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I also would like to thank the staff for all of their hard work on this proposal. I’d like to begin my statement this
morning with a quote about today’s proposed amendment to the Volker Rule:
[W]e recognize that the proposed amendment could increase moral hazard risks related to proprietary
trading by allowing dealers to take positions that are economically equivalent to positions they could have
taken in the absence of the 2013 final rule.[1]
More on this later. Let’s start first with a little history.

October 19, 1987: Black Monday
On October 19, 1987, or Black Monday, the stock market plunged over 20% in one day—the largest single day
drop in market history.[2] Black Monday’s drop was partially caused by rapid-fire trading related to a newly
popularized financial product—portfolio insurance. Portfolio insurance, or so-called “dynamic hedging,” was sold as
a mechanism for mutual funds, insurance companies, pension funds, and others to protect their market gains from
future declines.[3] This hedging strategy compounded selling into a declining market and accelerated the pace of
the crash.[4]
As one trader recalled:
You had leveraged risk arbitrage investors who were “forced” to sell to meet margin calls. You had mutual
fund[s] who were “forced” to sell to meet mutual fund redemptions. Finally, you had holders of portfolio
insurance who were contractually “forced” to sell to protect (or “insure”) their portfolios.[5]
The Federal Reserve had to intervene to avoid a major financial crisis by bolstering market liquidity and investor
confidence.[6] The Federal Reserve, among other things, reduced the short-term borrowing rate, expanded open
market operations, issued calming statements affirming its commitment to providing future liquidity support, and
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expanded lending of its Treasury securities. The Federal Reserve also assured a continuing supply of credit for
financial institutions to support funding needs of broker-dealers and securities firms.

September 1998: Long Term Capital Management
Eleven years later, the Federal Reserve had to intervene once again to protect the financial system from the risk of
financial contagion.
In September 1998, a $126 billion hedge fund’s risky trades suddenly went south, bringing the fund to the brink of
collapse.[7] The hedge fund—called Long Term Capital Management—employed a variety of risky trading
strategies. However, incorrect assumptions in their arbitrage positions combined with significant leverage led to a
quick erosion of their capital base and extensive losses.[8]
The Federal Reserve intervened again and rescued the firm to protect the financial system from the damage that
would have occurred upon the firm’s collapse. The potentially catastrophic impact this one hedge fund could have
had on the entire financial system raised red flags about aggressive trading strategies. Unfortunately, the Federal
Reserve’s bailout of Long Term Capital Management may have had the unintentional effect of assuring the
financial services industry that the government would stand ready to intervene if faulty trading strategies once
again threatened the economy.

2007–2008: The Great Recession
Ten years after the collapse of Long Term Capital Management, the Federal Reserve yet again had to intervene to
protect the financial system. In late 2007 and early 2008, a tidal wave of financial problems cascaded through our
financial system. These problems ultimately required the largest and most significant government intervention in
the financial markets since the Great Depression. The Federal Reserve launched a number of programs designed
to support the liquidity of financial institutions and to improve conditions in the financial markets.[9] The federal
government took over the housing giants Freddie Mac and Fannie Mae.[10] And, critically, the government created
a number of programs to lend, guarantee, and stave off the failure of large and small banks.[11] Ultimately, the
U.S. Treasury pumped nearly $440 billion in taxpayer funds into the market to bail out private financial institutions.
This is in addition to the Federal Reserve’s multi-billion dollar programs designed to support the liquidity of
financial institutions and foster improved conditions in the financial markets.[12]
*****
I present this abridged history not for the sake of hyperbole, but because I believe it is important that we remember
why the Dodd-Frank Wall Street Reform and Consumer Protection Act was passed and signed into law.[13] More
specifically, as the Commission is poised to act on today’s recommendation, it is imperative that we understand
what happened in recent decades, and what drove such historic government intervention in the financial system.
We also need to remember the reasons behind the passage of Section 619 of the Dodd-Frank Act, which became
known as the Volcker Rule.
Why? Because, as George Santayana once said, “Those who cannot remember the past are condemned to repeat
it.”[14]
The Commission and other federal financial regulators adopted the final version of the Volcker Rule in December
2013.[15] Named after former Federal Reserve Chairman Paul Volcker, the Rule limited the ability of banks to
place risky bets with customer deposits, whether directly or indirectly. In particular, the Rule restricted the ability of
banks to engage in proprietary trading and limited their ability to make investments in, and have certain
relationships with, hedge and private equity funds.
The Rule did this by focusing first and foremost on prevention. It was designed to help prevent yet another bailout
of the financial system by the Federal Reserve and the federal government. It also aimed to reduce conflicts of
interest between banks and their customers and to promote competition.[16]
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However, today’s proposal to amend the Volcker Rule runs in the opposite direction. It appears that the proposed
amendment is actually aimed at making it easier for banks to take on greater leverage and risk. And, if adopted, I
believe that today’s proposal would help undo the framework that has helped avoid another financial crisis. I
recognize that some of the items being proposed today are changes at the margin,[17] and that there are several
requests for comment related to issues that may not be at the heart of the Rule’s purpose. But I believe that,
overall, this proposal cleverly and carefully euthanizes the Volcker Rule.
While I have innumerable concerns about the proposal, I would like to discuss three major concerns here, with the
hope that commenters will study these issues and write in with their thoughts and insights.
First, it appears that the proposed amendment is opening the door for banks to engage in risky trading strategies
by expanding the hedging-related exemptions. Let’s talk about hedging for a moment. At the end of the day, a
hedge is not a hedge if it doesn’t reduce risk. The Volcker Rule allows banks to engage in risk-mitigating hedging,
but only if they can demonstrate, through documentation and ongoing correlation analysis, among other things,
that the trade was actually a hedge. That should go without saying.
Part of the business model of today’s banks is to come up with creative products and figure out a way to sell them
to their customers. Banks do this a lot—it’s how they make money. But if they are on the other end of the exposure
to these products, they also tend to want to hedge that exposure. Among other things, today’s proposal would
allow banks to more easily classify any trade as a hedge, regardless of whether it effectively and demonstrably
offsets risk. For example, the proposal allows banks to invest directly in hedge funds and private equity funds if
they are purportedly doing so to hedge a customer’s exposure.
In addition, larger banks no longer have to show that their hedging activity “demonstrably reduces or otherwise
significantly mitigates” the risk.[18] This goes to the very meaning of hedging. Hedging is fundamentally an attempt
to reduce risk.[19] If you aren’t at least attempting to demonstrate reduced risk, are you hedging? Or are you
proprietary trading?
What’s more, under the proposal, some of the requirements related to documentation and ongoing correlation
analysis would no longer be required for certain hedges. One might say, the more relaxed the hedging requirement
the more incentive the bank has to engage in speculative trading while classifying the trading as “hedging”. As the
release acknowledges, this change could increase moral hazard and conflicts of interest to the extent that banking
entities engage in more risky trading.[20]
Accordingly, today’s proposal runs counter to the most basic objectives of the Volcker Rule by increasing
proprietary trading, moral hazards, and conflicts of interest. When the health of our financial markets is at stake,
shouldn’t a bank be required to prove, with documentation and ongoing analyses, that its hedge demonstrably
reduces or otherwise significantly mitigates the risk? In other words, why are we opening the door to more
speculative trading by banks?
Second, I’m concerned about competition. It is important to remember that only certain financial institutions have
access to money that is federally insured or have the ability to borrow from the Federal Reserve. Banks with this
type of access to cheap money should be required to follow certain protocols for how they use that money. That is
precisely what the Volcker Rule sought to do—to limit proprietary trading for banks with this type of access. If these
banks can do more risky trading under the proposed rules, then it would seem to me that they would have an
easier time competing against the financial entities that do not have the same level of access. How does this affect
concentration in the marketplace? For example, are fewer and fewer market participants going to be able to
provide counterparty services? I hope commenters weigh in on these points.
Third, and arguably most important, it appears to me that today’s amendment proposes a “just trust me” paradigm.
Under this paradigm, a bank can set various internal limits and, so long as they aren’t exceeded, the bank will be
“presumed” to be in compliance. There is also a presumption of compliance generally for banks with limited trading
assets and liabilities. This novel approach of “presumed compliance” for banks with limited trading assets and
liabilities significantly reduces accountability. It may also incentivize evasion. What if the federal government
presumed that all taxpayers paid the right amount of taxes, or that all drivers with small cars obey the speed limits?
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Differential regulation can be useful at times, but it must be done carefully. I don’t think this is an effective way to
do this. I would urge commenters to write in on this point.

Conclusion
Many will claim that this proposal does not do all that much—that it “tailors” and “streamlines.” But when I look at
this proposal, I think of the old adage “you give an inch and they’ll take a mile.” When it comes down to it, I believe
that we should be preventing acceleration of risks, conflicts of interest, and concentration in our markets, not
encouraging them. In short, I believe this proposal is antithetical to what the law was written to accomplish. And I
am not alone. I started my remarks today with a quote, which I will repeat:
[W]e recognize that the proposed amendment could increase moral hazard risks related to proprietary
trading by allowing dealers to take positions that are economically equivalent to positions they could have
taken in the absence of the 2013 final rule.[21]
This sentence was taken from the Commission’s own economic analysis, and I agree.[22] As a result, I cannot
support today’s proposed amendment to dismember the Volcker Rule.
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