation on market liquidity is potentially complicated by anticipatory or delayed
responses by market participants. For example, bank dealers might have become more
conservative in market-making in anticipation of the rule prohibiting proprietary trading. In
addition, regulators gave market participants over one year to fully comply with the Volcker Rule.
Thus, using the effective date of the Volcker rule allows us to capture only partial effects of the

Volcker Rule on bond liquidity and biases against finding results. The complete effects (including

1 Since our focus is on examining bond liquidity during the one-month following cach downgrade, we exclude those
downgrade events that happened during the last month in each of the five sub-periods.

12 The regulatory period that other papers study Jargely coincides with the period we classify as the Post-Dodd Frank
Period.
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both implementation and anticipation-related actions) could be larger than our empirical
methodology captures.

Table 1 shows how the distribution of sample of rating downgrades across the five sub-
periods. A total of 182 bonds were downgraded during the post-Volcker Period. The number of
downgraded bonds increases from 114 for the Pre-Crisis Period to 210 for the Crisis Period, and

then declines to 68 and 113 for the Post-Crisis Period and Post-Dodd Frank Period, respectively.
4. Liquidity around Stress Events

Studying the effect of Volcker Rule on corporate bond liquidity during stress times is
challenging since liquidity of the bond market might have changed over time for reasons unrelated
to the post-crisis regulations. To account for the potential influence of such time trends, we use a
difference-in-differences methodology by first comparing the price impact in the BB bonds newly
downgraded from BBB with that in the existing BB bonds, and then examine how their differences
have change from the Pre-Volcker periods to the Post-Volcker Period. Specifically, for each
downgrade event, we calculate the average Pricelmpact in bonds which were rated BB by the
acting rating agency during the same one-month period, labeled as PricelmpactControl;.
PricelmpactDiff; is the first difference and is defined as the difference in Pricelmpact between the
downgraded bond i and other BB bonds during the same one-month period

PricelmpactDif f; = Pricelmpact; — PricelmpactControl;.

We then compare PricelmpactDiff over different periods.
4.1.  Univariate Analysis of Price Impact Measures

Table 2 shows that the average PricelmpactDiff; is 0.016 during the Post-Volcker

Period. This is substantially higher than the mere 0.003 during the Pre-Crisis period. It is also

higher than the 0.007 and 0.011 for the Post-Dodd Frank Period and the Post-Crisis Period, and
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only slightly smaller than the 0.018 for the Crisis Period. To benchmark these numbers, consider
two trades at $1000 and $1016 (per $1000 in face value), respectively. Suppose that the second
trade is for $1,000,000 in face value. This gives a price impact measure of (1016 —1000)/1000 =
0.016.

The changes in PricelmpactDiff; across sub-periods mainly reflect changes in
Pricelmpact; of the downgraded bonds, rather than those of the BB bonds in the control sample.
For our sample of downgraded bonds, Pricelmpact; was 0.007 during the Pre-Crisis Period. It
jumped to 0.03 during the Crisis-Period, but has since declined to 0.021 in the Post-Crisis Period,
and further to 0.015 in the Post-Dodd Frank Period. However, following the implementation of
the Volcker Rule, the trend of declining price impact reversed: Pricelmpact; increased to 0.024,
higher than any of the Pre-Volcker sub-periods except for the Crisis Period. This finding is
intriguing given that PricelmpactControl; did not change from the Post-Dodd Frank Period to
the Post-Volcker Period. In fact, the changes in PricelmpactControl; over time for the control
sample of BB bonds not in stress are consistent with that documented in Bessembinder et al.
(2016). In sum, bond liquidity around stress events have deteriorated since the Volcker Rule took
effect.

42.  Regression Analyses

To check the statistical significance of the changes in PricelmpactDif f; from the pre-
Volcker sub-periods to Post-Volcker Period, and also to control for the influences of other factors
on bond liquidity during stress times, we conduct regression analyses in this section to further
study the Volcker Rule effect on corporate bond liquidity.

We create four dummy variables for the four sub-periods after the Pre-Crisis Period: Crisis,

Post-Crisis, Post-Dodd Frank, and Post-Volcker. Crisis takes the value of one if a rating
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downgrade occurred during the Crisis Period, and it takes the value of zero otherwise. The other
three sub-period dummies are created in a similar way. We then regress PricelmpactDif f; on the
four sub-period dummies, and a host of control variables.

First, although all our sample bonds were downgraded from investment grade to
speculative-grade, they differ from each other in terms of both pre-downgrade rating and the
number of notches downgraded. Since such differences can affect bond trading following the
downgrade announcement, and hence the PricelmpactDiffi measure, we include as control
variables Previous Rating and ARating, which refer to the rating of the bond prior to the downgrade
and the number of notches by which it was downgraded, respectively. Second, we control for bond
characteristics, including (the log of) number of years since issuance (Log Age), number of years
uniil maturity (Log Time fo Maturity), and total par amount outstanding (Log Amount
Quistanding). Lastly, we include into the regressions several variables that capture general market
conditions during the same one-month period following each downgrade. These variable include
aggregate market index returns, such as the return to the S&P 500 Index (SP300 Index Returny,
the return to the Barclays Capital U.S. Investment-Grade Corporate Bond Index (/V Bond Index
Return) and the Barclays Capital U.S. High-Yield Corporate Bond Index (HY Bond Index Return).
We also include changes in market volatilities, such as the change in CBOE stock market volatility
index (AVIX), the change in the volatility of the Barclays Capital U.S. Investment-Grade Corporate
Bond Index (AIV Bond Volatility) and the Barclays Capital U.S. High-Yield Corporate Bond Index
(AHY Bond Volatility), and the change in 3 month LIBOR rate (A3M LIBOR). Changes in market

volatilities and interest rates are calculated by comparing the one-month following a downgrade
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to the one-month prior to the downgrade.'? Since bonds issued by the same firm are usually
downgraded at the same time, we cluster the standard errors at the firm level.

Column I of Table 4 presents the result from this regression analysis. We find that bond
characteristics affect the Price/mpactDiff; measure, with older bonds and bonds with longer time-
to-maturity experiencing lower liquidity following their downgrade, while larger issues enjoy
higher liquidity. Previous Rating and Rating Change do not have a significant impact on the
PricelmpactDiffi, and neither do the macro-economic variables.

More importantly, the coefficient for all four sub-period dummies are positive and
significant at the 5% level, suggesting that bond liquidity around stress events has significantly
deteriorated since the beginning of financial crisis. Consistent with the summary information
presented in Table 2, the magnitude of the coefficient for sub-period dummies first declines
monotonically from Crisis to Post-Dodd Frank, but then increases from Post-Dodd Frank to Post-
Volcker. Tests on the differences in the coefficients on sub-period dummies show that the
coefficient for Post-Volcker is significantly higher than that for Post-Dodd Frank, and it is not
statistically significantly different from that for Crisis and Post-Crisis. These results suggests that
bond liquidity arcund stress events has worsened following the implementation of the Volcker
Rule, and it has deteriorated to a level similar to that during the financial crisis.

To confirm that the increase in PricelmpactDiffi for Post-Volcker is mainly driven by
higher price impact for the downgrade bonds, rather than lower price impact for BB bonds, we run
the regression by using either Pricelmpact; or PricelmpactControl; as the dependent variables.
These results are presented in Columms II and HI, respectively. For the sample of downgraded

bonds. Post-Volcker has a significantly higher coefficient than Post-Dodd Frank. The coefficient

13 For ease of reference, we also provide a definition of all of these independent variables in Table 3.
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for Post-Volcker is not statistically different from Crisis and Post-Crisis. These resuits mirror those
from using PricelmpactDiff; as the dependent variable. Meanwhile, for the sample of BB bonds
not experiencing any rating changes, there is no significant difference in the coefficients for Post-
Volcker and Post-Dodd Frank, both statistically and economically. Taken together, these results
are consistent with Volcker Rule degrading liquidity in the bond market around times of stress.
4.3.  Robustness Checks

We conduct three tests to examine the robustness of our results on post-Volcker bond
liquidity changes. First, we investigate the sensitivity of our results to an alternative measure of
liquidity, Realized Spread. Second, we study whether using the compliance date instead of the
effective date of the Volcker Rule affects our results. And finally, we use a matched sample
approach to conduct the difference-in-differences test.
4.3.1 Alternative Liquidity Measure

Measuring liquidity in financial markets is challenging. The fact that most bonds do not
trade often makes it even hard to measure liquidity in the bond market as almost all the existing
bond liquidity measures rely on transaction data.” The reliability of these liquidity measures
varies with the amount of trades used in estimation. In this section, we estimate a measure of
Realized Spread which has relatively low requirements on trade frequency. Specifically, for each
downgraded bond, we first calculate the daily Realized Spread by taking the difference between
volume weighted average customer buy prices {Ask) and volume weighted average customer sell
prices (Bid) during the one-month following the downgrade. To avoid the noise embedded in
small trades, we exclude trades with $100,000 or less in par amount. We then average the daily

spread across days within the one-month period to get an event level estimate: RealizedSpread;.

 One notable exception 1s Mabanti et al. (2008) who propose a fatent liquidity measure for corporate bond by using
the holding-weighted average turnover rate of bond portfolio of each fund that holds the bond.
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For each downgrade event, we also calculate the average RealizedSpread in bonds which were
rated BB by the acting rating agency during the same one-month period. We then subtract the
average BB bond RedlizedSpread from that of the downgraded bond to get a SpreadDiff; measure.

We regress SpreadDiff; on the four sub-period dummies and all the control variables and
the results are presented in Column I of Table 5. The coefficients for sub-period dummies declines
from 0.166 for Crisis to 0.066 for Post-Crisis, and further to 0.051 for Post-Dodd Frank. However,
the downwatd trend of RealizedSpread reverses following the implementation of the Voleker Rule.
The coefficient of Post-Volcker is 0.09, which is higher than that for the Post-Dodd Frank at the
10% level. Therefore, liquidity as captured by RealizedSpread also seems to have deteriorated
post-Volcker.
4.3.2  Alternative Definition of Post-Volcker Period

The final Volcker Rule became effective April 1, 2014, but the compliance date for banks
to fully conform their proprietary trading activities to the Volcker Rule was July 21, 2015. To
examine how any lagged reaction of market participants to regulation during the gap between the
effective date and compliance date affects our results, we use the compliance date of the Volcker
Rule to redefine Post-Volcker period. Specifically, Post-Dodd Frank period now is from July 21,
2010 to July 20, 2015 and Post-Volcker period is from July 21, 2015 to March 31, 2016. The other
sub-periods are defined as earlier.

Column 1T of Table 5 again provides evidence of deteriorating liquidity following Volcker
Rule. The coefficient of Post-Volcker is 0.026, more than double that of Post-Dodd Frank (0.011)
and the different is statistically significant at the 10% level. Also similar to the results from using
the Final Rule Effective date to define Post-Volcker, the coefficient of Post-Volcker is not

significantly different from that of Crisis and Post-Crisis.
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4.3.3 Alternative Approach for the Difference-in-Differences Test

In examining how liquidity in downgraded bonds has changed over time, we compare cach
downgraded BB bond with a sample of BB bonds not experiencing any recent rating changes.
Although both downgraded bonds and bonds in the control group have the same rating, they can
differ in other key attributes, which could affect their liquidity. To account for this possibility, we
use a matched sample approach by comparing each downgraded BB bond with a sub-sample of
the BB bonds that are similar to the downgraded BB bond in terms of time-to-maturity, total par
amount outstanding, and age.

Specifically, we first segment BB bonds in the control group into three time to maturity
categories: short-term (maturing within one year), medium-term (with time to maturity greater
than one year by no more than seven years), and long-term (maturing over seven years). Within
each maturity category, we further segment bonds into three size categories: small issue, medium
issue, and large issue, using $0.5 Billion and $1.5 Billion in total par amount outstanding as the
cutoffs. Finally, we divide bonds within each size category into new issues and scasoned issues,
depending on whether its time since issuance is greater than one year. Therefore, we form a total
of eighteen bond groups in the control sample based on time to maturity, amount outstanding. and
age. We then calculate PricelmpactDiff for each downgraded bond by taking the difference
between the Pricelmpact of the downgraded bond and the average Price/mpact of BB bonds from
the matching group during the same one-month period.

Column 111 of Table 5 shows that using the matched sample approach has little impact on
our results. We continue to observe that following Volicker Rule, the marginal deterioration in

bond liquidity during stress times is as severe as during the financial crisis period.

5. Dealer Behavior Around Stress Events
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In this section, we study how the behavior of dealers has changed around Volcker Rule
implementation and, importantly, compare the behavior of Volcker-atfected dealers and non-
Volcker-affected dealers. In Subsection 5.1, we discuss how we identify whether a dealer is
Volcker-affected and in Subsections 5.2 and 5.3, we document the change in behavior across the

two groups over time. Finally, we discuss other regulations in Subsection 5.4.

5.1 Identifying Velcker-Affected Dealers

A key issue is identifying which broker-dealers are subject to the Volcker Rule. This is a
non-trivial task as full lists of Volcker-affected institutions are not published. In a study of the
Volcker Rule, Oliver Wyman and SIFMA (2011) provide a list of 21 liquidity providers and
whether they categorize as affected by the Volcker Rule.’® Of these 21 banks, they identify four
(Cantor Fitzgerald & Co., Daiwa Capital Markets, Jefferies & Co., and Nomura) that are not
affected by the Volcker Rule. Among those affected are major bank holding companies such as
Goldman Sachs and Morgan Stanley. However, this list is far from complete as TRACE data
identifies hundreds of dealers transacting in the bond market.

To determine whether other broker-dealers are covered by the Volcker Rule, we follow the
principle that the Volcker Rule was designed to prevent institutions with access to government
backstops from participating in proprietary trading. The two most prominent backstops mentioned
in the Federal Register (2014) discussion of the Volcker Rule are FDIC insurance and access to
the Fed’s discount window. We start with the broker-dealers on the Oliver Wyman and SIFMA
(2011) list and add to it the top 300 broker-dealers in terms of trading volume; together, these
broker-dealers account for 97% of total bond market trade volume. We then search both the

FDIC’s database of FDIC-insured banking institutions and the National Information Center’s

5 We reproduce this list in Table 6.
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institution database to see which of the 300 broker-dealers were subject to the Volcker Rule. The
former is relatively straightforward. If a broker-dealer, or more likely an affiliate (ie., a
commercial bank with the same parent holding company) is listed as having FDIC insurance, we
code it as Volcker-affected. The latter is more complicated as the NIC database contains “banks
and other institutions for which the Federal Reserve has a supervisory, regulatory, or research
interest...” Thus, not all institutions in the database are necessarily Volcker-affected. We look
for institutions coded as National Banks, State Member Banks, Bank Holding Companies, and
Financial Holding Companies and treat these as Volcker-affected. Among the main types of
institutions in the NIC database that we do not treat as Volcker-affected are Securities

Broker/Dealers and Domestic Entity Other. As a third source, we search the Federal Reserve

Board’s Resolution Plans website (hitps://www . federalreserve gov/bankinforeg/resolution-

plans.him) to identify large bank holding companies under Fed supervision that must submit a
living will.'® Combining results from our manual search with the list in Oliver Wyman and SIFMA

(2011) results in approximately 45% of the top dealers being determined to be Volcker-affected.
5.2 Dealer Trading Activities

We start by docuruenting basic dealer trading patterns around downgrade-to-speculative
(“stress™) events in Table 7. In the month following a downgrade, the average turnover of
downgraded bonds is close to 40% in the Post-Volcker period, higher than any of the other four
periods in our sample. It is also much higher than the 9% monthly turnover of BB bonds during
the Post-Volcker period, consistent with significant selling by insurance companies in the period

just after downgrades to speculative-grade. However, the proportion of total trading volume that

' Living wills are mandated by Dodd-Frank to prevent taxpayer bailouts in the future. Thus, the fact that regulators
require a living will suggests that these are institutions with government backstops.
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is dealer-customer (as opposed to interdealer), 62%, is roughly in line with the other periods of our
sample.

Of perhaps more interest, we compare Volcker-affected and non-Volcker-affected dealers
in the other panels of Table 7. Our focus is on the proportion of dealer-customer trading handled
by Volcker vs. non-Volcker dealers and also the dealers’ use of agency trading. The underlying
evidence in Ellul, Jotikasthira, and Lundblad (2011) is that around stress events, some institutional
investors {e.g., insurance companies) sell bonds due to regulatory constraints. Dealers then
intermediate these trades, and potentially hold inventory in bonds when selling demand exceeds
buying demand. Both the proportion of customer-dealer trades and the percentage of agency trades
address how dealers react to customer demands.

Volcker-affected dealers tend to be larger than non-Volcker dealers and handled 93% of
dealer-customer volume around stress events in the pre-crisis period. Over our sample period, we
see a gradual decline in the share of dealer-customer volume handled by Volcker-affected dealers.
By the Post-Volcker period, non-Volcker dealers were handling almost one quarter of the dealer-
customer volume. Though the increasing volume handled by non-Volcker dealers is consistent
with Volcker-affected dealers scaling back their market-making due to the Volcker Rule, we
cannot rule out the explanation that there has been a gradual time series change in the dealer
business that has led the smaller, non-Volcker dealers to take a greater share of dealer-customer
volume.

Next, we turn to how agency trading has changed over time for Volcker and non-Volcker
dealers. Agency trading occurs when a dealer has lined-up a counterparty to immediately offset a
trade with a customer. For example, if an insurance company decides to sell a downgraded bond,

a dealer in an agency trade would fine-up another customer (or dealer) to purchase the bond. In
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such a case, dealers do not commit capital or take on any inventory risk. A principal trade, in
contrast, involves dealers taking on one side of a trade without pre-existing knowledge that they
will be able to unwind the trade quickly. We follow Harris (2015) and Bessembinder et al. (2016)
and define a trade as an agency trade if it is offset by another trade in the opposite direction within
one minute.

Our empirical results indicate that Volcker-affected dealers have increased the proportion
of their total volume that is done on an agency basis. Pre-crisis, only 12% of the volume traded
by Volcker-affected dealers was in agency trades. This number jumped to a little over 15% with
the onset of the Financial Crisis and stayed fairly flat until jumping again to almost 23% with
enforcement of the Volcker Rule. The sudden jump in the proportion of volume done as agency
trades is suggestive of a causal effect of the Volcker Rule on Volcker-affected dealers” willingness
to hold bonds on their balance sheet without pre-arranging an offsetting trade. Non-Volcker
dealers, in contrast, have seen a decline in the proportion of trades that they do on an agency basis.
During the Pre-Crisis Period, almost half of the trades done by non-Volcker dealers around stress
events were done as agency trades. By the Post-Volcker Period, this percentage had dropped to
29%.

To more formally study the changes in agency trades across time for Volcker and non-
Volcker-atfected dealers, we run a regression of proportion of trades that are agency trades on
period dummies and controls. QOur base regression is,

Proportion of agency volume;
= f4 + By Crisis + f,Post — Crisis + By Post — Dodd Frank

+ B Post — Volcker +yX + ¢,
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where the unit of observation is a stress event, the dependent variable is the proportion of volume
done by either Volcker or non-Volcker dealers done on an agency basis, and the omitted period
dummy is the Pre-Crisis Period. X represents a vector of control variables that are the same as
defined in Table 3 and used in Table 4. Our variable of interest is B4, which directly measures the
difference in the proportion of volume done on an agency basis between the Post-Volcker Period
and the Pre-Crisis Period. Also of interest is the difference between B4 and the coefficients on the
other sub-period dummies.

The regression results are presented in Table 8. In the first column, the dependent variable
is the proportion of agency trading done by Volcker Rule affected dealers after stress events. The
coefficient on the Post-Volcker dummy is 0.133, indicating a 13 percentage point increase in
volume done on an agency basis relative to the pre-crisis period. This change is slightly larger
than the 11 percentage point increase without controls in Table 7. Importantly, we also see that
the coefficient on the Post-Volcker dummy is also significantly larger than for the other periods in
our sample. The Post-Dodd Frank period has a statistically significant coefficient of 0.046,
indicating a 4.6 percentage point increase in agency trades compared to the Pre-Crisis Period, but
also much smaller than the Post-Volcker Period. The nine percentage point increase in agency
trading from the Post-Dodd Frank Period to the Post-Volcker Period is both statistically and
cconomically significant.

In the second column of Table 8, we re-run our agency trade regression, but instead
consider the proportion of trades done on an agency basis by non-Volcker-affected dealers. While
the coefficients on all of the sub-period dummies are negative and the amount of agency trading
done by non-Volcker dealers is smaller (in magnitude) during the Post-Volcker Period as

compared to any other period, we do not find any statistical significance. In particular, unlike
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Volcker-affected dealers, we do not find a sharp jump in the proportion of agency trading for non-
Volcker dealers upon implementation of the Volcker Rule. If anything, we find the opposite, at
least in terms of point estimates. Our results are consistent with the Volcker Rule inducing
Volcker-affected dealers to shift from principal to agency trading as a way to avoid inventory

imbalance.
5.3  Dealer Capital Commitment

A more direct measure of dealers” willingness to hold inventory imbalances is the time-
weighted capital commitment. In the one month following a stress event, we calculate for each
dealer the absolute deviation from starting inventory. The intuition is that if a dealer starts with a
particular desired inventory level, the first purchase moves the dealer above this desired inventory
level, but a following sell will again move the dealer back towards the desired inventory level.
The actual desired inventory level is unobservable, so our implicit assumption is that the starting
level of inventory is optimal. To calculate how far a dealer is from the starting inventory level, we
simply take the accumulated buys and subtract the accumulated sells from the starting point. To
calculate the time-weighted capital commitment, we then average the absolute distance from the
starting inventory, weighting by the amount of time the inventory level is held.

While our measure is similar to the dealer capital commitment measure in Bessembinder et
al. (2016), it is important to note that we measure capital commitment over the course of a month
while they construct a daily measure. Their measure implicitly assumes that the starting point at
each day is the optimal inventory, whereas our monthly measure allows for inventory to continue
to move away from optimal inventory over the course of a few days. In particular, if a dealer has

purchased a large volume of a bond in a day and has not sold this volume to another customer or
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dealer, the dealer still has significant capital commitment the next day. Once we calculate bond-
dealer fevel capital commitment, we sum across dealers for a given stress event.

In Table 9, we report regressions of time-weighted dealer capital commitment on sub-
period dummies and controls separately for Volcker-atfected and non-Volcker-affected dealers,
similar to our proportion of agency volume regressions. The units for time-weighted dealer capital
commitment are the number of bonds, with each bond being $1000 in face value. In the first
column, we find that dealer capital commitment by Volcker-affected dealers has declined in all
periods relative to the pre-crisis period. Dealer capital commitment is roughly $10 million in face
value lower on average for a downgraded bond during the Crisis, Post-Crisis, and Post-Dodd Frank
periods as compared to the Pre-Crisis period.'” For the Post-Volcker Period, this decline is $20
million in face value relative to the Pre-Crisis Period. The lower capital commitment for the Post-
Volcker Period is also statistically larger for the Volcker Period than it is for the Crisis, Post-Crisis,
and Post-Dodd Frank periods. Thus, while there is a large and sudden drop in capital commitment
from the Pre-Crisis to the Crisis Period, there is also a large and sudden drop from the Post-Dodd
Frank Period to the Post-Volcker Period, suggesting that there was a significant shift in Volcker-
affected dealers around the implementation of the Volcker Rule. Column II of Table 9 considers
whether capital commitment has changed for non-Volcker dealers. Our results indicate that capital
commitment has actually increased for non-Volcker dealers during the Post-Volcker period, in

contrast to Volcker-affected dealers.

5.4  Capital Commitment and Basel 111

'7 As a benchmark, the average capital commitment of Volcker-affected dealers in BB-rated bonds during non-stress
periods is $6 million. For non-Volcker dealers, it is $1.6 million,
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A potential concern in trying to isolate a Volcker Rule implementation effect is that, in the
post-crisis period, a number of reforms were passed to regulate the finance industry. In particular,
the Comprehensive Capital Analysis and Review (CCAR) process began in 2011, requiring bank
holding companies (BHCs) to submit capital plans to the Federal Reserve. The capital plan requires
that the BHC is able to maintain minimum capital requirements even under stress scenarios,
providing a stiff test of a BHC's regulatory capital. The punishment for not passing a CCAR test
is that the BHC is not allowed to make capital distributions unless the Federal Reserve indicates
in writing that it allows the distribution.'® Each year, the Federal Reserve publishes a list of BHCs
that have either failed their CCAR tests or received only a conditional pass.

In January 2014, the start of Basel III implementation went into effect, adding additional
capital requirements above what was required in Basel IL. In conjunction with CCAR regulations,
this potentially made banks more capital constrained and may have caused BHCs to change their
market-making businesses.'” To test the hypothesis that it was the combination of Basel il and
CCAR that is driving our results on dealers, we split dealers into those that were CCAR-
constrained and those that were not. We classify any bank that failed a CCAR test or was given a
conditional pass in 2014 or 2015 as CCAR-constrained.?® If BHCs change their market-making
behavior in response to changing capital requirements, then we would expect CCAR-constrained
banks to lower their capital commitment more than BHCs that were able to pass their CCAR tests.

In Table 10, we find that both dealers that passed the CCAR tests and dealers that failed or

conditionally passed the CCAR test had lower capital commitment in the Volcker Rule

18 Historically, the Federal Reserve has continued to allow failed BHCs to continue capital distributions at the same
rate as in the past. Effectively, the main constraint is that these BHCs cannot increase their capital distributions.

19 We thank Darrell Duffie for suggesting the CCAR linkage to us,

2 BHCs receiving a conditional pass are required to remediate deficiencies and resubmit a new capital plan later in
the year. Thus, such BHCs would have similar incentives to BHCs that fail CCAR tests.
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implementation period as compared to the Post-Dodd Frank Period. However, the decline in
capital commitment is higher for the dealers that passed CCAR tests (roughly $4.5 million) than
for dealers that failed or conditionally passed CCAR tests (roughly $2.6 million), a result at
variance with the prediction above.?' Hoarding capital to pass the CCAR test is thus not supported

as an explanation for decreased dealer capital commitment in bond trading.
6. Conclusion

In this paper, we study the impact of Volcker Rule implementation on corporate bond
illiquidity and dealer behavior. Our main finding is that the Volcker Rule has a deleterious effect
on corporate bond liquidity and dealers subject to the Rule become less willing to provide liquidity
during stress times. While dealers not affected by the Volcker Rule have stepped in to provide
liquidity, we find that the net effect is a less liquid corporate bond market. We also rule out that
the effects are due to the implementation of Basel I1I in conjunction with CCAR requirements.

Our study focuses on events where investment-grade bonds are downgraded to speculative-
grade to capture plausible events of forced selling. Using these stress events, we find that
downgraded bonds exhibit a larger price impact of trading than a control group of BB bonds. More
importantly, the relative level of the excess price impact is larger after the Voleker Rule is
implemented than the period just before the Volcker Rule is implemented. Indeed, we find the
disturbing result that illiquidity in stress periods is now approaching levels see during the financial

crisis.

2! It is possible that the BHCs that passed their CCAR tests chose to change their capital commitment in anticipation
of Basel 1, prior to the actual implementation, whereas the BHCs that failed did not. Nevertheless, this also predicts
that if BHCs commit less capital to try to pass CCAR tests, we should still see stronger declines in capital commitment
during the Volcker implementation period for those BHCs that failed CCAR tests, relative to those BHCs that passed
CCAR tests.
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Examining individual dealer behavior allowed us to rule out the possibility that our results
are driven simply by time series changes in dealer behavior. We find that following Volcker Rule
implementation Volcker-affected dealers are less involved in dealer-customer trades, use a greater
proportion of agency trades, and are less willing to commit capital. Non-Volcker dealers pick-up
a greater proportion of dealer-customer trades and do not have statistically significant changes in
their use of agency trades or willingness to commit capital. Splitting Volcker-affected dealers into
those who have failed CCAR fests in 2014 and 2015 and those who have not, we find that capital
commitment among downgraded bonds has decreased more for dealers that passed CCAR tests, a
result inconsistent with a Basel I1I explanation for decreased bond market liquidity, Overall, our
results show that the Volcker Rule has had a real effect on dealer behavior, with significant effects

only on those dealers affected by the Volcker Rule and not all bond dealers.
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Table 3: Independent Variable Definitions

This table provides detailed definitions of independent variables used in the tables below.
Dependent variables are defined in the respective tables that they are used in.

Variable Definition

Crisis Dummy variable equal to 1 for July I, 2007 to April 30, 2009 and
0 otherwise.

Post-crisis Dummy variable equal to 1 for May 1, 2009 to July 20, 2010 and 0

otherwise.

Post-Dodd Frank

Dummy variable equal to 1 for July 21, 2010 to March 31, 2014
and 0 otherwise.

Post-Volcker

Dummy variable equal to 1 for April 1, 2014 to March 31, 2016
and 0 otherwise.

Previous Rating

The rating of a downgraded bond before the downgrade from
investment-grade to speculative-grade. A numeric value is
assigned to each notch of credit rating, with 1,2, 3,4 ... denoting
AAA, AA+, AAA, AA- ... respectively.

ARating

The number of notches that a bond was downgraded.

Age

The log of the number of years since issuance for a bond.

Time-to-Maturity

The log of the number of years to maturity for a bond.

Amount Qutstanding

The log of the total amount outstanding in $thousands.

S&P 500 Index Return The return of the S&P 500 over the one-month post-downgrade
period. Tt is expressed in decimal form.
1V Bond Index Retum The return to the Barclays Capital U.S. Investment-Grade

Corporate Bond Index over the one-month post-downgrade period.
It is expressed in decimal form.

HY Bond Index Return

The return to the Barclays Capital U.S. High-Yield Corporate
Bond Index over the one-month post-downgrade period. It is
expressed in decimal form.

AVIX

The change in CBOE stock market volatility index from the one-
month pre-downgrade period to the one-month post-downgrade
period.

ALV Bond Volatility

The change in the standard deviation of the Barclays Capital U.S.
Investment-Grade Corporate Bond Index Return from the one-
month pre-downgrade period to the one~-month post-downgrade
period. It is expressed in decimal form.

AHY Bond Volatility

The change in the standard deviation of the Barclays Capital U.S.
High-Yield Corporate Bond Index Return from the one-month pre-
downgrade period to the one-month post-downgrade period. It is
expressed in decimal form.

A3M LIBOR Change

The change in the 3 month LIBOR rate (in percentage) from the
one-month pre-downgrade period to the one-month post-
downgrade period.

(VS
(V)
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Table 4: Corporate Bond Liguidity Following Downgrades

This table analyzes how corporate bond liquidity evolves during the period from January 1, 2006
to March 31, 2016, especially following the effective date of Volcker rule. The dependent variables
for Colurans T — Il are PricelmpactDiff. Pricelmpact, and PricelmpactControl, respectively.
Pricelmpact is price impact of trading in a downgraded bond in the month after the downgrade.
PricelmpactControl is the average price impact for BB-~rated corporate bonds in same horizon as
Pricelmpact.  PricelmpactDiff is the difference between Pricelmpact and PricelmpactControl.
The primary independent variables of interest are dummy variables for Crisis, Post-crisis, Post-
Dodd Frank, and Post-Volcker. Detailed definitions of all of the independent variables are
provided in Table 3. Since bonds issued by the same firm are usually downgraded at the same
time, we cluster the standard errors at the firm level.

111
L PricelmpactDiff 1. Pricelmpact PricelmpactControl
Estimate  p-value Estimate  p-value Estimate  p-value

Intercept -0.024 0.339 -0.001 0.491 0.022 0.000
Crisis 0.017 0.003 0.022 0.000 0.006 0.000
Post-crisis 0.016 0.024 0.024 0.002 0.007 0.000
Post-Dodd Frank 0.010 0.010 0.013 0.001 0.004 0.000
Post-Volcker 0.021 0.002 0.025 0.000 0.004 0.000
Previous Rating -0.002 0.361 -0.004 0.252 -0.002 0.000
ARating 0.001 0.348 0.600 0.405 0.000 0.176
Log Age 0.005 0.015 0.005 0.014 0.000 0.213
Log Time to Maturity 0.008 0.010 0.008 0.014 0.000 0.142
Log Amount Outstanding -0.016 0.000 -0.016 0.000 -0.001 0.018
SPS500 Index Return 0.006 0.477 -0.002 0.493 -0.008 0.227
IV Bond Index Return -0.021 0.460 -0.031 0.443 -0.010 0.347
HY Bond Index Return -0.152 0.299 -0.182 0.267 -0.030 0.015
AVIX -0.001 0.242 -0.001 0.201 0.000 0.142
ATV Bond Volatility 0.313 0.457 1.163 0.345 0.850 0.009
AHY Bond Volatility 0.146 0.476 -0.500 0.418 -(.645 0.004
A3M LIBOR -0.015 0.251 -0.012 0.300 0.003 0.024
Number of Observations 687 687 687

R? 0.079 0.079 0.079
Post-Volcker vs Crisis 0.296 0.384 0.062
Post-Volcker vs Post-crisis 0.315 0.454 0.000
Post-Volcker vs Post-Dodd Frank 0.037 0.040 0.477
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Table 5: Robustness Checks on Liquidity Foilowing Downgrades

This table presents results from robustness checks of the analyses on bond liquidity changes
following the implementation of the Volcker Rule. In Column I, we use an alternative measure,
Spread, to capture bond liquidity. For each downgraded bond, we first calculate daily Spread by
taking the difference between volume weighted average customer buy prices (Ask) and volume
weighted average customer sell prices (Bid) during the one-month following the downgrade. We
then average the daily spread across days within the month to get an event level estimate. For each
downgrade event, we also calculate the average Spread in bonds which were rated BB by the acting
rating agency during the same one-month period. We then subtract the average BB bond Spread
from that of the downgraded bond to get a SpreadDiff measure. This is the dependent variable for
the regression in Column L. In Column H, we used the compliance date for banks to conform their
proprietary trading activities and investments in and relationships with non-legacy covered funds
under the Volcker Rule, which is July 21, 2015, to define Post-Volcker period. Specifically, Post-
Dodd Frank period is from July 21, 2010 to July 20, 2015 and Post-Volcker period is from July
21, 2015 to March 31, 2016. The other sub-periods during our sample are defined as earlier. In
Column 1T, we compare each downgraded bond to the average of other BB rated bonds with
simitar time to maturity, amount outstanding, and age when calculating the PricelmpactDiff
measure. We first segment bonds into three time to maturity categories: short-term (maturing
within one year), medium-term (with time to maturity greater than one year by no more than seven
years), and long-term (maturating over seven ycars). Within each maturity category, we further
segment bonds into three size categories: small issue, medium issue, and large issue, using $0.5
Billion and $1.5 Billion in total par amount outstanding as the cutoffs. Finally, we divide bonds
within each size category into new issues and seasoned issues, depending on whether its time since
issuance is greater than one year. Therefore, we form a total of eighteen bond groups based on
time to maturity, amount outstanding, and age. We then calculate PricelmpactDif f for each
downgraded bond by taking the difference between the Pricelmpact of the downgraded bond and
the average Price/mpact of BB bonds from the matching group during the same one-month
period. Downgrade events that happened during the last month in each of the newly defined sub-
periods are excluded since the one-month following those downgrades overlapped with the next
sub-period. The dependent variable in Coluran 11 is PricelmpactDiff as in Table 4. The primary
independent variables of interest are dummy variables for Crisis, Post-crisis, Post-Dodd Frank,
and Post-Volcker. Detailed definitions of all of the independent variables are provided in Table 3
Since bonds issued by the same firm are usually downgraded at the same time, we cluster the
standard errors at the firm level.
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1. Measuring

1l. Use Compliance

ML Use Matched

Liquidity Date to Define Bonds to Calculate
by Spread Post-Volcker PricelmpactDiff
Estimate p-value Estimate  p-value Estimate p-value

Intercept -0.229 0.165 -0.033 0.285 -0.035 0.266
Crisis 0.166 0.002 0.016 0.003 0.013 0.013
Post-crisis 0.066 0.152 0.017 0.020 0.013 0.061
Post-Dodd Frank 0.051 0.156 0.011 0.007 0.008 0.028
Post-Volcker 0.090 0.056 0.026 0.007 0.019 0.004
Previous Rating 0.008 0.349 -0.001 0418 -0.001 0.450
ARating -0.022 0.004 0.001 0.353 0.000 0.462
Log Age ~0.009 0.292 0.005 0.013 0.005 0.023
Log Time to Maturity 0.076 0.002 0.008 0.008 0.008 0.006
Log Amount Outstanding -0.004 0.433 -0.017 0.000 -0.015 0.000
SP500 Index Return -0.328 0.186 0.016 0.436 0.013 0.443
IV Bond Index Return -0.440 0.375 -0.071 0.368 -0.006 0.489
HY Bond Index Return 0.932 0.152 -0.176 0.269 -0.158 0.286
AVIX 0.007 0.145 -0.001 0.198 -0.001 0.221
ALV Bond Volatility 10.592 0.221 -0.009 0.499 -0.096 0.487
AHY Bond Volatility =21.171 0.025 0.336 0.445 0.705 0.382
A3M LIBOR 0.105 0.101 -0.018 0.223 -0.020 0.184
Number of Observations 647 687 687
R? 0.058 0.079 0.074
Post-Volcker vs Crisis 0.050 0.196 0212
Post-Volcker vs Post-crisis 0.283 0.217 0.255
Post-Volcker vs Post-Dodd Frank 0.075 0.070 0.034
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Table 6: Major Liquidity Providers in the Corporate Bond Market and Voleker Rule

This table provides a list of 21 major securities dealers and whether they are subject to the Volcker
Rule. Dealers affected by the Volcker Rule are prohibited from participating in proprietary trading,
but have a market-making exception. Non-affected dealers are not subject to bans on proprietary

trading or market-making.
Source: "The Volcker Rule restrictions on proprietary trading: Implications for the US corporate

bond market" presentation by Oliver Wyman and SIFMA.

Dealers Not Affected by Volcker Rule
Cantor Fitzgerald & Co.
Daiwa Capital Markets Americas

Dealers Affected by Volcker Rule
Bank of Nova Scotia

Barclays Capital
BMO Capital Markets Jefferies & Company
BNP Paribas Securities Nomura Securities International

Citigroup Global Capital Markets
Credit Suisse Securities (USA)
Deutsche Bank Securities
Goldman, Sachs & Co.
HSBC Securities (USA)

1.P. Morgan Securities
Merrill Lynch, Pierce, Fenner & Smith
Mizuho Securities USA
Morgan Stanley & Co.

RBC Capital Markets
RBS Securities
SG Americas Securities
UBS Securities
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Table 8: Volcker Rule and Agency Trades

This table analyzes how dealers’ willingness to arrange trades on a principal basis change
following Volcker Rule. We first estimate for each dealer the proportion of dealer-customer trade
volume completed on effectively agent basis (expressed in decimals) during the one-month
following each downgrade. For each downgrade, we divide the active dealers into two groups:
those affected by Volcker rule and those that were not. We then average the percent of agency
trade across dealers within each dealer group, and use them as the dependent variables in Columns
Iand II. The primary independent variables of interest are dummy variables for Crisis, Post-crisis,
Post-Dodd Frank, and Post-Volcker. Detailed definitions of all of the independent variables are
provided in Table 3 Since bonds issued by the same firm are usually downgraded at the same time,
we cluster the standard errors at the firm fevel.

1. Dealers Affected IL. Dealers Not Affected
by Volcker Rule by Volcker Rule
Estimate p-value Estimate p-value

Intercept 0.219 0.163 -0.041 0.454
Crisis Period 0.030 0.176 -0.026 0.361
Post-crisis Period 0.037 0.199 -0.062 0.175
Post-Dodd Frank Period 0.046 0.049 -0.048 0.232
Post-Volcker Period 0.133 0.000 -0.077 0.114
Previous Rating -0.016 0.223 0.035 0.147
ARating -0.011 0.086 0.017 0.087
Log Age 0.016 0.083 0.026 0.078
Log Time to Maturity 0.006 0.384 -0.008 0.391
Log Amount Outstanding -0.035 0.006 -0.020 0.209
SP500 Index Return -0.164 0.280 -0.627 0.110
IV Bond Index Return -0.520 0.292 1.42] 0.226
HY Bond Index Return 0.688 0.117 -0.821 0.232
AVIX -0.002 0.232 -0.008 0.114
ALV Bond Volatility 4.730 0.386 -2.517 0.451
AHY Bond Volatility 20.346 0.004 3.674 0.409
A3M LIBOR -0.082 0.105 0.016 0.431
Number of Observations 687 687

R? 0.073 0.031

Post-Volcker vs Crisis 0.003 0.212
Post-Volcker vs Post-crisis 0.019 0.375
Post-Volcker vs Post-Dodd Frank 0.003 0.266
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Table 9: Dealer Capital Commitment around Volcker Rule Implementation

This table analyzes how dealers” willingness to commit their own capital to bond trading changes
following Volcker rule. During the one-month following a bond’s downgrade, we first calculate
for each dealer, the absolute value of a dealer’s accumulated principal buy volume and
accumulated principal sell volume at the time of each of the dealer’s trades in the downgraded
bond (in thousands of dollars of face value). We then average the absolute difference between
accumulated buys and accumulated sells across trades within the one-month for each dealer,
weighting each observation by the time for which the capital is committed. Trades that were not
offset prior to day end hence received larger weight in the capital commitment calculation. For
each downgrade, we divide the active dealers into two groups: those affected by Volcker rule and
those that were not. We then aggregate each dealer’s capital commitment measure within each
dealer group, and use them as the dependent variables in Columns 1 and Il. The primary
independent variables of interest are dummy variables for Crisis, Post-crisis, Post-Dodd Frank,
and Post-Volcker. Detailed definitions of all of the independent variables are provided in Table 3.
Since bonds issued by the same firm are usually downgraded at the same time, we cluster the
standard errors at the firm level.
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L. Dealers Affected IL. Dealers Not Affected
by Volcker Rule by Volcker Rule
Estimate p-value Estimate p-value

Intercept 45675.140 0.030 6371.760 0.003
Crisis Period -9025.310 0.003 -617.660 0.012
Post-crisis Period -11231.500 0.000 609.720 0.023
Post-Dodd Frank Period -12891.800 0.000 1879.880 0.000
Post-Volcker Period -20127.890 0.000 2131.810 0.000
Previous Rating -894.800 0.337 -391.460 0.029
ARating 1371910 0.025 -117.810 0.099
Log Age -5690.310 0.000 -321.400 0.034
Log Time to Maturity 4250.750 0.002 30.050 0.387
Log Amount Outstanding 16734.870 0.000 966.710 0.000
SP500 Index Return 55463.810 0.004 3324.580 0.072
IV Bond Index Return 38394.350 0.301 -13601.550 0.162
HY Bond Index Return -149809.210 0.000 -8738.820 0.085
AVIX -589.090 0.033 -42.560 0.110
ALV Bond Volatility -528626.130 0.269 -94993.340 0.214
AHY Bond Volatility 633910.390 0.166 33231.020 0.348
A3M LIBOR 2868.600 0.232 -721.820 0.161
Number of Observations 687 687

R? 0.472 0.031

Post-Volcker vs Crisis 0.000 0.000
Post-Volcker vs Post-crisis 0.000 0.068
Post-Volcker vs Post-Dodd Frank 0.000 0.086

41



176

Table 10: Capital Commitment by Volcker Affected Dealers: The Effect of CCAR Testing

This table analyzes how CCAR regulations affect capital commitment among Volcker affect
dealers. During the one-month following a bond’s downgrade, we first calculate for each dealer,
the absolute value of a dealer’s accumulated principal buy volume and accumulated principal sell
volume at the time of each of the dealer’s trades in the downgraded bond (in thousands of dollars
of face value). We then average the absolute difference between accumulated buys and
accumulated sells across trades within the one-month for each dealer, weighting each observation
by the time for which the capital is committed. Trades that were not offset prior to day end hence
received larger weight in the capital commitment calculation. For each downgrade, we divide the
Volcker affected dealers into two groups: those who passed the CCAR testing in both 2014 and
2015, and those either failed or conditionally passed the CCAR test in at least one year. We then
aggregate each dealer’s capital commitment measure within each dealer group, and use them as
the dependent variables in Columns I and II. The primary independent variables of interest are
dummy variables for Crisis, Post-crisis, Post-Dodd Frank, and Post-Volcker. Detailed definitions
of all of the independent variables are provided in Table 3. Since bonds issued by the same firm
are usually downgraded at the same time, we cluster the standard errors at the firm level.
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L. Volcker Affected 1L Volcker Affected
Dealers who Dealers who
Passed the Failed/Conditionally
CCAR Test Passed the CCAR Test
Estimate p-value Estimate p-value
Intercept 21561.340 0.065 23872.770 0.027
Crisis Period -4255.380 0.022 -5114.490 0.001
Post-crisis Period -7449.130 0.000 -4186.190 0.008
Post-Dodd Frank Period -6207.900 0.002 -7171.690 0.000
Post-Volcker Period -10732.840 0.000 -9816.140 0.000
Previous Rating 368.070 0.382 -1240.680 0.138
ARating 808.620 0.035 588.190 0.039
Log Age -3098.010 0.001 -2670.770 0.000
Log Time to Maturity 2146.430 0.014 2300.440 0.600
Log Amount Outstanding 12345.580 0.000 4428.690 0.000
SP300 Index Return 45166.660 0.000 10757.080 0.153
IV Bond Index Return 11309.940 0.415 33251.730 0.185
HY Bond Index Return -104937.140 0.000 -46102.670 0.019
AVIX -481.870 0.004 -101.680 0.277
AIV Bond Volatility 153290.210 0.393 -636766.770 0.071
AHY Bond Volatility 279028.120 0.239 377606.390 0.118
A3M LIBOR 3094.440 0.107 -336.950 0.433
Number of Observations 683 683
R? 0.420 0.369
Post-Valcker vs Crisis 0.002 0.000
Post-Volcker vs Post-crisis 0.020 0.000
Post-Volcker vs Post-
Dodd Frank 0.003 0.007
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Learn More from Main Street

Whether it was seed capital to open for the fiest time or 3 fine of ceedi{ to build inventory
or a short term loan to keep the lights on, businesses rely on community banks, giobal
financial institutions, insurers, and others. These stories ilfustrate through real companies
the benefits of the nexus between Main Street and financial institutions.

(8]
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Executive Summary

More than three-quarters of American companies of all sizes report that the cumulative effect of the Dodd-Frank Wall
Street Reform and Consumer Protection Act and other financial regulatory rules adopted over the past six years is
making it harder for them {o access the financial services they need. This is true among small, midsized, and even large
companies and is felt most acutely in a lack of access to services helping them manage day-to-day liquidity.

This matters because the financial needs of businesses are as diverse as the American economy. Companies work {o
ensure that they have affordable access to a variety of suppliers for the financial products they need. One of the
unintended consequences of the regulatory efforts to reduce risk in the financial system is that many service providers
have decided to walk away from providing some products and markets.

Without a robust financial services supply chain, our nation cannot finance adequate economic growth. Regulatory
efforts to ensure financial stability must be accompanied by equally vigorous, data-driven analysis to make certain that
Main Street companies continue to have access to the financial services they need.

The U.5. Chamber of Commerce surveyed more than 300 corporate finance professionals about their core financial
services needs and the indirect regulatory impact of all the newly adopted financial regulations. We asked them about
the products they use and the types of financial services they rely on. We also asked them if and how they are seeing the
impact from financial regulation on husinesses and their customers.

State of Corporate Finance

Muin Street Componies Have Different Financing Needs
Companies access and use a variety of different financial products and services on a routine basis, such as™:

+ Cash management tools
« Commercial paper

«  Debt financing

¢ Derivatives

¢ Equity financing

4 Long-term loans

! See Appendix for a glossary of key terms used throughout this report,
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% Short-term loans ‘
# Trade financing b Takeaways.

Each of these products and services addresses a specific need
faced by Main Street companies. To meet those needs,
companies place a high value on the accessibility of products and
services to manage their finances.

4 More than half of companies surveyed utilize ail eight
products and services listed on a routine basis and 85%
used 4 or more.

+  B6% said that it is important for financial services
providers to offer a wide spectrum of services.

4 65% want providers to specialize in specific products.

Companies Rely on Financial Institutions of All Sizes

The survey found that businesses use a combination of financial
institutions for critical financing activities, and the mix of financial
services and products used is closely tied to the availability and

diversity of financing sources.

+  20% of alt small and midsize companies said that they use
four or more financial institutions to issue commercial

paper, raise corporate debt, or access trade financing.

+ large businesses use four or more financial institutions in - financial industyy regulation has dir

ched their financing activit

a variety of contexts, particularly when obtaining long-

term loans, purchasing derivatives, and issuing corporate

debt. the impact of financial regulati

¢ 68% (up from 50% in 2013) indicated that it is important . customersand employees. -

¢ Increased bank capital charges are viewed s

the primary source of increased costs,
- One-third of companies expect the regulatory

effect toworsen in the next threeyears,

ons o to

for their financial services provider to have a global

footprint.

S,

The Future: What Are Companies Facing

Knowing that Main Street companies depend on a vibrant and
diverse financial services industry, we wanted to understand how
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the implementation of financial services regulation is impacting how companies operate and serve their customers.
What we heard was a particularly strong and growing concern for the ability of businesses to access credit and to
manage cash flow and liquidity due to existing and pending regulations. Moreover, many businesses are taking
unanticipated steps to address increased costs or a lack of access to financial services at the expense of customers or
expansion.

o 43% of the companies surveyed said that maintaining cash flow and liquidity are their chief concern.

% . 50% said that increased bank capital charges have increased their costs and challenges.

¢ 79% have seen their business affected by changes in the financial services markets.

% 29% have increased prices for customers and consumers as a result of changes to the financial services market
{double the level seen in 2013},

@ 76% believe that the regulations on the financial services sector will not help their company’s outiook over the
next two to three years.

As a result, in an era where economic growth has been stagnant, we find that existing and additional regulation of the
financial services industry must strike a better balance between its impact on business and economic growth.
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introduction

America is stuck in the worst economic recovery since the Great Depression, with little forward momentum. To mount a
turnaround, the country will depend on businesses—large and smali—to create jobs and drive new economic growth.

Companies across the country understand and appreciate this responsibility and believe that they could be doing better.
But the facts are hard to ignore: Profits are down; there are fewer entrepreneurs starting small businesses; raising
capital and accessing credit is more expensive; and capital expenditures are hitting all-time lows. For companies to
overcome these hurdles and get the economy back on track, they need a diverse and robust financial system. They need
access to reasonably priced capital, cash management solutions, and tools to manage day-to-day business risk.

For example:

¢ Agricuitural companies need access to competitively priced derivatives to hedge swings in commodity prices.
+ Multinational corporations use derivatives to hedge fluctuations in
currencies and interest rates. N
Sams Carpet Cleaning and Repairs
% Company expansions necessary to support growth are financed by
short- and long-term debt serviced by banks. “Several years ago we were jooking to refinance
our 17,850-square-foot building in order to save
money that we could use to expand our customer
to underwrite public offerings and provide counsel on the timing and base, By working with our bank and a
Missouri State program, we were able to secure a
loan that allowed us to lower our interest rate and
generate more cash flow. This freed up additional
Companies that experience cash fluctuations due to inventory production or funds ta invest in technology, training, and
lag time between production and sales depend on cash management tools to expansion. For a small business like ours, the cost
savings and extra capitel came at a great time and
aliowed us toinvest in updating cur local business.”

+  Emerging companies rely on investment banks with a global footprint

type of capital to issue.

ensure that they have the liquidity to pay suppliers and employees.

We talked directly to corporate treasurers, CFOs, founders, and CEQs. Jeff and Susan Sams, Owners

Coilectively, these are the corporate employees who are accountable for e

making sure that their companies have the resources and funds necessary to manage and safeguard corporate
finances—the fuel to sustain and grow any company.

The overall message we heard is that companies have many different financing needs and rely on financial institutions of
all sizes. Further, the financial regulatory environment is getting worse and hampering their ability to acquire the
financial resources they need.

h
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While this report provides insight into how businesses of all sizes use the financial system and how financial services
regulation impacts that system, many guestions remain. Specifically:

4 Can our financial system succeed in meeting the demands of Main Street companies?
¢ Will changes in the regulation of financial institutions continue to limit credit availability or put a strain on
market liquidity?

it is already clear, however, that current financial regulations are making it hard for companies to §ift the American
economy. in fact, 76% of survey respondents believe that the regulations on the financial services sector will not help

their companies’ outlock over the next three years. 5 ‘“\‘
FACES DaySpa
The Chamber is committed to advancing an agenda
"My husband and | opened FACES DaySpa more than two decades ago and
have watched it grow into a successful business. A couple years ago we
markets so that American businesses have the tools wanted to expand by opening a new FACES Lash Studio. We prefer to own
our facilities, rather than renting, so we needed to secure a mortgage from
our bank for the property, as well as a loan to upfit the new space. We put
together a business plan for FACES Lash Studio and negotiated a purchase
price for the real estate. Over the years, FACES has buitt a close, supportive
T T relationship with our bank which has watched our business grow and is
&[g € Eﬁ G {%‘Gk Ogy famitiar with the success of FACES Day Spa. As a result, we were able to
secure both the montgage and loan on agreeable terms that let us get the
tash Studio off the ground. Now the new business is thriving and has
The U.S. Chamber's Center for Capital Markets ger:erazefi enough caslh that it a\!owe’d us to pay o.‘f the upfit foan already.
None af this would have been passible if it wasn't for our hank, which
Competitiveness {CCMC}, working with Brunswick continues to be a valuable and refiable partner for our small business.”
insight, surveyed more than 300 corporate

treasurers, controllers, CFOs, and CEOs from a wide

that promotes well-functioning and strong capital

and resources necessary to drive economic growth.

Patricia Owen, President

range of companies with gross revenues from under -

$100,000 to more than $100 million. The online survey, which built upon CCMC’s survey work in 2013, was conducted
from April 21, 2016, to May 8, 2016. Questions covered topics such as economic outlook, regulatory chalienges, cash
operations, relationships with financial institutions, and what types of institutions companies use for different financial
functions, among other fopics.
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State of Corporate Finance

Companies Have Different Financing Needs and Rely on Financial Institutions of All Sizes

From the large multinational manufacturer that uses over-the-counter derivatives to hedge gas prices to the smail town
florist that uses a short-term loan from the local bank, companies
of all sizes rely on the financial services industry to drive growth. Great Plains Energy | Kansas City Power & Light Company
Businesses access and use various financial products and services

fti & R “The electric power industry is one of the most capital
and rely on multiple banks and other financial institutions to intensive business sectors in the Unitad States with 2015

mitigate day-to-day business risk, raise capital, issue debt, and capital expenditures totaling over $100 billion alone. Easy
access to the money market and capital markets is

essential for Kansas City Power & Light Company and

. . other utility companies 10 continue to invest in the

Since 2013, companies are using more and more varied financial electric grid to ensure all Americans enjoy safe and

manage liquidity.

services to provide the tools and services necessary to operate and refiable power for years to come. We use working capital
obtained under or supportad by lines of credit provided
by financial institutions to conduct daily operations then
Unfortunately, the cost and complexity of obtaining these services repay those funds with money raised through debt and
equity offerings to permanently finance investments like
needed generation faciities and transmission lines.
Without the help of Wall Street and banks our business

grow their businesses in an increasingly competitive global market.

in the United States has risen due 1o the regulatory environment.

Key Findings would be impossible. Unfortunately, banking and
securities regulation advanced under Dodd-Frank, Basel
¢ More than half of companies surveyed utilize all eight 1, and Money Market Fund reforms have all combined to

lirnit access to capital, restrict legitimate risk
management tools, and increase borrowing costs that will
used 4 or more. serve to fimit future capital formation and increase the

& 20% of small and midsize companies said that they use cost of electricity for everyone.”

products and services listed on a routine basis and 85%

four or more financial institutions to issue commercial James Gifligan, Assistant Treasurer

paper, raise corporate debt, or access trade financing.

% Large businesses also used four or more financiat
institutions in a variety of contexts, particularly when obtaining long-term loans, purchasing derivatives, and
issuing corporate debt.

+ 86% indicated that it is important for financial services providers to offer a wide spectrum of services,

¢ 68% (up from 50% in 2013) indicated that it is important for their financial services provider to have a global
footprint.

%

65% want providers to specialize in specific products.
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{fse of bank services

Cash managenient !
Ohtaining short-term loans
Oblaining long-tenn foams.

) Issing ong-term debl
Trade fmancing

Purchasing derivatives

Equily issuantes

issuing commescial paper

Percentage of respondents that use each sarvice.

lise 4+ services Use 6+ services Use all services

86% 8%

Hasa Has 2 wide Hsa Hasalarge Spaciatizes Has atarge

well-establishod spectrum regionat domestic in spegific ghobaf
tocal of regional of corviens? presence? inotprin? prodads? Toatprint? -
faotprint?

Respendeits who indicated attributes a5 “mportant”
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Qbtaining Issulng Jssuing deht ) ) {ash
shott-term fong-term commerdial ! management
foans foans. vaper

Purchasing . kaBd‘E fauity ’ Paymints
derivatives financing issuanes.

BE clonal 1 seational T Reglonal 8 foaat

Flease indicate the tyse of Financia! Institution your company uses mostiy for thal service.

ST e

~ Numberof Insttutions Used

Obtaining long-term loans
Purchasing derivatives
{ssuing debt

Obtaining short-term loans
Issiring commercial paper
Trade Finandng

Payments

Cash management :
B Small/Mid-Size Companies

Equity Issuances 5 Large Companies

10
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The Future: What Are Companies Facing

Cash Crunch

With o reliance on constrained financial services partners, cash flow and credit access pose the greatest finance

chaik toU.S. b

Companies often fail or face turmoil because of cash management
problems. For example, supplier invoices can come due before revenues or
growth in sales needs to be supported by added investment. Managing
cash and liquidity are top concerns of Main Street businesses and, in the
fast five years, regulations and economic changes have forced one in three
companies to take new or unexpected steps to manage their cash. This
challenge is especially acute for America’s smallest businesses.

Key Findings

¢ 43% of respondents said that maintaining cash flow and liquidity
are their chief concerns.

4+ Companies are most concerned about accessing credit, managing
day-to-day currency risk, and raising short term capital. All are
necessary functions to manage cash flow and liquidity.

4+ Regulations and economic changes have forced one in every three
companies to take new or unexpected steps to manage their cash.

¢ 50% said that increased bank capital charges have increased their
costs and challenges.

Quality Support, Inc.

“In 1989, after 21 years in the Marine Corps, |
started Quality Support, Inc., with only $60C, a
small ioan from my Dad...and a dream. | did not
even own a suit back then. | worked day and night
for a number of years and finally saw progress in
the form of more and more contracts. Our big
break came when we were offered a very high
ievel contract in the United Kingdom. it was our
credit cord company that gave us a much needed
line of credit that aliowed us to take on this
important contract in London and make it all wark,
The contract put my company on the map and on
a path to sustainable growth. Without this
financing, I'm not sure where we would be today. |
cannot thank our credit provider enough for what
they did to support our smalf business in those
early days. After 26 years in business, Guality
Support continues to operate successfully, in a
very competitive and challenging environment.”

Wayne Gatewood, Ir,, Founder and CEO

11
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Ton Macro Concerns

Biggest finandal concerns for your business?

Over the next 12 ménihs, which of the following Issues do you foresee as the

{ Smalt businesses, in particular are most
#  concerned about their abitity to maintain
cash flow and Hquidity

8 Maintaining cash flow and !iquidity ;

1 Managing risks on price luctuations

on exchiange rates, inferest rates,
and tommodities

Deating with uncertainty over
new finandial regulations

Restrictions o6 diversifying credit
frotn banks and othiet lenders

if-Sized  large
{ompany size

& Market Hguidity

§ Managing Yisks from international
credit markets

Investing - - Adopting i Negotiating, : - Attracting  Aucessing the © Reducing thi
investors and ;. public debt tigkof

3 heeassing - Managing Raising
Gedit L day-to-tay. © shortderm ;short-term < Teng-teri | . berins and
Traprencyvisk - operating capital. ¢ credit raising < conditions for - raising markels litigation
H capitat Cplansforthe | leans: i capitaland when
: .. business o egtity from 1. releasing
L ommpany

publicand - |
wivale
- markels

< disclosuresto !

analysts
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Changes in Cash Manage

ment Praclices
In the past five years, has your company taken any new of
unexpected sleps to manage cash aperations?

Thinking about the past 2-3 years, which of the folfowing specific regulatoty changes have caysed
e sts o2 other chatienges for youl company?

.
Increased bank capifat charges

Increased requistion of derivatives
Thanges to money marke! mutual fands

Irabifity to hold cash depasits §

Restrictions on banks® abiiity to engage in
physicat commadity activities B

other & 1%
Home m 5%

_ Most Negative Regulations
i tecent years, many new finandal rules and reguiations have bean implemented. Would vou say thal the following
regulalions have had a pesitive or negative impact on your company?

Ket impact of regulations on...

| Basel 1

( SIF Regulations

1 SEC Money Marke? fund Reiofmﬁ
The Yoicker Rule

The Liguidity Coverage Ratis
PCAOR Audt Stanvtards RN 1
S and EU Derivative Rules 1
m U8 et Negative . B Het Positive
The nismbers reflect the net of the percentage of businesses who soid eoch regulation had a positive impact minus
the percentage of businesses who said the impact of each regulation was a pegative on their business. For exomple,
the negative numbers indicate that more businesses felt the impact was negative for the company.
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Impact of Financial Regulations on Main Street Companles

The trickle-down impact of regulatory overreach on customers

Businesses depend on a healthy, well-regulated financial system to spur economic growth. However, the past decade
has been turbulent—from the financial crisis to its legisiative response. While many of these reforms have improved the
resilience of our financial system, a number of policy responses have gone too far and are negatively influencing Main

Street companies and their customers,
Key Findings

#  79% of the businesses respondents are affected by changes in the financial services market.

¢ 29% have increased prices for customers and consumers as a resuit of changes to the financial services market
{double the level seen in 2013).

@+ 39% have absorbed the higher costs.

¢ 19% have delayed or cancelled planned investments.

+  76% believe that the regulations on the financial services sector will not help their companies’ outlook over the

next two to three years.

2013 S 2016

14
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Absorbed

Hade ttsin Inersased

Substitted Substituted
olleef areas, the dsk of reduted o reduced the Mgher
- dwluding Cofnfiaey v e lypae of findbeiai fiS 14
parsotiel exgsed fo fandiat nstitatioes
SeTViES providion
eceived saeviees

Wtich of the folfowing actions has yoi company takew a8 & tesll of changes to the Mnantial services market?

Ds you expect the regulations

[for the financial services sector]

1o improve o

worsen the outlook for your swi company over the next 2-3 years?

B Significantly improve

Somewhat improve
B Neither/Unsure
4 Somewhat worsen

8% Significantly worsén

altave regulations for the
finandcial sector will nol help
hely company’s cutloek over
thanext 2-3 years

15
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Appendix

Glossary of Key Terms
Viking Masek

Bank regulatory capital: The amount of capital that a bank must hold “ur bank has been a key partner in Viking Masek's
as required by its financial regulators. This is usually expressed as a success over the last 16 years, When the company decided
ratio of required equity versus the assets held by a bank, adjusted for 1o transition from 8 sales organization €0 an integrated
s . ., manufacturer in 2006, our bank provided the critical
the assets’ potential risk. Bank regulatory capital levels are financing needed to purchase our faciiities and then
established by international and domestic standard-setters and remained alongside us three years later when our
continued growth reguired a new addition to our building.
In addition to financing subsequent expansions, our bank
the Federal Reserve, respectively. has worked with us to develop a line of eredit that has
made our growth possible by alfowing us to fund increased
Bond: A debt security that represents a fixed-income claim on the inventory and accounts receivable as our demand has
grown. The close relationship we have built with our bank
has been a ingredient in the success of our business,
which now employs mere than 50 peaple.”

regulators, such as the Basel Committee on Banking Supervision and

cash flows and assets of a company.

Cash flow: The amount of cash and cash-equivalents moving in and
out of a business. Businesses need positive cash flow in order to pay Rebert "RC” Hubn, Chief Financial Officer
short-term obligations, such as everyday expenses, as well as maintain

a cash buffer for unanticipated payments.

Cash management tools: These tools assist a company with their short-term financial management needs and include a
wide variety of products and services, including money market funds and certificates of deposit.

Commercial bank: A chartered financial institution that provides a variety of services to businesses, including accepting
deposits, making toans, and other payment-related services.

Commercial paper: An unsecured short-term debt instrument issued by a company to raise short-term capital and
manage near-term liabilities.

Debt financing: A form of raising capital that includes issuing bonds and other forms of indebtedness through the public
and private markets or borrowing money directly from a lender. Debt financing requires paying interest and principal at
specified dates.

Derivatives: Financial contracts whose value is driven by the value of another asset or security (known as an
“underlying”}. Commonly used derivatives include forwards, futures, and swap contracts. For example, swap contracts
are used by businesses to manage risk, such as locking in a fixed rate of interest for an overseas payment.

16
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Equity financing: A form of raising capital that allows cash to be contributed to a business in exchange for an ownership
interest. Investors participating in equity financing typically have voting rights and share in the percentage of the firm’s
profits or potential losses.

Investment banks: Financial institutions that provide advisory services and help to raise capital for businesses in the
public markets, including through underwriting, asset management, sales and trading, and research.

tiquidity: This refers to the volume of activity in a market, as well as a general measure of the ease of selling securities,
such as bonds and stocks, or converting assets to cash. Market makers, like investment banks, help facilitate the flow of
trading and ensure efficient, liquid capital markets.

Long-term loans: A loan or other long-term debt obligation that generally lasts more than one year.

Payment systems: These financial tools permit settlement of financial transactions by transferring monetary value —

such as by wiring payment.

Risk management tools: These tools, such as derivatives, assist a company in managing their exposure to a variety of
different risks, such as changes in interest rates, commodity prices, or foreign currencies.

Short-term loans: A loan or other short-term debt obligation that generally lasts less than one year.

Trade financing: A form of domestic or international financing that allows a firm to extend credit to its customer by
selling its goods and services and permitting the customer to pay some date after the receipt of goods and services.

U.S. Chamber of Commerce
Center for Capital Market Competitiveness
1615 H Street, NW
Washington, DC 20062
17
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Chairman and Members of the Committee, thank you for inviting me to testify
today regarding the impact of the Volcker Rule! on the financial markets and the
general economy. My name is Charles Whitehead, and I am a Professor of Law at
Cornell University specializing in capital markets, financial institutions and trans-
actions, business organizations, and mergers and acquisitions. Before becoming an
academic, I spent 17 years in the private sector and held senior legal and business
positions in the financial services industry in New York and Tokyo.

I testify today in favor of repealing the Volcker Rule. A principal goal of the
Volcker Rule is minimizing risky trading activities by banks and their affiliates and,
consequently, enabling banks to pursue a “traditional” banking business in providing
capital to businesses and consumers. What the Rule fails to reflect is change in how
credit is provided today, moving from traditional banking to increasing participation
by banks in the capital markets. This necessarily involves the banks’ use of their
own balance sheets to buy and sell securities as part of a market-making function.
Artificially constraining their ability to do so affects the smooth operation of the
capital markets.

There is certainly an argument for regulating risky trading activities. But the
Volcker Rule addresses the wrong problem in the wrong way. The Volcker Rule
was sold to Congress as a responsc to the 2008 financial crisis, an attempt to reduce
risk in banks principally by banning short-term proprietary trading directly by banks
and their affiliates and indirectly through investments in hedge funds and private
equity funds. But why was restricting short-term proprietary trading a solution to
the crisis? The answer is far from apparent and is unsupported by the facts that
Congress had at the time. As Treasury Secretary Geithner testified, “most of the
losses that were material . . . did not come from [proprietary trading] activities.”?

! Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, § 619, 124 Stat.
1376, 1620 (2010) (codified at 12 U.S.C. § 1851 (2014)) (the “Dodd-Frank Act”). The Volcker Rule
technically is not a “rule,” but part of the statutory text in the Dodd-Frank Act, implemented in 2013 through
final regulations (the “Final Rule™) adopted by The Office of the Comptroller of the Currency, the Federal
Reserve, the Federal Deposit Insurance Corporation, the Securities and Exchange Commission, and the
Commodity Futures Trading Commission. See OCC, Federal Reserve, FDIC, and SEC, Prohibitions and
Restrictions on Proprietary Trading and Certain Interests in, and Relationships with, Hedge Funds and
Private Equity Funds, 79 Fed. Reg. 5536 (Dec. 10, 2013); CFTC, Prohibitions and Restrictions on
Proprietary Trading and Certain Interests in, and Relationships with, Hedge Funds and Private Equity
Funds, 79 Fed. Reg. 5808 (Jan. 31, 2014). The Final Rule became effective as of Aprit 1, 2014, The
Federal Reserve granted banks and their affiliates an extended conformance period until July 21, 2015,
Unless the context otherwise requires, when I refer to the Volcker Rule in this testimony, | mean to refer to
the statutory text and its implementing regulations.

? Hearing Before the Congressional Oversight Panel, 111® Cong. (2009) (testimony of Sec. of Treasury
Timothy Geithner) (testifying about the causes of the 2008 financial crisis).
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Rather, many of the most significant bank losses arose from traditional extensions
of credit, especially loans related to real estate.’

I believe it is fair to say that the Rule’s proponents were less interested in
curing a particular cause of the financial crisis* and more interested in championing
the view that commercial banking should be separated from investment banking,
particularly proprietary trading and principal investing.’ By barring proprietary
trading by banks and their affiliates, the Rule’s sponsors hoped that utility services,
such as taking deposits and making loans, would once again dominate the banking
business.® But that view reflected hope over experience. In light of the fluid and
evolving nature of the financial markets, it was unlikely that regulation could force
a return to the financial sector model of an earlier era when banks and bank lending
were kept separate from the capital markets.

What has been the result? The Volcker Rule imposes a static divide — a
financial Maginot Line — between short-term proprietary trading and banking, but
does so within a world where capital markets and bank loans compete for corporate
lending, and fluid financial markets continue to evolve and can sweep around a fixed
position.” Changes in the financial markets spurred by the Volcker Rule still expose
banks to the kinds of risks the Volcker Rule was intended to minimize or eliminate.
Hedge funds and other, less-regulated entities whose activities can affect banks and
bank risk taking picked up the proprictary trading that exited banks and their

* Id. Chairman Volcker himself acknowledged that the restrictions in the Volcker Rule would not have
prevented the financial crisis: “Tt certainly would not have soived the problem at AIG or solved the problem
with Lehman Brothers, alone. It was not designed to solve those particular problems.” Hearing Before the
S. Comm. On Banking, Hous. & Urban Affairs, 111" Cong. (2010) (statement of Paul A. Volcker,
Chairman, President’s Econ. Recovery Adv. Bd.). To the extent trading contributed to bank losses, short-
term proprietary activity may have been less of a concern than the losses suffered from longer-term holdings
of risky asset-based (primarily mortgage-backed) securities not covered by the Volcker Rule. See Matthew
Richardson et al., Large Banks and the Volcker Rule, in REGULATING WALL STREET: THE DODD-FRANK
ACT AND THE NEW ARCHITECTURE OF GLOBAL FINANCE 181, 203-04 (linking bank losses in the 2008
financial crisis to the banks” strategy of holding mortgage-backed securities as long-term investments).

# See Kim Dixon & Karey Wutkowski, Volcker: Proprietary Trading Not Central to Crisis, REUTERS, Mar.
30, 2010 (reporting that Chajrman Volcker, although still supperting the ban on proprictary trading,
conceded it was not central to the financial crisis).

5 See DAVID SKEEL, THE NEW FINANCIAL DEAL 86-87 (2011) (noting that, due to changes in market
practices and technology, proprietary trading has become crucial to investment banking).

¢ See 156 CONG. REC. $5894 (daily ed. Jul. 15, 2010) (statement of Sen. Jeff Merkley) (describing the
rationale for the Dodd-Frank Act).

" See Charles K. Whitehead, Reframing Financial Regulation, 90 B.U. L. REV. 1, 2-5, 36-40 (2010)
(describing changes in the financial markets relating to market participants and financial instruments).

e
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affiliates.® Moreover, in order to make up for losses in revenues, banking entities’
shifted their risk-taking activities to other businesses — increasing their risk taking,'®
potentially through activities with which they were less familiar than the proprietary
trading they were compelled to abandon.!!

The problems around the Volcker Rule are exacerbated by practical difficulty
in implementing the Rule itself. What is proprietary trading, and how is it
distinguished from market-making? When implementing the Rule, the regulators
noted that it was difficult to define certain permitted activities because it “often
involves subtle distinctions that are difficult both to describe comprehensively
within regulation and to evaluate in practice.”’? Specifically, in the Final Rule’s
proposing release, the regulators found that “[a]ithough the purpose and function of
[market making activities and proprietary trading] are markedly different . . . clearly
distinguishing these activities may be difficult in practice.”’® Likewise, industry
participants have complained that the lack of definitional bright lines makes it
difficult for banks to comply with the Rule." As a result, banking entities have had
to incur substantial costs in order to implement cumbersome supervisory and
compliance regimes;'* and in order to avoid stepping over the line, many have pulled
back from permissible market-making activities.® The resulting increase in

# See Charles K. Whitehead, The Volcker Rule and Evolving Financial Markets, | HARV. BUS. L. REV, 39,
46 (2011) (noting that banks will continue to be exposed to proprietary trading through their reliance on
less-regulated hedge funds as one means to hedge credit risk).

° The term “banking entity” is defined infra at note 20.

19 See Jussi Keppo & Josepf Korte, Risk Targeting and Policy Hlusions — Evidence from the Announcement
of the Volcker Rule, MGMT. SCIENCE 2-3 (Articles in Advance, 2016) (concluding that overall bank risk
levels did not decline after announcement of the Volcker Rule); Sohhyun Chung et al,, The Impact of
Volcker Rule on Bank Profits and Default Probabilities 2-3 (Working Paper, June 19, 2016) {finding that
the Volcker Rule raised the default probabilities of 34 U.S. banks by decreasing the size of the liquid trading
book and increasing the illiquid banking book).

! See infra notes 52-56 and accompanying text.

12 See Prohibition and Restrictions on Proprietary Trading and Certain Interests in, and Relationships With,
Hedge Funds and Private Equity Funds, 68 Fed. Reg,. 68,849 (Nov. 7, 2011).

%68 Fed. Reg. 68,869,

4 See, e.g., Deloitte, The Volcker Rule’s Impact on Infrastructure 2-3 (Jul. 2011) (noting that “[clon-
structing tests that definitively delineate between [proprietary trading and permitted activities] may be quite
difficult” and that banking entities “will require robust infrastructure and processes to monitor and
comply.™).

5 See Robin Greenwood et al., The Financial Regulatory Reform Agenda in 2017 11-12 (2017) (Harv. Bus.
Sch. Project on Behav. Fin. and Fin. Stability, Working Paper 2017-9).

' See Jack Bao et al., The Volcker Rule and Market-Making in Times of Stress 10 (Fed. Res. Fin. and
Econ. Disc. Series 2016-102) (finding that the illiquidity of stressed bonds has increased after adoption of
the Volcker Rule); see also Darrell Duffie, Market Making Under the Proposed Volcker Rule 4-6 (Stan.
Univ. Working Paper, Jan. 16, 20]2) (stating that the Volcker Rule will reduce the overall quality and
capacity of market-making services provided to U.S. investors).

-3
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investors® execution costs and the decline in market liquidity means that investors
will demand higher yields on new bond issuances. The challenge is not how much
capital is raised, but the incremental cost to issuers of raising it — a cost that affects
Main Street as much as it affects Wall Street.!”

The result is costly regulation with limited upside and the potential for greater
downside.'® There are legitimate reasons to be concerned over the risks associated
with a bank’s trading operations. But those risks can be more effectively addressed
through other means, such as imposing capital charges on a bank’s trading books
and the traditional bank regulators’ focus on risk management and assessing a bank’s
safety and soundness.!” For those reasons, the Volcker Rule should be repealed.

Background

The Volcker Rule is intended to reduce risk taking by U.S. “banking entities”
- essentially deposit-taking commercial banks, companies that control those banks,
and any affiliate of any of the foregoing.’® It does so by prohibiting a banking entity
from “engag[ing] in proprietary trading” of securities, derivatives, commodity
futures, and options on those instruments for their own account or “acquirfing] or
retainfing] any equity, partnership, or other ownership interest in or sponsor{ing] a
hedge fund or private equity fund.”?!

17 See infra notes 71-72 and accompanying text.

¥ Professor John Coates has argued that the Volcker Rule is a structural law that is designed to change the
organizational culture of banks by, among other things, reducing bankers’ incentives to take risk and
reducing the authority of traders. See John C. Coates IV, The Volcker Rule as Structural Law: Implications
Sor Cost-Benefit Analysis and Administrative Law, 10 CAP. MARKETS L.J. 447, 454 (2015). In light of its
non-quantifiable goals, and the difficulty of anticipating private market response to the new regulatory
structure, Professor Coates argues that the Volcker Rule should not be subject to a cost-benefit analysis.
1d. at 468. Difficulty in assessing private market responses to changes in financial regulation is not
uncommon, and the Volcker Rule is no exception. See Charles K. Whitehead, The Goldilocks Approach:
Financial Risk and Staged Regulation, 97 CORNELL L. REV. 1267, 1272-73, 1299-1302 (2012).
Nevertheless, without addressing Professor Coates’ specific contention — namely, that structural law should
never be subject to a formal cost-benefit analysis — when new regulation like the Volcker Rule imposes
substantial costs on market participants, and the benefits are vague or open to interpretation, serious
consideration should be given to whether those costs are justified by the likely merits. See infra note 72
and accompanying text.

19 See Greenwood et al., supra note 15, at 12.

2" The definition of “banking entity™ appears at 12 U.S.C. § 1851(h)1). The Volcker Rule also limits
similar activities by certain systemically important financial institutions supervised by the Federal Reserve
Board. 12 U.S.C. § 1851(a)}2).

M2 U.8.C. § 1851a)(1).

4
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Proprietary Trading: What's in a Name?

Traditionally, proprietary trading referred to activities by trading desks that
were allocated capital to invest for the firm’s own account as opposed to other func-
tions, such as assisting the firm in its asset-liability management.”” The Volcker
Rule’s definition is both broader and narrower. The Rule is broader, because as
implemented, it prohibits a banking entity from engaging as principal in any
purchase or sale of the designated financial instruments, unless the activity is
excluded from the definition of “proprietary trading”™ or an exemption is available.
It is narrower, because “proprietary trading” principally covers the buying and sell-
ing of financial instruments for near-term gain; it does not extend to longer-term
proprietary holdings.?

The problem, of course, is distinguishing proprietary trading activity from
other trading that uses a banking entity’s balance sheet, and distinguishing near-term
from long-term trading activities. Generally speaking, trading activity is classified
as proprietary if it satisfies one of three tests set out in the Final Rule (relating to the
trade’s purpose (the Purpose Test), its treatment under the market risk capital rules
(the Market Risk Capital Rule Test), and whether the trade relates to the banking
entity’s status as a dealer, swap dealer, or security-based swap dealer (the Status
Test)) and is not otherwise excluded from the proprietary trading definition.?*

Of the three, the Purpose Test is the most ambiguous — principally due to its
reliance on the “purpose” of the trade in classifying whether it is proprietary or not.
The purchase or sale of a financial instrument will be considered near-term and
proprietary (and, therefore, subject to the Volcker Rule, absent an exemption) if it is
principally for the purpose of short-term resale, benefiting from actual or expected
short-term price movements, realizing short-term arbitrage profits, or hedging one
or more positions resulting from purchases or sales of financial instruments in one
of the foregoing transactions.”

The Final Rule includes a rebuttable presumption that any financial instru-
ment held for fewer than 60 days (or whose financial risk is substantially transferred

# See Camille L. Orme & Whitney A. Chatterjee, The Volcker Rule, in REGULATION OF FOREIGN BANKS
& AFFILIATES IN THE UNITED STATES (9th ed. 2016, Randall D. Guynn, ed.).

3 Specifically, the activity must be for the “trading account™ of the banking entity. A “trading account” is
a set of transactions “used for acquiring or taking positions in the [covered financial instruments] principally
for the purpose of selling in the near term (or otherwise with the intent to resell in order to profit from short-
term price movements)” or as otherwise determined by applicable regulation. 12 U.S.C. § 1851(h)(6).

# A description of the three tests can be found in Orme & Chatterjee, supra note 22, at 1317-19.

¥ Final Rule § _ 3(b)(1)(1).

-5
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within 60 days) meets the Purpose Test and, therefore, is proprietary. The presump-
tion can be rebutted if, based on the facts and circumstances, the banking entity can
demonstrate that the instrument was not purchased or sold for any of the purposes
covered by the Purpose Test.?® That means that two identical trades may be treated
differently based on whether or not the banking entity is able to rebut the presump-
tion that they are proprietary. Doing so requires some evidence of the trade’s
purpose and the trader’s intentions — difficult to establish, particularly in light of the
limited regulatory guidance on how the presumption can be rebutted in practice.’

Market-Making: What'’s in a Name? Part 1]

Among the proprietary trading exceptions, market-making is perhaps the most
important.?® It mirrors a classic bank function — providing liquidity to lenders with-
out affecting the borrower’s access to a stable source of capital — relying on the
capital markets rather than traditional banking channels to do so. The exception was
included in light of the importance of market-making to well-functioning capital
markets and, in turn, the general economy.?

Market-making supports secondary trading liquidity, comprised of market
liquidity and funding liquidity. Market liquidity refers to the ease by which an
investor can sell a portfolio asset, like a stock or a bond. An asset’s market liquidity
is low when it becomes relatively difficult to raise money by selling the asset —
where, in effect, there are sellers but relatively few buyers, causing a drop in the sale
price. Anticipating that risk, investors are more likely to demand a higher return on
their investment; the greater the risk, the greater the overall cost of raising capital.

Funding liquidity refers to the ability of investors and other market partici-
pants to finance their investment portfolios. Many investors use the assets they buy
as collateral against short-term borrowings, often structured as sales at a discount (or

 See Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships with,
Hedge Funds and Private Equity Funds, 79 Fed. Reg. 5535, 5550 (Jan. 31, 2014),

7 See Orme & Chatterjee, supra note 22, at 1318 n.78.

12 U.S.C. § 1851(d)(1)(B). Other exceptions include trading in U.S. Treasuries and other government
instruments, 12 U.S.C. § 1851(d)(1)(A), risk-mitigating hedging, id. §1851(d)(1)(C), trading on behalf of
customers, id. § 1851(d)(1)(D), and proprietary trading by non-U.S. banking entities occurring solely
outside the United States, id. § 1851(d)(1)(H). Even then, the statutory exceptions to the Volcker Rule are
subject to broad prudential backstop provisions that prevent banking entities from engaging in activity that
would “involve or result in a material conflict of interest,” “result, directly or indirectly, in a material
exposure by the banking entity to high-risk assets or high-risk trading strategies,” “pose a threat to the safety
and soundness of such banking entity,” or “pose a threat to the financial stability of the United States.” 12
U.S.C. § 1851(d)}2)A). See also Orme & Chatterjee, supra note 22, at 1380-83.

79 Fed. Reg. 5576, 5581.

-6-
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a “haircut”) and repurchases in the “repo” market. The size of the haircut is a reflec-
tion of the lender’s ability to sell the collateral if the borrower defaults. Thus, a
decline in market liquidity is likely to increase the haircut. It also limits how much
the investor can borrow and, therefore, its business and operations — most likely
prompting investors to demand an even greater return on the assets they buy.*

Stated differently, market and funding liquidity are two sides of the same coin.
If market liquidity drops, the resulting rise in haircuts will lower the amounts
available to buy new assets, in turn, prompting a further drop in market liquidity.
This feedback loop is precisely what occurred during the 2008 financial crisis,
resulting in a rapid decline in bond market liquidity.*!

Even outside of a crisis, the relationship between market and funding liquidity
can limit the amount of new capital that is available to end-users — those who rely
on the capital markets to raise funds — or increase the overall cost of funding. More
to the point, investors purchase securities on the basis of there being an adequate
secondary market for resale, which largely depends on market-making activities.
Unless an alternative source of liquidity appears, a decline in market-making is
likely to increase portfolio risk and either reduce returns to investors or increase the
issuer’s cost of capital, or both.*

In order to qualify as market-making, the Volcker Rule requires that the
trading desk that manages the exposure “routinely” be ready to purchase and sell the
financial instruments for which it is making a market and be able to quote, purchase
and sell, or otherwise enter into long and short positions in, those types of financial
instruments for its own account, in commercially reasonable amounts, and through-
out market cycles on a basis appropriate for the liquidity, maturity, and depth of the
market for the relevant financial instruments.> In addition, the amounts, types, and
risks of the financial instruments in the trader’s market-making inventory must be
designed not to exceed, on an ongoing basis, the reasonably expected near-term
demands of clients, customers, or counterparties, based on the liquidity, maturity,
and depth of the market for the relevant financial instruments, and a demonstrable

 See Markus K. Brunnermeier & Lasse Heje Pedersen, Market Liquidity and Funding Liquidity, 22 REV.
FIN. STUD. 2201, 2201-07 (2009);

3 See id. at 2203-05.

3 See infra notes 69-72 and accompanying text: see also Duffie, supra note 16, at 18-19.

* Final Rule § __4(b).

7
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analysis of historical customer demand,* the current inventory of financial instru-
ments, and market and other factors regarding the amount, types, and risks of the
financial instruments.

Compliance Complexity

Each banking entity is required to institute a compliance program that is
“reasonably designed to ensure and monitor compliance™ with the Volcker Rule.*
The scope of each compliance program will vary based on “the types, size, scope
and complexity of activities and business structure of the banking entity.™® The
program requirements are organized into five tiers, based on the banking entity’s
asset size and the volume of its trading activities. In general, however, for banking
entities that conduct proprietary trading, each compliance program requires the
banking entity to implement a wide array of policies and procedures, training,
internal controls, and testing that may be enterprise-wide (to the extent applicable to
one or more trading desks) or implemented for a particular business unit.

A banking entity must also report certain quantitative measures of its trading
activities to the regulators if its trading assets and liabilities meet certain thresholds.*’
Those trading metrics must be calculated each trading day at the trading desk level
for each desk that relies on, among others, the exemption for market-making.*® The
Final Rule includes detailed directions on how to calculate the metrics, including
risk and position limits and usage, risk factor sensitivities, Value-at-Risk and Stress
VaR, comprehensive profit and loss attribution, inventory turnover, inventory aging,
and the ratio of customer-facing trades to trades with non-customers.”” Those
metrics are not intended as a means to assess compliance with the Volcker Rule, but
rather are used to monitor trends and identify activities for further review.*
Additional metrics may be needed in order to implement an effective compliance
program.*!

* The types of information that could be used in this analysis include: “(i) [rlecent trading volumes and
customer trends; (ii) trading patterns of specific customers or other observable customer demand patterns;
(iii) analysis of the banking entity’s business plan and ability to win new customer business; (iv) evaluation
of expected demand under current market conditions compared to prior similar periods; (v) schedule of
maturities in customers’ existing portfolios; and (vi) expected market events, such as an index rebalancing,
and announcements.” 79 Fed. Reg. 5610 to 5611.

* Final Rule § __.20(a).

36 [d

7d.§ _.20(d).

¥ 1d. Appendix A §§ 1, L.

¥ See also Orme & Chatterjee, supra note 22, at 1386-87 (summarizing the required metrics).

79 Fed. Reg. 5765.

' Final Rule Appendix A § 1; 79 Fed. Reg. 5761.
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Out of the Frying Pan Into the Frying Pan

Not surprisingly, much of the proprietary trading activity — often, internal
hedge funds and walled-off speculative trading desks — was sold or pushed out of
banking entities in anticipation of the Volcker Rule being implemented.*? In many
cases, the trading activity moved to less-regulated hedge funds.*

A key question is whether moving those risk-taking activities to hedge funds
insulated banking entities from the problems the Volcker Rule was intended to
address. There are a number of reasons to believe it does not.

Seven (or Fewer) Degrees of Separation

It is difficult today to wall-off one sector of the financial markets from
another. Before the 2008 financial crisis, standard risk measurement methods under-
estimated how closely commercial banks, investment banks, hedge funds, and insur-
ance companies are linked. As a result of that linkage, when financial conditions
worsen for one type of institution, the effects can spread quickly to others. Spillovers
among financial institutions may be small in times of financial stability, but quickly
escalate when the system is under stress, particularly among certain types of entities.
Key among them are hedge funds. One recent study found that “hedge funds may

42 See MICHAEL S. BARR, HOWELL E. JACKSON & MARGAREY E. TAIIYAR, FINANCIAL REGULATION: LAW
AND POLICY 684 (2016).

+* See Sam Jones, More Goldman Traders to Exit for Funds, FIN. TIMES, Jan. 9, 2011 (reporting that senior
members of Goldman Sachs last big proprietary trading desk left to launch a private hedge fund); Aaron
Lucchetti, Morgan Stanley Team to Exit in Fallout from Volcker Rule, WALL ST. 1, Jan. 11, 2011, at C1
(reporting that Morgan Stanley's proprietary trading unit will leave to form an independent trading firm);
see also Private Equity Groups Diversify, FIN. TIMES, Dec. 20, 2010 (reporting that private equity firms
are capitalizing on the forced divestiture of proprietary trading units by purchasing stakes in newly-created
funds launched by those units). To be sure, the Dodd-Frank Act expanded hedge fund regulation by, among
other things, eliminating the private advisor exemption from the Investment Advisers Act of 1940 and, with
certain exceptions, requiring private fund advisers to register with the Securities and Exchange Commis-
sion. Dodd-Frank Act § 403. As a practical matter, however, the new requirements did little to affect the
hedge fund industry, since many of the largest advisers were already registered. About 70% of hedge fund
assets were managed by advisers that had voluntarily registered. See After Dodging Many Bullets, Hedge
Funds Are Back in Regulators’ Sights, KNOWLEDGE@ WHATRON (Mar. 18, 2009) (noting that many hedge
funds were willing to voluntarily register in order to attract institutional investor funds). Moreover, hedge
funds typically are not subject to the prudential financial regulation that helps police the amount of risk that
a bank can incur. See Whitehead, supra note 7, at 15-16, Appendix B.
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be the most important transmitters of shocks during crises, more important than com-
mercial banks or investment banks.”** The reason relates to the trading strategies of
hedge funds and their interconnectedness with other entities, including banks.
Hedge funds are often highly leveraged and, in times of crisis, are likely to be forced
to liquidate assets at fire-sale prices, causing hedge funds as a group to sustain heavy
losses. Consequently, under some circumstances, hedge funds may perform in the
same way, irrespective of management style, causing an overall decline in hedge
fund stability at the same time.*> This can lead to defaults that threaten banks directly
as counterparties or creditors, and indirectly through the effect of the hedge funds’
fire sales on the credit market.* Moreover, to the extent hedge funds provide a
means for banks to outsource credit risk (through, for example, credit default swaps
that transfer bank credit risk, often to hedge fund counterparties), a problem in the
hedge fund industry can directly affect how banks manage risk precisely at the time
they most need it, during a financial crisis.?’

The Volcker Rule is also intended to suppress a bank’s risk-taking “culture”.*®
Its approach, however, presupposes a financial industry that no longer exists.
Whether or not a bank has a risk-taking culture increasingly depends less on the CEO
or the entity itself, and more on the opportunities for employment that exist else-
where within the financial markets, including in hedge funds.* The focus on entities
misses the effect on compensation (and risk-taking) of the competition among finan-
cial firms to hire good employees. That effect is significant. In a competitive
market, firms are expected to adjust compensation in line with market demand,
assessing and paying employees based on their relative ability to generate returns.
In principle, that competition should align employee and employer incentives, allo-

* Reint Gropp, How Imporiant Are Hedge Funds in a Crisis? 1-2 (FRBSF Economic Letter 2014-11, Apr.
14, 2014).

5 See Nicole M. Boyson et al., Hedge Fund Contagion and Liquidity Shocks, 65 J. FIN. 1789, 1814-15
(2010) (linking contagion in the hedge fund industry to liquidity shocks).

¥ See Gropp, supra note 44, at 2-3.

47 See Whitehead, supra note 8, at 66,

% Chairman Volcker commented that one of the policy purposes of the Volcker Rule was to address a
banking “culture” that was “manifested in the huge incentives to take risk inherent in the compensation
practices for the traders. Can one group of employees be so richly rewarded, the traders, for essentially
speculative, impersonal, short-term trading activities while professional commercial bankers providing
essential commercial banking services to customers, and properly imbued with fiduciary values, be
confined to a much more modest structure of compensation?” Paul A. Volcker, Commentary on the
Restrictions on Proprietary Trading by Insured Depository Institutions 2 (Feb. 13, 2012).

# See Simone M. Sepe & Charles K. Whitehead, Paying for Risk: Bankers, Compensation, and
Competition, 100 CORNELL L. REV. 655, 658-60 (2015) (finding that greater risk taking can increase short-
term bank profits and, in tum, employee compensation, potentially at the expense of long-term bank value,
so long as the employee can depart before any losses materialize).
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cating the best employees to the most profitable firms. In the case of banks, how-
ever, combining performance-based pay with competition — where employees can
move from one employer to the next — has had perverse results. Greater risk taking
can increase short-term bank profits and the amount an employee is paid, potentially
at the expense of longer-term bank value.”® Employees, therefore, have an incentive
to incur risk so long as they can depart for a new employer before any longer-term
losses (and corresponding drop in pay) materialize. Competition results in an
upward spiral in pay and limits the bank’s ability to efficiently adjust compensation
to reflect risk taking and long-term outcomes.>® Stated differently, even if propri-
etary traders move to a different entity, a bank’s executives are still trapped into
providing risk-prone incentives to employees due to the pressures that arise from the
market-wide competition for talent.

Unintended Consequences

A recent study focused on the Volcker Rule’s effect on the investment, divi-
dend, and recapitalization decisions, and also the profits and default probabilities, of
34 banks. It found that the Volcker Rule raised bank default probabilities. It did so
by decreasing the bank’s trading portfolio and increasing its illiquid banking port-
folio, which is more difficult to manage.” Another recent study found that
announcement of the Volcker Rule caused banks to reduce the size of their trading
portfolios, but did not reduce their overall risk taking. To keep their risk targets,
banks simply raised the trading risk of their remaining portfolios.**

This shift in bank risk taking should not be a surprise. It has happened before.
When first introduced, risk-based capital requirements (and later increases in those
requirements) had disparate effects on banks, decreasing a bank’s risk taking in some
cases but increasing it in others. Managers who were risk-averse chose to trade off

*% Although banking has evolved, a portion of a bank’s losses may not be realized until the long term due
to its investment in illiquid assets with maturities that are longer than a bank’s demand deposits. See
Jonathan R. Macy & Geoffrey P. Miller, Deposit Insurance, the Implicit Regulatory Contract, and the
Mismatch in the Term Structure of Banks' Assets and Liabilities, 12 YALE J. ON REG. 1, 7 (1995). The
Treasury, the Federal Reserve, and the Federal Deposit Insurance Corporation also noted the effect of
compensation on bank risk prior to the financial crisis: “Flawed incentive compensation practices in the
financial industry were one of many factors contributing to the financial crisis that began in 2007. Banking
organizations too often rewarded employees for increasing the organization’s revenue or short-term profit
without adequate recognition of the risks the employees’ activities posed to the organization.” Guidance
on Sound Incentive Compensation Policies, 75 Fed. Reg. 36,395, 36,396 (June 25, 2010).

3t See Sepe & Whitehead, supra note 49, at 659.

32 See Chung et al., supra note 10, at 3 (concluding that “in the default probability sense, the Volcker Rule
is not effective™).

53 See Keppo & Korte, supra note 10, at 2-3.
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profits for decreased risk. Managers who chose to maximize a bank’s expected
profits shifted investments into higher-risk portfolios. A 1998 study found that
banks reacted differently depending on their capital positions and the particular
regulatory requirements. Specifically, using a cross-section of bank data from 1984
to 1993, the study found a U-shaped relationship tied to changes in capital position
and risk taking.’* Severely undercapitalized banks were likely to take on significant
risk — a moral hazard problem — whose cost was largely borme by the Federal Deposit
Insurance Corporation (“FDIC”). Risk-taking incentives declined as capital
increased, partly because banks bore the full cost of a loss if FDIC insurance was
not triggered. Yet, risk taking increased again at higher capital levels as bank
managers, whose banks were now sufficiently capitalized to protect against
insolvency, chose to invest in riskier assets in order to offset higher costs.>® The
point is that, like the change in risk taking that occurred when risk capital
requirements were introduced, a bank’s managers may very well shift risk-taking in
response to the Volcker Rule in order to offset the loss of the proprietary trading
business.’® The resulting increase in default probabilities is an unintended conse-
quence.

All of the foregoing reflects the problem of having a static divide in a liquid
market. Physically removing proprietary traders from banking entities may mini-
mize the direct effect of their activities. But, in today’s world, the indirect effects
can be just as significant.

A Rose By Any Other Name
It was clear from the outset that implementing the Volcker Rule would be a

challenge. One of the greatest hurdles has been identifying what constitutes pro-
prietary trading in the first place. The reason for the challenge is the way in which

4 See Paul Calem & Rafael Rob, The Impact of Capital-Based Regulation on Bank Risk-Taking, 8 J. FIN.
INTERMEDIATION 317, 318-20 (1999).

5 Id. at 318-20, 329-31.

3¢ In fact, this is what also occurred following adoption of the Gramm-Leach-Bliley Act of 1999, Pub. L.
No. 106-102, § 101, 113 Stat. 1338, 1341 (codified as amended in scattered sections of 12 and 15 U.S.C)
(the “GLB Act™). Even though the wall between bank and non-bank activities had eroded prior to passage
of the GLB Act, it heralded the ability of commercial banks to compete directly with traditional investment
banks in the capital markets. Commercial banks gained a sizeable share of the business, very often lever-
aging their ability to extend credit through traditional lending in order to secure capital markets mandates.
To offset lost revenues, investment banks moved into new business lines, and grew the amounts they
borrowed to finance them, taking on new risks with which they had only limited prior experience. For
investment banks, combining the two — new (and often greater) risk-taking and leverage ~ was lethal and
eventually triggered the 2008 financial meltdown. See Charles K. Whitehead, Size Matters: Commercial
Banks and the Capital Markets, 76 OH10 ST. L.J. 765, 775-802 (2015).

~12-
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the Volcker Rule defines proprietary trading, in particular under the Purpose Test.*’
It is inherently difficult to implement regulations that are tied to a trader’s intent.
How can this be objectively measured? Federal Reserve Governor Jay Powell
recently commented, “What the current law and rule do is effectively force you to
look into the mind and heart of every trader or every trade to see what intent is. Is
it proprietary trading or something else? If this is the test you set for yourself, you
are going to wind up with tremendous expense and burden.”*® The result of tying
proprietary trading to intent has been regulation that is overly complex and com-
pliance programs that are costly to implement and administer® and often inad-
vertently capture the beneficial activities that are expressly permitted by the Volcker
Rule.®

Quantifying Intent?

Recall that the Final Rule requires banking entities to report quantitative
metrics on each trading desk.*' Regulators have been collecting that data since July
2014, one year prior to the Volcker Rule’s effective date. When adopting the Final
Rule, the regulators committed to “evaluate the data collected during the compliance
period both for its usefulness as a barometer of impermissible trading activity and
excessive risk-taking and for its costs.”®* To date, the regulators have not announced
the status of any analysis or any results, nor have they commented on how the data
may be used to enforce compliance with the Rule. The silence is troubling, and may
reflect the fact that the data is overwhelming, varying across asset classes, and from

37 See supra notes 24-27 and accompanying text.

3% Steve Matthews, Fed's Powell Urges Congress 1o Take Another Look at Volcker Rule, BLOOMBERG.COM
(Jan.7,2017).

%% The Financial Stability Oversight Council (the “FSOC™) studied and provided recommendations on the
Volicker Rule before the Final Rule was adopted. See FIN. STABILITY OVERSIGHT COUNCIL, STUDY &
RECOMMENDATIONS ON PROHIBITIONS ON PROPRIETARY TRADING & CERTAIN RELATIONSHIPS WITH
HEDGE FUNDS & PRIVATE EQUITY FUNDS (2011) (the “FSOC Study™. Among other things, the FSOC
Study noted that banking entities would be required to develop new regulatory and supervisory tools beyond
their current risk management systems. See id. at 31 (noting that current risk management frameworks,
because they are designed principally to limit losses, will need to be redeveloped to prioritize compliance
with the Volcker Rule’s prohibitions). Regulators, as well, need significant resources to hire and train staff
with quantitative and market expertise, to develop and analyze data, and to review information in order to
identify prohibited activities. See id. at 43-44. In addition, banking entities are now required to collect and
test new data, including metrics to assess industry-wide trading on a desk-by-desk basis. See idl. at 42.

% See infra notes 64-65 and accompanying text; see also Greenwood et al., supra note 15, at 11-12,

¢! See supra notes 37-41 and accompdnying text.

279 Fed. Reg. 5772.
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firm to firm and even desk to desk, suggesting that the Volcker Rule as implemented
by the regulators is simply too complex for the regulators to effectively monitor.%®

Romulus and Remus: Proprietary Trading and Market-Making

A particular difficulty has been distinguishing permissible activities, like
market-making, from impermissible proprietary trading. As the Volcker Rule’s
notice of proposed rulemaking described:**

It may be difficult to distinguish principal positions that appropriately
support market making-related activities from positions taken for short-
term, speculative purposes. In particular, it may be difficult to deter-
mine whether principal risk is been retained because (i) the retention of
such risk is necessary to provide intermediation and liquidity services
for a relevant financial instrument or (ii) the position is part of a
speculative trading strategy designed to realize profits from price
movements in retained principal risk.

In other words, although the intentions around market-making and proprietary
trading are different, the activities are difficult to distinguish operationally. “Market
making is inherently a form of proprietary trading. A market maker acquires a
position from a client at one price and then lays off the position over time at an
uncertain average price. The goal is to ‘buy low, sell high.” In order to accomplish
this goal on average over many trades, with an acceptable level of risk for the
expected profit, a market maker relies on his expectation of the future path of market
prices.”®

One requirement for market-making is meeting reasonably expected near-
term customer demands.*® But predicting future demand can be difficult, and so
market-makers may hesitate to acquire financial instruments in advance of an anti-
cipated (but not guaranteed) rise. Likewise, it may be difficult to respond to a rapid
pop-up in demand that exceeds a banking entity’s internal compliance metrics. A
trade that exceeds those limits “should not be permitted simply because it responds

3 See Lee Reiners, Killing the Volcker Rule, THE FINREG BLOG (Jan. 11, 2017). To the extent regulators
do adopt metrics to separate permissible from impermissible activities, they must be sensitive to differences
across firms — that potentially could result in arbitrage opportunities — as well as the need to adjust those
metrics over time in order to reflect the changes in customer-oriented trading that are likely to occur.

% Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships with,
Hedge Funds and Private Equity Funds, 76 Fed. Reg. 68,846, 68,869 (Nov. 7, 2011).

 Duffie, supra note 16, at 3-4.

12 U.S.C. § 1I851(dX1)XB).
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to customer demand. Rather, a banking entity’s compliance program must include
escalation procedures that require review and approval of any trade that would
exceed one or more of a trading desk’s limits, demonstrable analysis that the basis
for any temporary or permanent increase to one or more of a trading desk’s limits is
consistent with the requirements of this near term demand requirement and with the
prudent management of risk by the banking entity, and independent review of such
demonstrable analysis and approval.”® As a result, market-makers are likely to find
it difficult to respond to rapid rises in customer demand. And dealers who fear vio-
lating the Volcker Rule may choose to forgo legitimate market-making because they
are unable to properly manage their inventory. Ambiguity as to what is legal market-
making and what is prohibited proprietary trading may push banking entities toward
more conservative trading strategies.®®

The result is less market liquidity. In fact, a recent study concluded that bond
market liquidity around ratings downgrades has deteriorated following adoption of
the Volcker Rule. Alarmingly, the deterioration around those events has been as
high during the post-Volcker Rule period as it was during the 2008 financial crisis.
Consequently, the Volcker Rule may have serious consequences for the functioning
of the bond markets during times of stress, precisely when liquidity is needed the
most.%

Of course, entities not subject to the Volcker Rule may step in as market-
makers, It is unclear, however, whether non-Volcker Rule dealers will be able to
commit sufficient capital to make up the shortfall.” Hedge funds, as investors, may
be subject to the same market fluctuations that their counterparties hope to mitigate,
meaning that they are more likely not to buy or sell instruments at the time a market-
maker is most needed. The same is true for insurance companies and asset managers
who, as investors, are not traditionally in the business of making a market in the
instruments in which they invest.

779 Fed. Reg. 5612.

% See Duffie, supra note 16, at 4.

5 See Bao et al., supra note 16, at 29. The Division of Investment Management of the Securities and
Exchange Commission also noted changes in the bond markets following adoption of the Volcker Rule:
“This apparent reduction in market-making capacity may be a persistent change, to the extent it is resulting
from broader structural changes such as fewer proprietary trading desks at broker-dealers and increased
regulatory capital requirements at the holding company level. A significant reduction in deal market-
making has the potential to decrease liquidity and increase volatility in the fixed income markets.” Secu-
rities and Exchange Commission, Division of Investment Management, IM Guidance Update (Jan. 2014).

™ See id. at 23 (*Volcker-affected dealers tend to be larger than non-Volcker dealers and handled 93% of
dealer-customer volume around stress events in the pre-{financial] crisis period.”).
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To date, this new participation has not been enough to offset the decreased
liquidity in bond trading.”" The resulting increase in investors® execution costs and
the loss of market liquidity means that investors will demand higher yields on new
bond issuances. The challenge is not how much capital is raised, but the incremental
cost to issuers of raising it. The higher cost of new capital affects Main Street as
much as it affects Wall Street. As a result, “all investors and savers will
be affected. And investors and savers are not just large, complex financial institu-
tions, but include workers whose pension funds and 401(k)’s invest in these secu-
rities. Families will have less access to credit and thus less ability to buy homes,
cars, and put children through college. Businesses will find it harder to borrow,
which will make it harder for them to do research and development, make
capital investments, and create jobs. Asset prices will be pushed down, which will
punish investors and savers. It is not clear what problem this rule is meant to solve,
making it likely that this aspect of the new regulatory regime for large, complex
financial institutions strikes a poor tradeoff between the gains from the regulation
and the impairment to markets and overall economic vitality.””

A Few Words About Funds

The Volcker Rule restricts banking entities from sponsoring or investing in
private equity funds and hedge funds, except under limited circumstances. The
concern was that banking entities could continue to engage in proprietary trading
through affiliated funds without those provisions. The restrictions were also meant
to address reputational and market pressures that firms felt during the financial crisis
to make investors whole or invest more capital into funds they had sponsored.”

In defining hedge funds and private equity funds, the Volcker Rule references
two exemptions, §§ 3(c)(1) and 3(c)(7), from the definition of “investment
company” under the Investment Company Act of 1940.7* Although most hedge

™ See id. at 29.

72 Phillip L. Swagel, Detecting and Avoiding Future Problems in the New Regulatory Regime (Dec.8,
2011), http://blogs.rhsmith.umd.edu/financialpolicy/2011/12/ (excerpt from the testimony of Phillip
L. Swagel, Fellow at the University of Maryland Center for Financial Policy and former Treasury official,
before the Comm. on Banking, Housing, and Urban Affairs, Subcomm. on Fin. Inst. and Consumer
Protection, Dec. 7, 2011). Professor Duffie at Stanford has raised a similar concern. “Homeowners,
businesses, and some municipalities would face higher borrowing costs. Firms would face higher costs for
raising new capital. These increased costs would occur directly in the form of higher price impacts at the
point of financing, and indirectly from the lower appetite of investors to own securities that would trade in
thinner and more volatile secondary markets.” Duffie, supra note 16, at 19.

3 See BARR, JACKSON & TAHYAR, supra note 42, at 685.

12 U.S.C. § 1851(h)(2).
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funds and private equity funds rely on one of those exemptions, the references are
overbroad and inadvertently pick up a range of vehicles outside what was originally
anticipated.”

To the extent the ban on proprietary trading is repealed, the limitation on
investing in or sponsoring hedge funds and private equity funds should be repealed
as well. After all, as described above, short-term proprietary trading was not the
culprit leading to the financial crisis,”® and removing that activity from banking
entities has not removed its influence on banks.”” To the extent there are concerns
that a bank will bail out a sponsored fund, there are more direct ways to address this
possibility. For example, a simple ban on making customers whole (such as appears
in some countries, like Japan) will be sufficient to bar banking entities from propping
up the funds that they sponsor.

Conclusion

As I noted at the outset, the Volcker Rule addresses the wrong problem in the
wrong way. There is certainly an argument for regulating risky trading activities.
But the problems leading up to the financial crisis did not arise from short-term
proprietary trading, and so — particularly in light of the Volcker Rule’s substantial
costs — it is unclear why banning that activity from banking entities is necessary.
Doing so inadvertently sweeps up a number of legitimate trading businesses and, as
a result, potentially raises the cost of new capital.

The Volcker Rule should be replaced. In its place, there are other ways in
which risk-taking can be regulated. A robust focus on risk-based capital require-
ments, designed to boost the amount of loss-absorbing common equity within a
financial firm, may be the more appropriate tool. Imposing strict capital require-
ments on a banking entity’s trading book, without trying to parse the difference
between proprietary trading and market-making, will more efficiently accomplish
the same ends — namely, a reduction in risk taking — that the Volcker Rule originally
set out to do.

> See BARR, JACKSON & TAHYAR, supra note 42, at 685-86.
% See supra notes 2-6 and accompanying text.
" See supra notes 42-56 and accompanying text.
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NATIONAL
VENTURE CAPITAL
SSOCIATION

2TINE ent NEurs.

o, B

March 28, 2017
The Honorable Bill Huizenga The Honorable Carolyn B. Maloney
Chairman Ranking Member
Subcommittee on Capital Markets, Subcommittee on Capital Markets,
Securities, and Investment Securities, and Investment
2129 Rayburn House Office Building 4340 Thomas P. O'Neill, Jr. Federal Building
Washington, DC 20515 Washington, DC 20515

Dear Chairman Huizenga and Ranking Member Maloney:

On behalf of our nation’s venture capital investors and the entrepreneurs they support, |
write to express our thoughts on the Volcker Rule which will be the subject of a hearing before
your subcommittee on Wednesday, March 29, 2017 entitled, “Examining the lmpact of the
Volcker Rule on the Markets, Businesses, Investors, and Job Creators.”

As Congress undertakes a thorough review of the Volcker Rule, we urge you and your
colleagues to explore the impact of the rule on capital formation for startups, particularly in the
Midwest and other areas of the country not typically associated with startup activity but
nevertheless vital to the health of our national entreprencurial ecosystem. Investing in venture
capital does not create systemic risk, yet the Volcker Rule has served to drive out investment in
many venture capital funds who are not big enough to receive investment from major
institutional pools of capital. This is investment that could have been put to use building new
companies and creating new job opportunities across the U.S.

Young companies, many of which are supported by venture capital investment and
mentorship, create an average of 3 million new jobs a year and have been responsible for almost
all net new job creation in the U.S. in the last forty years. From FedEX to Genentech, startup
entrepreneurs have fueled economic growth and expanded opportunities for the American
worker. The American entreprencurial spirit is key to expanded economic opportunity in the
U.S., but is not being fully realized due to the unintended consequences of the Volcker rule on
venture capital fund formation. Without modifications, the Volcker Rule will stand in the way of
interested investors deploying capital to venture capital funds across the country who can use
that capital to support the growth of the next generation of innovative American companies.

Whether intentional or not, the Volcker Rule has significantly hurt venture capital fund
formation, reducing opportunities for young startups across the U.S. to receive the investment
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and support they need to take their companies to the next level. As your subcommittee
continues to explore modifications to the Volcker Rule, NVCA and our over 300 members firms
stand ready to work constructively with you on commonsense areas of reform. Thank you for
yout attention to this important matter. We are encouraged by the conversation and excited to
work with you on solutions to address the problem.

bty bl

Bobby Franklin
President and CEO
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HFSC CM Subcommittee Hearing entitled
“Examining the Impact of the Volcker Rule on Markets, Businesses, Investors, and Job Creators’
March 29, 2017

.

Questions for the Record from Congressman Huizenga (R-MI)

Mr. Ronald J. Kruszewski

1. In your testimony before the Committee you discussed the impact that the Volcker Rule has
on liquidity in the financial markets. You state: “Since the financial crisis, several rules have
been implemented which have significantly increased the quantity and quality of the capital and
increased internal liquidity of our financial institutions, most more stringent than internationally
agree standards. But the Volcker Rule doesn’t do anything to increase capital or internal liquidity
at firms, but it does impact firms” ability to make markets and provide liquidity, particularly in
times of stress, as the Federal Reserve itself has written.”

Based on this, can you elaborate on the impact the Volcker Rule has on liquidity and how this
impact could be exacerbated during times of stress?

You briefly discuss the Federal Reserve report, can you elaborate on the data that they provide
on how liquidity has been impacted? Is there any additional data that demonstrates how liquidity
has been impacted?

Response:

A key function of financial intermediaries is providing market making services to customers.
Restricting such services through overly complex and intent-based rules lessens the ability of
financial intermediaries to provide this necessary service to customers. As noted throughout my
particularly in over-the-counter (OTC)

written testimony, the Volcker Rule lessens Liquidity:

markets—-by creating a compliance structure that forces firms to take an overly conservative

approach even to the permitted activities such as market making to remain withia the confusing
parameters of the Rule. The Rule presumes that all actvity is prohibited proprictary trading and
then requires firms to prove that the activity mects the requirements of an exclusion or an
exemption. The preseriptive conditions for engaging in market making have led many financial
institutions subject to the Rule to scale back their rrading operations as well as inventories of
financial assets 1o remain within the Rude’s strict guidelines. As Pve noted, market makers provide
liquidity by buying, sclling and holding infrequently traded financial products in inventory, granting
buyers and sellers immediacy in transactions that may not be otherwise available.

While we are secing the tmpact of Volcker in the current benign trading environment through
reduced inventories of —-most nowbly-—corporate bonds, a stressed market situation will only force
firms to further withdraw from active customer facilitation activities. During times of stress,
financial instirutions will be disincentivized from providing liquidity, precisely when doing so could
sed environment subject them to complex standards and

stem a nascent crisis, if trading in a sty
negative presumptions. The chilling effect introduced by the Volcker Rule could cause problems in
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one part of the financial sector to spread quickly to the broader economy when it otherwise could
have been absorbed by the marker liquidity—a pro-cyclical effect that could exacerbate any crisis.

The Federal Reserve report illustrates the impact the Volcker Rule has had already on liquidity
conditions in the OTC markets and illustrates, in a real-world situation, concerns around the
potential impact during stressed market conditons. By looking at a narrow set of circumstances—
the downgrades of specific corporate bonds from investment grade to speculative-grade—the
Irederal Reserve report could assess Voleker Rule-specific impacts. The conclusion of the report

v deterioration around rating downgrades has worsened following the
implementation of the Volcker Rule.” Most importantly, the data that formed the basis of the
report (which is not publicly available) allowed for an analvsis that was able to isolate the impact of
the Volcker Rule on this market by stipping out the effects of Basel 1l and CCAR on the activities
of entitics subject to the Volcker Rule.

was clear: “bond liquidi

2. During questioning, you commented on the charts that Ms. Maloney put up during her opening
statement: “I believe that this very debate and the -- and the confusion in this debate was
highlighted by putting up charts on VaR, which is value at risk -- and then using that to make an
argument about Volcker.”

“I find it to be apples and oranges at best. VaR is risk on the balance sheet. And what we're
talking about is the mechanisms to provide liquidity in the plambing of capital markets. And
Volcker absolutely hinders that.”

What is the purpose of VaR? Is it meant to measure liquidity?

Ms. Maloney claimed that the two charts she displayed demonstrate that Volcker has not had an
impact. Do you agree or disagree? How would you read the charts?

RESPONSE:

As I noted during questioning, VaR 1s not a measure of liquidity and adds nothing to a discussion of
the impact of the Velcker Rule on market liquidity. VaR is a risk measure, not a liquidity measurc.
Indeed, the generally accepred definition of VaR does not look at liquidity at all: VaR is a statistical
technique used to measure and quantfy the level of financial risk within a firm or investment
portfolio over tme. Thus, the charts shown by Congresswoman Maloney show a steadiness in risk
over the period surveyed (ie, a quantification of potential losses over a given time-frame) while
saving nothing about willingness to provide liquidity through market making. A higher or a lower
VaR over time tells us very little about a fim’s willingness 1o meet a custormer”s expectations of
immediacy and availability. As the Federal Reserve report has shown, firms have, in fact, been less
willing, particularly during a stress event, to provide the necessary customer facilitation since
Volcker.

I belicve that the charts fail to illuminare anything around the impact of Volcker on either the

riskiness of the firms” acuvities or the willingness ro continue customer facilitation activides. and
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therefore fail to illuminate anything around the impact of Volcker on market liquidity. The charts

reflect the niskiness of the trading desks’ positions and the potential loss that could be taken. None
of this indicates a willingness to provide immediacy or to keep in inventoty corporate bonds for

customers.
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Hearing entitled “Examining the impact of the Volcker Rule on the Markets, Businesses, Investors, and

Job Creators”

Capital Markets, Securities, and Investment
March 29, 2017 10:00 AM in 2128 Rayburn HOB

Question for the Record for Marc Jarsulic
Submitted by Rep. Keith Ellison

In recent months, Republicans have repeatedly cited a September 2016 Federal Reserve staff study,
which examined a sample of corporate bonds that were downgraded to junk status and sold between
January 2006 and March 2016. Based on the increased intermediation costs for these sales during times
of issuer stress, the authors found “the Volcker Rule has a deleterious effect on corporate bond liquidity
and dealers subject to the Rule become less willing to provide liquidity during stress times.” However,
as critics of the study have pointed out, the implications of the paper for liquidity in the overall

corporate bond market are limited.

Will you discuss the limits of the study and how it came up with a conclusion contrary to the vast

majority of research on the Voicker Rule’s impact on corporate bond market liquidity?

Response by Marc Jarsulic
Vice President, Economic Policy
Center for American Progress

Representative Ellison, | appreciate the opportunity to respond to your question. As you correctly point

out, the Federal Reserve staff working paper by Bao et al. (2016} on the Volcker Rule’s impact on market
liquidity came up with a conclusion counter to a wide array of research on the subject.’ It is useful then,
to first briefly outiine the substantial evidence on the current state of corporate bond market liquidity

before turning to the results of the Bao et al. study.

Several different widely used indicators of market liquidity show that the corporate bond market is as

liquid, and according to some indicators more liquid, than prior to the financial crisis, The bid-ask spread

! Bao, Jack, Maureen O’Hara, and Alex Zhou, “The Voicker Rule and Market-Making in Times of Stress,” Finance
and Economics Discussion Series, Division of Research & Statistics and Monetary Affairs, Federal Reserve Board,

December 2016, available at https://www federalreserve gov/econresdata/feds/2016/files/2016102pap.pdf.
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and price impact of trades—two frequently used measures of market liquidity—are both very low
compared to pre-crisis levels, after spiking significantly during the financial crisis. While trade size has
not recovered to pre-crisis levels, the decline in the price impact of trades suggests that smaller trade
sizes are not a reflection of decreased liquidity. Even though the corporate bond inventories at broker-
dealers have fallen sharply since the financial crisis, analysts at Goldman Sachs have pointed out that
private label mortgage backed securities were counted as corporate bonds in the inventory calculation.?
The precipitous drop in private label mortgage backed securities accounts for the drop in dealer

inventories following the crisis and does not reflect a steep drop in traditional corporate bonds.

Based on these and other data, the general conclusion of several studies is that

there has not been a significant reduction in corporate bond liquidity between the pre-crisis

and post-crisis periods.® Moreover, researchers at the Federal Reserve Bank of New York also
determined that liquidity risk, the extent to which corporate bond market liquidity is vulnerable to

market shocks, is below pre-crisis levels.?

The conclusion presented in the Federal Reserve staff working paper from Bao et al. runs counter to the
evidence cited above. The paper asserts that the corporate bond markets have less liquidity under

conditions of stress in the post-Volcker period, relative to the period before the financial crisis.

However, the statistical evidence which supports this conclusion is contradicted by a statistical
robustness check that is also reported in the paper. Hence the paper really presents no good reason to

believe that liquidity has declined.

? Goldman Sachs Credit Strategy Research, “Primary dealer data overstate decline in corporate bond inventories,”
The Credit Line, March 17, 2013.

® Adrian, Tobias et al., “Market Liquidity after the Financial Crisis,” Federal Reserve Bank of New York Staff Reports,
October 2016, available at

https://www.newyorkfed.org/medialibrary/media/research/staff reports/sr796.odf?la=en; Mizrach, Bruce,
“Analysis of Corporate Bond Liquidity,” FINRA Office of the Chief Economist Research Note, December 2015,
available at https://www finra org/sites/default/files/OCE_researchnote_ liquidity 2015 12.pdf: Trebbi, Francesco
and Kairong Xiao, “Regulation and Market Liquidity,” Working Paper, University of British Columbia, 2016, available
at http://faculty.arts.ubc.ca/ftrebbi/research/tx.pdf; Bessembinder, Hendrik et al., “Capital Commitment and
Hliquidity in Corporate Bonds,” Working Paper, Arizona State University and Southern Methodist University, 2016,
available at http://finance bus.utk.edu/UTSMC/documents/BillMaxwellPapertopresent042016.pdf.

4 Adrian, Tobias et al., “Has Liquidity Risk in the Corporate Bond Market Increased?”

Liberty Street Economics, Federal Reserve Bank of New York, October 6, 2015, available at
http://libertystreeteconomics.newyorkfed.org/2015/10/has-lquidity-risk-in-the-corporate-bondmarket-
increased.html.




225

The authors consider liquidity when bonds are under stress, using regression analysis to show that
immediately after large credit downgrades, the price declines experienced by corporate bonds are larger
in the “Post-crisis” (May 1, 2009 — July 20, 2010), “Post-Dodd Frank” {July 21, 2010 — March 31, 2014},
and “Post-Volcker” {April 1, 2014 — March 31 2016) periods when compared to the “pre-Crisis” period
{January 1, 2006 —June 30, 2007). They find these results are statistically significant at the 5 percent
confidence level. They also find that the price decline measure in the “Post-Volcker” period is greater
than in the immediately preceding “Post-Dodd Frank” period, and not statistically significantly different
from the effects in the “Crisis” and “post-Crisis” periods. This, they say, means that bond markets have

less liquidity under conditions of stress, Post-Volcker, in comparison to the pre-Crisis period.

However, their own regression analysis of the impact of the same downgrades on the bid-ask spread for
these bonds tells a different story. The bid-ask spread is a standard measure of asset market liquidity.
And when Bao et al. measure liquidity under stress using the bid-ask spread as the independent variable
in their regressions, the statistical support for the claim of deteriorating liquidity in the Post-Voicker

period vanishes.

Using this standard liquidity measure, Bao et al. cannot reject the hypothesis that there is no impact of
bond downgrades on the bid-ask spread for any time period other than the Crisis period at the 5 percent
confidence level. That is, none of the coefficients that measure impact in subsequent periods is
statistically significantly different from zero at the 5 percent confidence level. * Moreover, the difference
between the post-Dodd Frank and post-Volcker coefficients is no longer statistically significant at the 5

percent confidence level.t

Since the bid-ask spread is a standard measure of asset market liquidity, a detached observer would
conclude that the authors’ resuits do not provide consistent statistical support for the claim that
liquidity has declined, even when restricting attention to bonds that have experienced significant ratings
downgrades. The regression results for two measures of liquidity point to different conclusions—which

is exactly why economists look for robustness when analyzing policy changes.

5 The relevant statistical results are in Bao et al. {2016), Table 5.
¢ Bao et al. (2016), p. 19.
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In addition, there are important methodological issues the that authors of this paper overiook in their
analysis of price impacts. For example, the regression analysis of price impacts does not adequately
control for the composition of the sample in different time periods, a concern that is amplified because
the bid-ask spread analysis points in a different direction. We know that many of the firms downgraded
in the study’s post-2014 sample (at least 19 out of 55) are tied to the oil and gas sectors, which were
under considerable stress during this period.” Hence the observed bond price declines may be a function
of large embedded losses in oil and gas bonds that are not fully captured by changes in ratings, rather
than diminished market making capacity. There should be an explicit control for this and other sectoral-
related events, to more accurately account for that fraction of price changes that have nothing to do

with overall bond market liquidity.

Moreover, the study does not take into account the reality that banks began to respond to the Volcker
Rule well before 2014. Banks began reducing proprietary trading well before that, as news reports from
2010 and 2012 indicate.? As a consequence, price changes in the period defined as “Post-Dodd Frank,”
actually correspond to a period in which the Volicker Rule had an effect on the behavior of market
participants. So any differences in the regression coefficients estimated for the “Post-Volcker” and

“Post-Dodd Frank” periods cannot be attributed unambiguously to the operation of Volcker Rule.

Hence, based on evidence presented by the authors themselves, and on consideration of
methodological issues they did not address, there is little reason to conclude that this paper provides
sound evidence that bond market fiquidity has been negatively affected by the operation of the Volcker

Rule.

Thank you, Representative Ellison for the chance to respond to your question on this important topic.

7 Sam Goldfarb, “Moody’s Ratings Downgrades Become Another Thorn in Oil Patch,” The Wall Street Journal, April
17, 2016, available at hitps://www.wsi.com/articies/moodys-another-thorn-in-oil-patch-1460937835.

£ For example, see Tommy Wilkes, “Banks move high risk traders ahead of U.S. rule,” Reuters, Aprit 3, 2012,
available at http://www.reuters.com/article/us-volckerrule-trading-idUSBRES320G520120403; Nelson Schwartz,
“Bank of America Cuts Back its Prop Trading Desk,” The New York Times, Septermber 29, 2010, available at
https://dealbook.nytimes.com/2010/09/29/bank-of-america-cuts-back-its-prop-trading-desk/; Kevin Roose,
“Citigroup to Close Prop Trading Desk,” The New York Times, January 27, 2012, available at
https://dealbook.nvtimes.com/2012/01/27/citigroup-to-close-prop-trading-desk/.
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Congress of the United States

House of Representatives
Tashngton, DC 20313-3212

August 29, 2016
The Honorable Janet L. Yellen The Honorable Thomas J. Curry
Chair Comptroller of the Currency
Board of Governors of the Federal Reserve System  Office of the Comptroller of the Currency
20" Street and Constitution Avenue NW 250 E Street SE
Washington, DC 20351 Washington, DC 20219
Thie Honorable Martin J. Gruenberg The Honorable Mary Jo White
Chairman Chair
Federal Deposit Insurance Corporation Securities and Exchange Commission
550 17" Street NW 100 F Street NE
Washington, DC 20429 Washington, DC 20549
The Honorable Timothy Massad
Chairman
U.S. Commeodity Futures Trading Commission
Three Lafayette Centre
1155 21" Street NW
Washington, DC 20581

Dear Chair Yellen, Comptroller Curry, Chairman Gruenberg, Chair White, and Chairman
Massad:

T am writing with regard to the ongoing implementation of the Volcker Rule, and to request an
update on the quantitative trading metrics that your agencies have been collecting pursuant to the
rule. As you know, the Volcker Rule prohibits U.S. banking entities from engaging in proprietary
trading, while permitting legitimate market-making and hedging activities.! The prohibition on
proprietary trading took effect on July 21, 2015.%

To help the agencies distinguish permitted market-making and hedging dctivities from prohibited
proprietary trading, the final rule requires banks with significant trading operations to report a

! See 12 C.F.R. 248.3(a) (prohibiting banks from engaging in proprietary trading); 12 C.F.R. 248.4(b} {allowing
banks to engage in “market making-related activities™); 12 C.F.R. 248.5 (allowing banks 1o engage in “risk-
mitigating hedging activities™). The rule also allows banks to engage in legitimate underwriting activities. See 12
C.F.R, 248.4(a) (allowing banks to engage in “underwriting activities™).

* Roard of Governors of the Federal Reserve System, Board Order Approving Extension of Conformance Period
{December 10, 2013).

Plagge sign up for Rep, Malone Shouse.govicottast-nemewsletior
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series of quantitative trading metrics to the regulators.’ Specifically, the final rule requires these
banks to report — for each trading desk ~— seven different quantitative metrics: (1) risk and
position limits and usage; (2) risk factor sensitivities; (3) value-at-risk (VaR) and stress VaR; (4)
comprehensive profit and loss attribution; (5) inventory turnover; (6) inventory aging; and (7)
customer facing trade ratios.’ These metrics are intended to help the agencies identify trades that
warrant further scrutiny in order to determine whether a bank has engaged in prohibited
proprietary trading.®

The agencies have been collecting these quantitative metrics on the frading activities of large
banks since July 2014.° Thus, the agencies currently have nearly two years of quantitative
trading data, spanning periods both before and after the effective date of the proprietary trading
ban.

I believe that these quantitative trading metrics can provide important information not only about
the efficacy of the Volcker Rule, but also about the general trading activities of U.S. banks, and
the degree to which these trading activities have changed over the past two years. For example,
there has been a vigorous debate about the liquidity of certain U.S. fixed-income markets, such
as cor;;)orate bonds, and about whether the liquidity of these markets has deteriorated in recent
years.’ Data on the inventory tumnover, inventory aging, and customer-facing trade ratios in the
fixed-income market-making units of the large banks could prove particularly informative in this
debate.

Moreover, the agencies stated in the final rule that they intended to “evaluate the data collected
during the complxance period both for its useﬁﬂness as a barometer of impermissible trading
activity and excessive risk-taking and for its costs.” % The agencies indicated that they would

“revisit the metrics and determine, based on a review of the data collected by September 30,
20135, whether to modify, retain or replace the metrics.”’

* See 12 C.F.R. 248, Appendix A.
f1d,
* See Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships With, Hedge
Funds and Private Equity Funds, 79 Fed. Reg. 5765 (January 31, 2014) (noting that the quantitative metrics “will be
used t0 monitor patterns and identify activity that may warrant further review.™}.
S See Board of Governors of the Federal Reserve System, Volcker Rule: Frequently Asked Questions (last updated
March 4, 2016) (noting that banks had to start recording daily metrics on July 1, 2014, and had to report these daily
metrics to the agencies starting on September 2, 2014), available at
www federalreserve sovihankinforegfvolekerrule S b
7 See e.g., Bank for International Settiements, Committee on the Global Financial System, Fixed {ncome Marker
Liquidity (January 21, 2016); JPMorgan, U.S. Fixed Income Weekly: U.S. Corporate Bond Marker Liguidity — An
Updare (April 4, 2015); Blackrock, Addressing Market Liquidity (July 10, 2015); Barclays, The Decline in Financial
Market Liguidity (June 16, 2015); Cit, The Liguidity Paradox: The More Liquidity Central Banks Add, the Less
There Is in Markets (May 4, 2015); see also Richard Barley, * Liquxdltv Specter Haunts Corporate-Bond Markets,”
Wall Street Journal (January 11, 2013), available af htip./Awww wilconvanicles/ liguidity-specter-haunty-corpy
bond-markets-heard-on-the-streel- 142100902 8; Eric Platt and Joe Renmson “Megadeals Are Monopohsmg, Bond
Liquidity,” Financial Times {April 6, 2016), available ar hiip,www. B cominms/s’0
»M!mer“m il

79 Fed. Reg. 5772 {January 31, 2014).

% id; see also id at 5765 (“The Agencies will review the data collected and revise this collection requirement as
appropriate based on a review of the data collected prior to September 30, 2015.7),
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Accordingly, I respectfully request an analysis of the quantitative trading metrics collected
pursuant to the Volcker Rule — properly tailored to protect confidential supervisory information
— that addresses the following issues:

e The extent to which the data showed significant changes in banks’ trading activities
leading up to the July 21, 2015 effective date for the prohibition on proprietary trading.
To the extent that the data did not show a significant change in the banks’ trading
activities leading up to the July 21, 2015 effective date, whether the agencies believe this
is attributable to the banks having ceased their proprietary trading activities prior to the
start of the metrics reporting in July 2014,

s Whether there are any meaningful differences in either overall risk Jevels or risk
tolerances — as indicated by risk and position limits and usage, VaR and stress VaR, and
risk factor sensitivities — for trading activities at different banks.

= Whether the risk levels or risk tolerances of similar trading desks are comparable across
banks reporting quantitative metrics. Similarly, whether the data show any particular
types of trading desks (e.g., high-yield corporate bonds, asset-backed securities) that have
exhibited unusually high levels of nisk.

s How examiners at the agencies have used the quantitative metrics to date.

* How often the agencies review the quantitative metrics to determine compliance with the
Volcker Rule, and what form the agencies’ reviews of the quantitative metrics take.

¢ Whether the quantitative metrics have triggered further reviews by any of the agencies of
a bank’s trading activities, and if so, the cutcome of those reviews.

e Any changes to the quantitative metrics that the agencies have made, or are considering
making, as a result of the agencies’ review of the data received as of September 30, 2013.

e Anything else in the data that any of the apgencies — either individually or collectively —
consider to be notable or important from a policymaking perspective.

The Volcker Rule’s prohibition on proprietary trading is critically important, and I strongly
support the agencies’ efforts to implement this rule. I would appreciate a response no later than
October 30, 2016. If you have any questions about this request, please contact Ben Harney on
my staff at (202) 225-7944.

Sincerely,

7

L &jf B Db

Carolyn B. Maloney
Ranking Member
Subcommittee on Capital Markets and Government Sponsored Enterprises

O



