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A legal update from Dechert’s Financial Institutions Group 

                                                

Volcker Rule Regulations Proposed 
Section 619 of the Dodd-Frank Act—the Volcker Rule—attempts to limit 
perceived risks in the financial system created by (i) proprietary trading 
operations of banks and their affiliated companies through a set of “Trad-
ing Restrictions” and (ii) investments by banks and affiliated companies in 
private equity and hedge funds and relationships with such funds through a 
set of “Fund Restrictions.” 

On October 11 and 12, the Board of Directors of 
the Federal Deposit Insurance Corporation 
(“FDIC”), the Board of Governors of the Federal 
Reserve System (“FRB”), the Office of Comptroller 
of the Currency (“OCC”) and the Securities and 
Exchange Commission (“SEC”) took steps to 
implement the Volcker Rule by approving a 
proposed interagency rule (“Proposed Rule”). It is 
not clear when the fifth agency required to issue 
rules implementing the Volcker Rule (“Agency 
Rules”), the Commodity Futures Trading Commis-
sion (“CFTC”), will act.1 

The Volcker Rule becomes effective on July 21, 
2012 (“Effective Date”), regardless of whether 
implementing Agency Rules are effective on that 
date. The Proposed Rule has a comment deadline 
of January 13, 2012. Thus, with a final rule not 
likely to be issued until just a few months before 
the Effective Date, impacted institutions may be 
under pressure to act rapidly to respond to some 
of the terms of the final rule which become 
applicable immediately. This consideration will be 
mitigated to some extent by the general two-year 
conformance period provided for in the Volcker 
Rule.  

 
1  Together the FRB, SEC, OCC, FDIC and CFTC are 

referred to as “Agencies.” To the extent that a par-
ticular reference relates to the Proposed Rule, the 
term Agencies does not include the CFTC. 

The Proposed Rule recognizes the enormous 
complexity associated with sharply reducing, but 
not fully prohibiting, proprietary trading and fund 
investment and related activities. In that regard, 
the Agencies have solicited input on nearly 400 
questions regarding the implementation of the 
Volcker Rule. As we have seen with the proposed 
rule on the Dodd-Frank Act’s credit risk retention 
requirements, informed comments from market 
participants are critical to ensuring that agency 
rulemaking action takes a comprehensive view of 
the issues and operational considerations related 
to the implementation of the rule.  

What Types of Entities Are Subject to the 
Proposed Rule? 

Two Prongs of the Volcker Rule 

The application of the Volcker Rule has two distinct 
prongs. 

 Entities that meet the definition of “banking 
entity” are subject to the Trading Restric-
tions and the Fund Restrictions.  

 Entities that are designated as systemically 
important financial institutions (each one, a 
“SIFI”) by the Financial Stability Oversight 
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Council (“FSOC”) are not subject to the Trading 
Restrictions or Fund Restrictions, but are subject 
to additional capital requirements and quantita-
tive limitations based on their proprietary trading 
and relationships with private equity or hedge 
funds. The Proposed Rule does not address any 
such requirements for SIFIs at this time, since the 
FSOC has not yet finalized the criteria for desig-
nation of, or designated, any SIFIs. 

Banking Entity 

Because all banking entities will be subject to Trading 
Restrictions and Fund Restrictions it is critical to 
recognize the broad reach of the term “banking entity,” 
which covers:  

 Any insured depository institution: 

 Under the Volcker Rule an insured depository 
institution is any FDIC insured bank or sav-
ings institution. The definition in the Pro-
posed Rule also reflects the exclusion in the 
Volcker Rule for trust or fiduciary institutions 
that meet certain requirements. 

 Any company that controls an insured depository 
institution: 

 This includes bank holding companies 
(“BHCs”) and savings and loan holding com-
panies. It would also apply to any other com-
pany that controls any insured depository in-
stitution, such as an industrial bank or credit 
card bank that is not treated as a bank for 
purposes of the Bank Holding Company Act 
(“BHCA”).  

 Any foreign bank that maintains a branch or 
agency in a State, and any company that controls 
such a foreign bank, as well as any commercial 
lending company organized under State law that 
is a subsidiary of a foreign bank or its controlling 
company under section 8 of the International 
Banking Act of 1978 (Foreign Banking Organiza-
tion or “FBO”): 

 As discussed below, certain activities of non-
U.S. elements of an FBO may be exempt from 
these restrictions if they meet the off-shore 
exemption requirements set forth in the  
Proposed Rule.  

 Any affiliate or subsidiary of any of the foregoing:  

 “Affiliate” and “subsidiary” would be defined 
in accordance with the FRB’s Regulation Y 
governing BHCs.  

Thus, wherever there is an ultimate control-
ling parent company of an insured depository 
institution (“Parent Company”), then all enti-
ties that are directly or indirectly controlled 
by the parent company will be banking enti-
ties.  

A banking entity would not include either a Covered 
Fund (as defined below) that is organized, offered and 
held by a banking entity as a Customer Fund (as defined 
below) as permitted under the Proposed Rule or an 
entity that is controlled by such a Customer Fund. 

Finally, a mutual fund generally would not be a subsidi-
ary or affiliate of a banking entity if the banking entity 
only provides advisory or administrative services, has 
certain limited investments in, or organizes, sponsors 
and manages the mutual fund in accordance with BHCA 
rules.  

Under the Proposed Rule the individual Agencies will 
supervise particular banking entities that are under their 
jurisdiction and such banking entities are referred to as 
“covered banking entities” and are defined in the 
individual Agency rules.2 

                                                 
2  Within this update, a reference to a banking entity should 

be considered a reference to a covered banking entity. For 
purposes of the FRB, a “covered banking entity” is any 
banking entity that is: (1) a state member bank; (2) a 
BHC; (3) a savings and loan holding company; (4) a 
foreign banking organization; (5) any company that 
controls an insured depository institution; and (6) any 
subsidiary of the preceding entities other than a subsidiary 
for which the OCC, FDIC, CFTC or SEC is the primary 
financial regulatory agency. As a result of this definition, in 
a situation where an individual controls a covered banking 
entity and also separately controls another company, the 
FRB will not consider the other company to be an affiliate 
of a covered banking entity and thus the other company 
and its subsidiaries and affiliates will not be treated as 
“covered banking entities.” For purposes of the OCC, a 
“covered banking entity” is (1) a national bank; (2) a 
Federal branch or agency of a foreign bank; (3) a Federal 
savings association or a Federal savings bank; and (4) any 
subsidiary of a company described in this paragraph’s 
sections (1) through (3), other than a subsidiary for which 
the CFTC or SEC is the primary financial regulatory 
agency. For purposes of FDIC, a “covered banking entity” 
is an insured depository institution for which the FDIC is 
the appropriate Federal banking agency under the Federal 
Deposit Insurance Act. For purposes of the SEC, a “cov-
ered banking entity” is an entity for which the SEC is the 
primary financial regulatory agency, including broker-
dealers, investment companies and investment advisers.  
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Restrictions on Proprietary Trading 

The Proposed Rule takes an important step in providing 
guidance on the critical question of what “proprietary 
trading” is, but leaves significant uncertainties. It does, 
however, establish what may be a major compliance 
burden on banking entities that engage in a significant 
level of trading activities. 

What is Proprietary Trading? 

Proprietary trading is defined as: 

[E]ngaging as a principal for the trading account of 
the covered banking entity in any purchase or sale 
of one or more covered financial positions. Proprie-
tary trading does not include acting solely as 
agent, broker, or custodian for an unaffiliated third 
party.  

The Volcker Rule generally defines a “trading account” 
as an account used for acquiring or taking positions in 
relevant 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).  

Three Categories of Trading Accounts Under the 
Proposed Rule 

The Proposed Rule provides a far more detailed 
definition of what will be considered to be a trading 
account. It creates three categories of activity or status 
that will cause an account to be treated as a trading 
account. 

Short-Term Intent 

An account will be deemed a trading account if it is 
used by a banking entity to acquire or take covered 
financial positions for the purpose of: 

 Short-term resale; 

 Benefitting from actual or expected short-term 
price movements;3 

                                                 

                                                

3  The Proposed Rule notes that this clause of the definition 
does not require the resale of the position, instead it re-
quires only an intent to engage in any form of transaction 
on a short-term basis, including a transaction separate 
from, but related to, the initial acquisition of the position, 
for the purpose of benefitting from a short-term movement 
in the price of the underlying position. 

 Realizing short-term arbitrage profits; or 

 Hedging one or more of the foregoing positions. 

The Proposed Rule establishes a rebuttable presump-
tion that any account used to acquire or take a covered 
financial position (subject to certain exceptions) that the 
banking entity holds for sixty days or less will be a 
trading account unless the banking entity can demon-
strate based on all the facts and circumstances that the 
covered financial position, either individually or as a 
category was not acquired or taken principally for any of 
the above described purposes.4 Notably the Proposed 
Rule does not establish a rebuttable presumption that 
an account which holds covered financial positions for 
sixty-one days or will be presumed not to be a trading 
account.  

Market Risk Capital Rule Covered Positions  

An account used to take covered financial positions 
(other than positions that are foreign exchange deriva-
tives, commodity derivatives, or contracts of sale of a 
commodity for future delivery) which are market risk 
capital covered positions will be treated as a trading 
account if the banking entity or any affiliate that is a 
BHC calculates risk-based capital ratios under the 
Market Risk Capital Rules (“MRC Rules”). The Proposed 
Rule notes that the MRC Rules define an MRC covered 
position to include all positions in a bank’s trading 
account.5  

Significantly, neither the MCR Rules, the Call Report, 
nor relevant accounting standards provide a precise 
definition of what constitutes a near-term or short-term 
position for purposes of determining whether a position 
is of a type held in a trading account or is a trading 
security. Relevant accounting standards note that “near-
term” for purposes of classifying trading activities is 

 
4  The Proposed Rule emphasizes that the sixty-day period is 

only a presumption. Thus, if a banking entity acquired a 
covered financial position with a demonstrated intent of 
holding it for investment or other non-trading purposes 
but because of unanticipated developments, such as in-
creased customer demand or unexpected liquidity de-
mands, held it less than sixty days, those facts and cir-
cumstances would generally suggest that the position was 
not acquired with short-term trading intent, notwithstand-
ing the presumption. 

5  The Call Report instructions note that trading account 
positions include any position that is classified as “trading 
securities.” Under GAAP, trading securities are described 
as being bought and held principally for the purpose of 
selling them in the near term and used with the objective 
of generating profits on short-term differences in price.  
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generally measured in hours and days rather than 
months or years. 

The Proposed Rule provides the following important 
insight with regard to how the Agencies expect to 
evaluate what constitutes a trading account under the 
Proposed Rule: 

The Agencies expect that the precise period of time 
that may be considered near-term or short-term for 
purposes of evaluating any particular covered 
financial position would depend on a variety of 
factors, including the facts and circumstances of 
the . . . acquisition, the banking entity’s trading 
and business strategies, and the nature of the 
relevant markets. In considering the purpose for 
which a . . . position is taken and evaluating 
whether such position is acquired or taken for 
short-term purposes, the Agencies intend to rely on 
a variety of information, including quantitative 
measurements of banking entities’ covered trading 
activities . . ., supervisory review of banking enti-
ties’ compliance practices and internal controls, 
and supervisory review of individual transactions. 

While the Agencies offer more guidance in the Proposed 
Rule than was contained in the Volcker Rule, they are 
not currently planning to provide bright line tests.  

In some respects, this is similar to how the federal 
banking agencies have addressed compliance with the 
anti-money laundering program requirements of the 
Bank Secrecy Act. The banking agencies provide general 
guidance as to how a program should operate, but 
ultimately conduct a relatively subjective evaluation of 
the strength of a particular program, particularly if 
significant issues regarding questionable transactions 
have arisen.  

Dealer Activity Trading Accounts 

Positions taken by banking entities in connection with 
certain dealer activities will be treated as trading 
accounts. The specified dealer statuses and activities 
are the following: 

 A dealer or municipal securities dealer registered 
with the SEC; 

 A government securities dealer that is registered 
or has filed notice with an appropriate regulatory 
agency; 

 A swap dealer that is registered with the CFTC; 

 A security-based swap dealer that is registered 
with SEC;6 and 

 A banking entity engaged in the business of a 
dealer, swap dealer, or security-based swap 
dealer outside of the U.S.7  

Certain Accounts Not Deemed to be Trading Accounts 

Four types of activity involving covered financial 
positions would not cause an account to be deemed a 
trading account. Those four activity types are: 

 Repurchase or reverse repurchase agreement 
positions pursuant to which the banking entity 
has agreed in writing to both purchase and sell a 
stated asset at stated prices and on stated dates, 
or on demand with the same counterparty. 

 Positions that arise under a transaction in which 
the banking entity lends or borrows a security 
temporarily to or from another party pursuant to 
a written securities lending agreement under 
which the lender retains the economic interests of 
an owner, and has the right to terminate the 
transaction and to recall the loaned security on 
terms agreed by the parties. 

 Positions taken for bona fide liquidity purposes. 
This provision will require a banking entity to op-
erate under a documented liquidity management 
plan that must meet a set of five requirements.8  

 Positions taken by a banking entity that is a 
derivative clearing organization registered under 
the Commodity Exchange Act or a clearing agency 

                                                 
6  The foregoing provisions only apply to positions taken by a 

banking entity in connection with one of the specified pro-
visions, not to all of the activities of the banking entity.  

7  The final clause is a notable extraterritorial assertion of 
jurisdiction under the Proposed Rule that, among other 
things, may raise definitional issues under foreign law.  

8  The Agencies are concerned with the potential for abuse of 
the liquidity management exclusion. They note that the 
Agencies will review liquidity plans and transactions ef-
fected under them to ensure that the applicable criteria 
are met and that any position taken is fully consistent with 
such a plan. The Proposed Rule further states that any 
transactions in which positions characterized as being for 
liquidity purposes do give rise to appreciable profits or 
losses as a result of short-term price movements will be 
subject to significant regulatory scrutiny and, absent com-
pelling explanatory facts and circumstances, would be 
viewed as prohibited proprietary trading.  
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registered with the SEC under the Securities Ex-
change Act of 1934 (“Exchange Act”). 

What is a Covered Financial Position? 

An important limiting factor on the reach of the Trading 
Restriction is the definition of “covered financial 
position” since the definition of trading account is 
limited to covered financial positions. Under the 
Proposed Rule, a covered financial position means any 
position, including any long, short, synthetic or other 
position, in the following: 

 A security, including an option on a security; 

 A derivative, including an option on a derivative; 
or 

 A contract of sale for a commodity for future 
delivery, or option on a contract of sale of a 
commodity for future delivery.  

A covered financial position does not include any 
position that itself is (i) a loan,9 (ii) a commodity, or (iii) 
foreign exchange or currency. 

Activities to Which the Trading Restrictions Do  
Not Apply 

It is essential to recognize that simply because an 
activity meets the definition of proprietary trading, a 
banking entity is not necessarily prohibited from 
engaging in the activity. The Proposed Rule sets forth a 
range of activities that are exempted from the Trading 
Restrictions. However, the requirements imposed on 
these activities in order to qualify for an exemption may 
result in changes in how such activities have typically 
been conducted.  

Permitted Underwriting Activities 

In order to qualify as a permitted underwriting activity a 
purchase or sale of a covered financial position must 
meet the following requirements: 

 The banking entity must have established an 
internal compliance program that meets the re-
quirements of the Proposed Rule. 

 The covered financial position must be a security. 

                                                 

                                                

9  For purposes of the Proposed Rule a loan is any loan, 
lease, extension of credit, or secured or unsecured receiv-
able.  

 The purchase or sale must be effected solely in 
connection with a distribution of securities for 
which the banking entity is acting as under-
writer.10 

 The banking entity must meet certain dealer 
registration requirements. 

 The underwriting activities of the banking entity 
with respect to the position must be designed to 
not exceed the reasonably expected near-term 
demands of clients, customers and counterpar-
ties. 

 The underwriting activities of the banking entity 
must be designed to generate revenues primarily 
from fees, commissions, underwriting spreads or 
other income not attributable to (i) appreciation 
in the value of positions related to such activities, 
or (ii) the hedging of positions related to such ac-
tivities.11 

 The compensation arrangements of persons 
performing underwriting activities must not be 
designed to reward proprietary risk-taking.12  

Permitted Market Making-Related Activities 

 
10  The Proposed Rule discusses the types of activities that 

the Agencies will take into consideration in determining 
whether a banking entity is acting as an underwriter as 
part of a distribution of securities. The Proposed Rule 
states that there may be circumstances where an under-
writer holds for investment purposes securities it could not 
sell in the distribution. Assuming that the securities were 
acquired in a permitted underwriting the banking entity 
would be permitted to dispose of the securities at a later 
time.  

11  This requirement is intended to ensure that permitted 
underwriting activities demonstrate patterns of revenue 
generation and profitability consistent with, and related to, 
services an underwriter provides to its customers in bring-
ing securities to market, rather than changes in market 
value of the securities underwritten.  

12  This provision is likely to draw significant comment. The 
Proposed Rule provides further explanation of its intent by 
stating that it targets an incentive compensation structure 
that rewards speculation in, and appreciation of, the mar-
ket value of underwritten securities, rather than success in 
bringing securities to market for a client. While a banking 
entity may appropriately take into account revenues result-
ing from movements in the price of securities that the 
banking entity underwrites to the extent that such reve-
nues reflect the effectiveness with which its personnel have 
managed risk, the banking entity should provide compen-
sation incentives that primarily reward client-based reve-
nues and effective client service, not proprietary risk-
taking. 
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The Proposed Rule states that it may be difficult to 
distinguish principal positions that appropriately 
support market making-related activities from positions 
taken for short-term speculative purposes. In order to 
address this concern the Proposed Rule sets forth a 
series of requirements in order for the purchase or sale 
of a covered financial position to qualify as a permitted 
market making-related activity: 

 The banking entity must have established an 
internal compliance program that meets the re-
quirements of the Proposed Rule; 

 The trading desk or other unit that conducts the 
purchase or sale holds itself out as being willing 
to buy and sell the covered financial position for 
its own account on a regular and continuous ba-
sis;13 

 The market making-related activities of the bank-
ing entity are designed to not exceed the rea-
sonably expected near-term demands of clients, 
customers and counterparties;14 

 The covered entity must meet certain dealer 
registration requirements; 

 The market making-related activities of the bank-
ing entity are designed to generate revenues pri-
marily from fees, commissions, bid/ask spreads 
or other income not attributable to (i) apprecia-
tion in the value of covered financial positions it 
holds in trading accounts, or (ii) the hedging of 
positions its holds in trading accounts;  

 The market making-related activities of the trad-
ing desk or other unit that conducts the purchase 
or sale must be consistent with guidance provided 
in the Proposed Rule; and  

                                                                                                 
13  The Proposed Rule provides a further discussion of the 

level, and type of, activity that will be expected in order for 
a banking entity to meet this requirement.  

14  The Agencies will closely monitor this requirement. The 
Proposed Rule notes that a banking entity’s expectation 
regarding near-term customer demand should generally 
be based on the unique customer base of the banking 
entity based on particular factors beyond a general expec-
tation of price appreciation. It further notes that to the 
extent a trading desk or other unit of a banking entity is 
engaged wholly or principally in trading that is not in re-
sponse to, or driven by, customer demands, the Agencies 
would not expect those activities to qualify as permitted 
market making-related activities. 

 The compensation arrangements of persons 
performing market-making related activities are 
not designed to reward proprietary risk-taking.15 

The Proposed Rule further provides that the prohibition 
on proprietary trading does not apply to certain hedging 
activities relating to permissible market making-related 
activities that comply with the Proposed Rule require-
ments for permitted risk-mitigating hedging activities. 

Permitted Risk Mitigating Hedging Activities 

The Proposed Rule provides an exemption from the 
Trading Restrictions for a purchase or sale of a covered 
financial position made in connection with and related 
to individual or aggregated positions of the banking 
entity and is designed to reduce the specific risks to the 
banking entity related to such positions. The Proposed 
Rule notes that it can often be difficult in retrospect to 
determine whether a banking entity engaged in a 
transaction to mitigate risks arising from related 
positions or to profit from price movements related to 
the hedge position itself. In order to address this 
concern the Proposed Rule establishes a series of 
requirements in order for a purchase or sale to qualify 
for this exception: 

 The banking entity must have established an 
internal compliance program that meets the re-
quirements of the Proposed Rule; 

 The position must hedge or mitigate one or more 
specific risks arising from or in connection with 
and related to individual or aggregated posi-
tions;16 

 The position must be reasonably correlated to the 
risks it is intended to hedge or mitigate;17 

 
15  The Proposed Rule provides additional guidance regarding 

the Agencies’ view of permitted market making related 
activities in a commentary set forth in an Appendix B.  

16  These risks may include market, credit, and interest rate 
risks. The Proposed Rule notes that it permits the hedging 
of risks on a portfolio basis. It cautions, however, that a 
banking entity should be prepared to identify the specific 
position or portfolio of positions that is being hedged and 
demonstrate that the hedging transaction is risk-reducing 
in the aggregate.  

17  A banking entity will not be expected to show a full 
correlation, instead only a reasonable correlation will be 
required. 
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 It must not give rise at the inception of the hedge 
to significant exposures that were not already 
present and that are not hedged contemporane-
ously; 

 The position must be subject to ongoing monitor-
ing and management;18 and 

 The compensation arrangements of persons 
performing risk-mitigating hedging are not de-
signed to reward proprietary risk-taking. 

Permitted Trading in Government and Government-
Related Obligations  

The Trading Restrictions do not apply to a purchase or 
sale of (i) an obligation of the U.S. or an agency, (ii) an 
obligation, participation or other instrument of or issued 
by Ginne Mae, Fannie Mae, Freddie Mac, a Federal 
Home Loan Bank, the Federal Agricultural Mortgage 
Corporation or certain Farm Credit System institutions, 
or (iii) an obligation of a state or a subdivision thereof.  

Permitted Trading on Behalf of Customers 

The Trading Restrictions do not apply to certain 
purchases and sales on behalf of a banking entity’s 
customers. This exemption is available in the following 
situations: 

 The banking entity is acting as investment ad-
viser, or in another fiduciary capacity, for the ac-
count of the customer, and as to which the cus-
tomer is the beneficial owner.19 

 The banking entity is acting as a riskless principal 
in a transaction in which the banking entity after 
receiving an order to purchase or sell a covered 
financial position from or to a customer, pur-
chases or sells the covered financial position for 
its own account to offset a contemporaneous sale 
to or purchase from the customer. 

                                                 

ire-
ments; 

urance regulator or foreign in-
surance regulator; 

 
the general account of the insur-

ance company; 

ce 
e State or other jurisdiction of 

domicile; and  

 

t 

guidance is insufficient to protect the safety and 
18  A banking entity’s internal policies should be designed to 

ensure that hedges remain effective as correlations or 
other factors change. A risk-mitigating hedge typically 
would be unwound as exposure to the underlying risk is 
reduced or increased as underlying risk is increased. The 
Proposed Rule notes that selective hedging would be in-
dicative of prohibited proprietary trading.  

19  The Proposed Rule notes that where a banking entity acts 
as an investment adviser to a mutual fund, any trading by 
the adviser on behalf of the mutual fund would be permit-
ted under this exception as long as all the relevant criteria 
were met. 

 The banking entity is an insurance company that 
purchases or sells a covered financial position 
solely for a separate account established by the 
insurance company for one or more insurance 
policies issued by the insurance company. All 
profits and losses arising from the transaction 
must be allocated to the separate account and 
inure to the benefit or detriment of the owners of 
the policies and not the insurance company.20 
The transaction must be conducted in compliance 
with, and subject to, applicable state insurance 
law and regulation.  

Permitted Trading in the General Account of an 
Insurance Company 

The Trading Restrictions do not apply to the purchase 
or sale of a covered financial position if a banking entity 
is an insurance company acting for its general ac-
count21 or an affiliate of an insurance company acting 
for the insurance company’s general account. The 
insurance company must satisfy the following requ

 The insurance company must directly engage in 
the business of insurance and be subject to regu-
lation by a State ins

 The insurance company or affiliate must purchase
or sell solely for 

 The purchase or sale must be conducted in com-
pliance with, and subject to, insurance company 
investment laws, regulations and written guidan
of the applicabl

 The appropriate Federal banking agencies, after
consultation with the FSOC and the relevant in-
surance commissioners of the States, must no
have jointly determined after notice and com-
ment, that a particular law, regulation, or written 

                                                 
The Proposed Rule notes that the Agencies would not 
consider profits from a separate account to inure to the 
benefit of a banking entity if the banking entity were solely 
to receive payment, out of separate account profits, of fee
unrelated 

20  

s 
to the investment performance of the separate 

account. 

21  

allocated to separate accounts under State law. 

A general account is defined as all of the assets of an 
insurance company that are not legally segregated and 



d 

 
 October 2011 / Issue 13 8 

soundness of the banking entity or the financial 
stability of the U.S.22 

Permitted Off-Shore Trading 

The Proposed Rule provides an exemption for trading by 
a banking entity that occurs outside of the U.S. and 
meets the following requirements:  

 The banking entity must not be directly or indi-
rectly controlled by a banking entity that is organ-
ized under the laws of the U.S. or one or more of 
the States;23 

 The purchase must be authorized by section 
(4)(c)(9) or (4)(c)(13) of the BHCA;24 and 

 The purchase or sale must occur wholly outside of 
the U.S. In order to meet this requirement a 
transaction must satisfy the following conditions: 

 The banking entity conducting the purchase 
and sale is not organized under U.S. or State 
law.  

 No party to the purchase or sale is a resident 
of the U.S.25 

                                                 
                                                                                 22  The Proposed Rule notes that the Federal banking 

agencies have not at this point proposed to determine that 
the laws, regulations and guidance of any particular juris-
diction are insufficient. The Federal banking agencies in-
tend to monitor together with the Federal Insurance Office 
such laws, regulations and guidance.  

23  As a result of this clause, any banking entity that has an 
ultimate U.S. controlling company may not utilize this 
exception even if its activities are wholly conducted out-
side the U.S. The Proposed Rule also provides that a U.S. 
subsidiary or branch of a foreign banking entity would not 
qualify for this exception.  

24  In order to satisfy this condition, a banking entity that is 
an FBO must be a qualifying FBO (“QFBO”) as defined in 
12 C.F.R. § 211.23(a), and must conduct the purchase or 
sale in compliance with Subpart B of the FRB’s Regulation 
K. For a banking entity that is an FBO but not a QFBO, it 
must meet at least two of the following three require-
ments: (i) total assets of the banking entity held outside 
the U.S. exceed total assets held in the U.S., (ii) total 
revenues derived from the business of the banking entity 
outside the U.S. exceed total revenues derived in the U.S., 
and (iii) total net income derived from the business of the 
banking entity outside the U.S. exceeds total net income 
from the business of the banking entity in the U.S.  

25  A resident is (i) a natural person resident in the U.S., (ii) a 
business entity organized under U.S. or State law, (iii) any 
estate of which any executor or administrator is a U.S. 

 No personnel of the banking entity who is di-
rectly involved in the purchase or sale is 
physically located in the U.S.26 

 The purchase or sale is executed wholly out-
side of the U.S.  

Other Discretionary Exemptions  

The Volcker Rule permits the Agencies to grant other 
exemptions from the Trading Restrictions if they 
determine that the exemption would promote and 
protect the safety and soundness of the banking entity 
and the financial stability of the U.S. The Proposed Rule 
requests comment on whether the Agencies should 
consider any such exemptions. 

Overriding Limitations on Exempted Proprietary 
Trading Activities  

No transaction, class of transactions or activity will be 
considered permissible under one of the exemptions if 
the transaction, class of transactions, or activity would: 

 Involve or result in a material conflict of interest 
between the banking entity and its clients, cus-
tomers, or counterparties;27 

 
resident, (iv) a trust of which any trustee, beneficiary, or if 
the trust is revocable, any settlor is a U.S. resident, (v) any 
agency or branch located in the U.S., (vi) any discretionary 
or non-discretionary account or similar account (other 
than an estate or trust) held by a dealer or fiduciary for 
the benefit or account of a resident of the U.S., and (vii) 
any discretionary account or similar account (other than 
an estate or trust) held by a dealer or fiduciary organized 
under U.S. law, or (if an individual) a resident of the U.S.  

26  The Proposed Rule would not treat persons performing 
purely administrative, clerical or ministerial functions as 
persons directly involved in the transaction.  

27  The Proposed Rule requests comments on the potential 
relationship between, and interplay of, the Proposed Rule 
and Section 621 of the Dodd-Frank Act regarding conflicts 
of interest relating to certain securitizations which con-
tains a prohibition on certain material conflicts of interest.  
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 Result, directly or indirectly in a material expo-
sure by the banking entity to a high-risk asset28 
or high-risk trading strategy;29 or 

                                                

 Pose a threat to the safety and soundness of the 
banking entity or to the financial stability of the 
U.S. 

The Proposed Rule states that conflicts of interest may 
arise in a variety of circumstances in connection with 
permitted trading activities. It notes that a banking 
entity may acquire information about a particular 
company through its lending or other activities, which, if 
improperly transmitted to and used in its trading 
operations, would permit the banking entity to use such 
information to its customers’, clients’ or counterparties’ 
disadvantage. It further notes that a banking entity may 
conduct a transaction in which it places its own inter-
ests ahead of its obligations to its customers, clients or 
counterparties, or it may seek to gain by treating one 
customer involved in a transaction more favorably than 
another customer in the transaction. Finally, it observes 
that concerns regarding conflicts of interest are likely to 
be elevated when a transaction is complex, highly 
structured or opaque.  

The Proposed Rule provides that a material conflict of 
interest exists if the banking entity engages in any 
transaction, class of transactions or activity that would 
involve or result in the banking entity’s interests being 
materially adverse to the interests of its client, customer 
or counterparty with respect to such transaction, class 
of transactions, or activities unless the banking entity 
either (i) makes a timely and effective disclosure that 
provides the customer, client or counterparty the 
opportunity to negate, or substantially mitigate, any 
materially adverse effect on the client, customer or 
counterparty, or (ii) the banking entity has established, 
maintained and enforced information barriers30 

 

n a 
arty. 

                                                

28  A high-risk asset is an asset or group of related assets that 
would, if held by a banking entity, significantly increase 
the likelihood that the banking entity would incur a sub-
stantial financial loss or would fail. 

29  A high-risk trading strategy is a trading strategy that 
would, if engaged in by a banking entity, significantly in-
crease the likelihood that the banking entity would incur a 
substantial financial loss or would fail. 

30  A banking entity may not rely on such information barriers 
if in any specific situation it knows or reasonably should 
know that, notwithstanding such barriers, the conflict of 
interest may involve or result in a materially adverse effect 
on the client, customer or counterparty. 

contained in written policies that are reasonably 
designed to prevent the conflict of interest from 
involving or resulting in a materially adverse effect o
client, customer or counterp

In comments that add some complication to this point, 
the Proposed Rule observes that while the foregoing 
conflicts may be material for purposes of the Proposed 
Rule, the mere fact that the buyer and seller are on 
opposite sides of a transaction and have differing 
economic interests would not be deemed a “material” 
conflict of interest with respect to transactions related 
to bona fide underwriting, market making, risk-
mitigating hedging or other permitted activities, 
assuming these activities are conducted in a manner 
that its consistent with the Proposed Rule and securities 
and banking laws and regulations. 

Dealings with Private Equity Funds or  
Hedge Funds 

The Volcker Rule prohibits any banking entity from 
acquiring or retaining an ownership interest in, or 
sponsoring,31 a “hedge fund or private equity fund” 
(“Covered Fund”), as a principal, directly or indirectly, 
subject to certain exceptions.32 The Volcker Rule also 
prohibits a banking entity that serves as an investment 
manager, investment adviser, or sponsor to a Covered 
Fund, and any affiliates of the banking entity, from 
entering into certain “covered transactions” with 

 
31  A sponsor is an entity that (i) serves as a general partner, 

member, trustee, or commodity pool operator of a Cov-
ered Fund, (ii) in any manner selects or controls a majority 
of the directors, trustees or management of a Covered 
Fund; or (iii) shares a name or similar name with a Cov-
ered Fund for corporate, marketing, promotional or other 
purposes. 

32  Because the Volcker Rule addresses principal activities, 
the prohibition on acquiring or retaining ownership inter-
ests in Covered Funds would not apply to interests held (i) 
by a banking entity in good faith in a fiduciary capacity 
(subject to a limited exception), (ii) by a banking entity in 
good faith in its fiduciary capacity as a custodian, broker, 
or agent for an unaffiliated third party, (iii) by a “qualified 
plan” as that term in defined in section 401 of the Internal 
Revenue Code of 1956 under certain circumstances, or (iv) 
by a director or employee of a banking entity who acquires 
the interest in his or her personal capacity and who is 
directly engaged in providing advisory or other services to 
the Covered Fund, unless the banking entity, directly or 
indirectly, extended credit for the purpose of enabling the 
director or employee to acquire the ownership interest in 
the Covered Fund and the credit was used to acquire such 
ownership interest in the Covered Fund.  
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Covered Funds, as that term is defined in section 23A of 
the Federal Reserve Act and imposes restrictions 
contained in section 23B of the Federal Reserve Act on 
certain other types of transactions and relationships 
between a banking entity and a Covered Fund.  

Definition of Covered Fund 

A “hedge fund” or a “private equity fund” means an 
issuer that that would be an investment company but 
for section 3(c)(1) or 3(c)(7) of the Investment Company 
Act of 1940 (“ICA”) or similar funds as the Agencies 
may determine by rule. The definitions of hedge fund 
and private equity fund have been combined into a 
single term—a Covered Fund. 

The Proposed Rule acknowledges that the statutory 
definition of private equity fund and hedge fund could 
potentially include within its scope many entities and 
corporate structures that would not usually be thought 
of as private equity funds or hedge funds. It gives as 
examples: joint ventures, acquisition vehicles, and 
certain wholly-owned subsidiaries. The Proposed Rule 
addresses this overreach to some extent through certain 
exemptions it offers to particular types of entities that 
might rely on section 3(c)(1) or 3(c)(7) exclusions.  

Significantly, the Proposed Rule makes clear that if an 
issuer, including an issuer of asset-backed securities, 
may rely on another exclusion or exemption from the 
definition of investment company, apart from the 
exclusions in section 3(c)(1) or 3 (c)(7), such as section 
3(c)(5), it would not be considered to be a Covered Fund 
as long as it can satisfy all the requirements for the 
alternative exclusion.  

In addition, the Volcker Rule Agencies have proposed to 
use their authority to designate “similar funds” to 
extend the definition of Covered Fund to include:  

 A commodity pool, as defined in section 1a(10) of 
the Commodity Exchange Act; and 

 Any issuer, as defined in section 2(a)(22) of the 
ICA, that is organized and offered outside of the 
U.S. that would be a Covered Fund were it organ-
ized or offered under the laws, or offered to one 
or more residents, of the U.S. or of one or more 
States. 

The Agencies explained that these additional types of 
entities were added to the definition of Covered Fund 
because “they are generally managed and structured 
similar to a covered fund, except that they are not 
generally subject to the Federal securities laws due to 

the instruments in which they invest or the fact that they 
are not organized in the United States or one or more 
States.” 

Definition of Ownership Interest 

An ownership interest is defined broadly as any equity, 
partnership, or other similar interest in a Covered Fund, 
whether voting or nonvoting, or derivative of such 
interest. The definition is intended to focus on whether 
the interest provides a banking entity with exposure to 
the profits and losses of the Covered Fund rather than 
the particular form of the interest.33  

A carried interest that meets certain requirements will 
not be considered to be an ownership interest. An 
excluded carried interest means an interest held by a 
banking entity (or an affiliate, subsidiary, or employee 
thereof) in a Covered Fund for which the banking entity 
(or affiliated party) serves as investment manager, 
investment adviser, or commodity trading advisor, 
provided that among other things, the sole purpose and 
effect of the interest is to allow the banking entity (or 
affiliated party) to share in the profits of the Covered 
Fund as performance compensation for services 
provided to the Covered Fund, and further provided that 
the banking entity (or affiliated party) may be obligated 
under the terms of such interest to return profits 
previously received.  

Permitted Organizing and Offering of a Covered Fund 
in Connection with Certain Banking Entity Services 

Requirements for Involvement with a Customer Fund  

The Volcker Rule’s prohibition on organizing and 
offering a Covered Fund, including serving as a general 
partner, managing member, or trustee or in any way 
selecting or controlling a majority of the directors, 
trustees or management of the Covered Fund does not 
apply if: 

 The banking entity provides bona fide trust, 
fiduciary, investment advisory, or commodity 
trading advisory services to the Covered Fund. 

                                                 
33  Accordingly, the Proposed Rule notes that to the extent a 

debt security exhibits substantially the same characteris-
tics as an equity or other ownership interest, such as the 
right or ability to share in the Covered Fund’s profits or 
losses, the Agencies would consider such instrument as an 
“other similar instrument.”  
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 The Covered Fund is organized and offered only in 
connection with the provision of bona fide trust, 
fiduciary, investment advisory, or commodity 
trading advisory services and only to persons that 
are customers of such services of the banking en-
tity, pursuant to a credible plan outlining how the 
banking entity intends to provide advisory or simi-
lar services to it customers through organizing 
and offering the Covered Fund.34  

 The banking entity does not acquire or retain an 
ownership interest in the Covered Fund except as 
permitted under the Proposed Rule. 

 The banking entity complies with the prohibitions 
and restrictions on transactions and relationships 
with the Covered Fund imposed under the Pro-
posed Rule. 

 The banking entity does not directly or indirectly 
guarantee, assume or otherwise insure the obliga-
tions or performance of the Covered Fund or any 
Covered Fund in which the Covered Fund invests. 

 The Covered Fund for corporate, marketing, 
promotional, or other purposes, does not share 
the same or similar name with the banking entity 
or any of its affiliates, and does not use the word 
“bank” in its name. 

 No director or employee of the banking entity 
takes or retains an ownership interest in the Cov-
ered Fund, except for any director or employee of 
the banking entity who is directly engaged in pro-
viding investment advisory or other services to the 
Covered Fund. 

 The banking entity makes specified disclosures to 
its prospective and actual investors in the Cov-
ered Fund.  

A Covered Fund that meets the foregoing requirements 
is referred to as a “Customer Fund.” 

Permitted Investments in Customer Funds 

The general prohibition on holding an ownership interest 
in a Covered Fund does not apply to a Customer Fund. A 
banking entity is permitted to make a sufficient initial 
                                                 

                                                

34  The customer relationship does not have to be a preexist-
ing one. It may be established in connection with the bank-
ing entity’s organization and offering of a Covered Fund. 
The Proposed Rule cautions that a banking entity may not 
organize and offer a Covered Fund as a means of itself 
investing in the Covered Fund or in the assets held in the 
Covered Fund.  

equity investment to permit the Customer Fund to 
attract unaffiliated investors as required for a Customer 
Fund. The banking entity must actively seek unaffiliated 
investors to reduce its ownership interests to no more 
than three percent35 of the total amount or value of 
outstanding ownership interests of the Customer Fund 
generally not later than one year after the establishment 
of the Customer Fund.36  

The Proposed Rule limits the aggregate value of all 
ownership interests of the banking entity in all Customer 
Funds to no more than three percent of the tier 1 capital 
of the banking entity. A banking entity is required to 
deduct the aggregate amount of all investments in 
Customer Funds from the banking entity’s tier 1 capital.  

Other Permitted Covered Fund Activities Permitted by 
the Volcker Rule 

The Proposed Rule also permits investment in, and 
sponsorship of, certain Covered Funds that are not 
Customer Funds as provided in the Volcker Rule. The 
Proposed Rule permits holding an ownership interest in, 
and sponsoring, small business investment companies 
that meet certain requirements. The Proposed Rule also 
permits investments in a Covered Fund in connection 
with risk-mitigating hedging activities that meet certain 
requirements.  

Permitted Off-Shore Covered Fund Investments  
and Activities 

The Proposed Rule provides an exemption from the 
prohibitions on the acquisition or retention of an 
ownership in, or sponsorship of, a Covered Fund by a 
banking entity if the following requirements are met:  

 The banking entity must not be directly or indi-
rectly controlled by a banking entity that is organ-
ized under the laws of the U.S. or one or more of 
the States; 

 
35  The Proposed Rule establishes special rules for attributing 

ownership interests in a Customer Fund to a banking en-
tity and for determining the value of the banking entity’s 
interests in a Customer Fund.  

36  Upon application by a banking entity to the FRB, the FRB 
may extend the period for reaching the reduced level of 
investment for up to two years taking into account a set of 
specified factors, and may impose conditions on such 
extension.  
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 The purchase must be authorized by section 
(4)(c)(9) or (4)(c)(13) of the BHCA;37 

 No ownership interest in the Covered Fund is 
offered for sale or sold to a resident of the U.S.; 
and 

 The activity must occur solely outside of the U.S. 
In order to meet this requirement a transaction 
must satisfy the following conditions: 

 The banking entity conducting the purchase 
and sale is not organized under U.S. or State 
law; and 

 No subsidiary, affiliate, or employee of the 
banking entity that is involved in the offer or 
sale of an ownership interest in the Covered 
Fund is incorporated in or physically located 
in the U.S. or one or more States.38 

Permitted Involvement in Loan Securitizations 

A banking entity may acquire or retain an ownership 
interest, or act as a sponsor to, a Covered Fund that is an 
issuer of asset-backed securities (“Loan Securitization 
Exemption”), the assets of which are solely comprised of: 

 Loans; 

 Contractual rights or assets directly arising from 
loans supporting the asset-backed securities; and 

 Interest rate or foreign exchange derivatives that 
materially relate to the terms of the loans or con-
tractual rights or assets and that are used for 
hedging purposes with respect to the securitiza-
tion structure. 

The preamble to the Proposed Rule states that the 
proposed definition of a banking entity would not 
include any entity that is a subsidiary or affiliate of a 
banking entity that is a Covered Fund and any entity 
controlled by such Covered Fund. However, the pro-
                                                 
37  The same requirements apply to this provision as apply in 

regard to Permitted Off-shore Trading as described above.  

38  The Proposed Rule indicates that an employee or entity 
with no customer relationship and involved solely in pro-
viding administrative services to the Covered Fund, such 
as clearing and settlement or maintaining and preserving 
records of the Covered Fund with respect to a transaction 
where no ownership interest is offered for sale or sold to a 
resident of the U.S., would not be subject to this require-
ment.  

posed regulatory text appears to be more restrictive. It 
provides an exclusion from the term “banking entity” to:  

A covered fund that is organized, offered and held 
by a banking entity pursuant to § .11 and in accor-
dance with the provisions of Subpart C, including 
the provisions governing relationships between a 
covered fund and a banking entity.  

The reference to section .11 on its face is limited to a 
Customer Fund and thus would not appear to extend to 
any other type of permitted ownership in, or sponsor-
ship of a Covered Fund. Thus, a Covered Fund that is 
held and/or sponsored under the Loan Securitization 
Exemption could be subject to being treated as a 
banking entity. In this regard, the Proposed Rule 
requests comments on whether the exclusion for 
Customer Funds should be modified to exclude any 
Covered Fund.  

In a related matter, the Proposed Rule notes that an 
issuer of asset-backed securities that is both (i) an 
affiliate or subsidiary of a banking institution and (ii) 
does not rely on an exclusion contained in section 
3(c)(1) or 3(c)(7) of the ICA (and thus would not be 
treated as a Covered Fund) would be a banking entity. 
As a result, such an entity would be subject to the 
related restrictions and requirements under the Pro-
posed Rule, including (i) the prohibition on proprietary 
trading, (ii) limitations on investments in, and relation-
ship with Covered Funds, and (iii) compliance program 
and recordkeeping and reporting requirements. The 
Proposed Rule notes that given the breadth of the 
definition of “affiliate,” these requirements may apply to 
a significant portion of the outstanding securitization 
market, including issuers of asset-backed securities that 
rely on rule 3a-7 or section 3(c)(5) of the ICA.  

Other Permitted Covered Fund Activities Authorized by 
the Agencies 

The Volcker Rule authorizes the Agencies to permit 
banking entities to engage in Covered Fund activities 
that the Agencies determine promote and protect the 
safety and soundness of a banking entity and the 
financial stability of the U.S. In reliance on that author-
ity, the Proposed Rule would not apply to prohibitions 
on acquiring or retaining an ownership interest or to 
acting as a sponsor in the following circumstances:  
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 Certain bank owned life insurance separate  
accounts;39 

 A joint venture between a banking entity or one of 
its affiliates and any other person, provided that 
the joint venture is both an operating company 
and does not engage in any activity or make any 
investment that is prohibited under the Proposed 
Rule; 

 An acquisition vehicle, provided that the sole 
purpose and effect of such entity is to effectuate a 
transaction involving the acquisition or merger of 
one entity with or into the banking entity or one of 
its affiliates; 

 A wholly owned subsidiary of a banking entity that 
is engaged principally in performing bona fide li-
quidity management activities as provided under 
the proprietary trading provisions of the Proposed 
Rule;40 

 An issuer of an asset-backed security, but only 
with respect to that amount or value of economic 
interest in a portion of the credit risk for an asset-
backed security that is retained by a banking en-
tity that is a “securitizer” or “originator” in com-
pliance with the minimum requirements of sec-
tion 15G of the Exchange Act and any implement-
ing regulations thereunder; 

 A Covered Fund that is an issuer of asset-backed 
securities as permitted under the terms of the 
Loan Securitization Exemption;41  

                                                 

                                                                                 

39  This provision would only apply to separate accounts 
which are used solely for the purpose of allowing a covered 
banking entity to purchase insurance policies where the 
banking entity is the beneficiary and the banking entity: (i) 
does not control the investment decisions with respect to 
the account; and (ii) complies with applicable agency 
guidance regarding bank-owned life insurance.  

40  The Proposed Rule notes that the exemptions for joint 
ventures, acquisition vehicles and wholly owned liquidity 
subsidiaries are directed at entities that may meet the 
definition of Covered Fund to the extent these entities rely 
solely on section 3(c)(1) or 3(c)(7) of the ICA. These enti-
ties do not, however, engage in the type of and scope of 
activities to which Congress intended the Volcker Rule to 
apply. The Agencies expressed concern that without this 
exemption many entities would be required to alter their 
corporate structure without achieving any reduction in 
risk. It seems likely that commenters will focus on whether 
these three exemptions are sufficient to adequately ad-
dress this concern.  

41  The Proposed Rule explains that this provision is consid-
ered to augment the authority in the Loan Securitization 
Exemption regarding the sale and securitization of loans 

 A Covered Fund pursuant to and in compliance 
with the conformance or extended transition pe-
riod provided for under the FRB’s rules issued 
under the Volcker Rule; and 

 Ownership interests in a Covered Fund acquired 
or retained in the ordinary course of collecting a 
debt previously contracted for in good faith.  

Limitations on Relationships with Covered Funds 

The Volcker Rule prohibits a banking entity that serves, 
directly or indirectly, as the investment manager, 
investment adviser, commodity trading adviser, or 
sponsor to a Covered Fund, and any affiliates of the 
banking entity, from entering into a transaction with the 
Covered Fund that would constitute a “covered transac-
tion”42 under section 23A of the Federal Reserve Act 
(“section 23A”). Further, the requirements imposed on 
certain transactions under section 23B of the Federal 

 
by permitting a banking entity to engage in the purchase, 
and not only the sale and securitization, of loans through 
authorizing the acquisition or retention of an ownership 
interest in such securitization vehicles that the banking 
entity does not organize and offer, or for which it does not 
act as sponsor, provided that the assets or holdings of 
such vehicles are solely comprised of the referenced in-
struments or obligations. The Proposed Rule states that 
permitting banking entities to acquire or retain an owner-
ship interest in such loan securitizations will provide a 
deeper and richer pool of potential participants and a 
more liquid market for the sale of securitizations, which 
should result in increased availability of funds to individu-
als and small businesses, and provide greater efficiency 
and diversification of risk.  

42  The Proposed Rule summarizes the term “covered 
transaction” for purposes of section 23A to mean with 
respect to an affiliate of a member bank: (i) a loan or ex-
tension of credit to the affiliate, including a purchase of 
assets subject to an agreement to repurchase; (ii) a pur-
chase of or an investment in securities issued by the affili-
ate; (iii) a purchase of assets from the affiliate, except 
such purchase of real and personal property as may be 
specifically exempted by the FRB by order or regulation; 
(iv) the acceptance of securities or other debt obligations 
issued by the affiliate as collateral security for a loan or 
extension of credit to any person or company; (v) the issu-
ance of a guarantee, acceptance, or letter of credit, includ-
ing an endorsement or standby letter of credit, on behalf 
of an affiliate; (vi) a transaction with an affiliate that in-
volves the borrowing or lending of securities, to the extent 
that the transaction causes a member bank or subsidiary 
to have credit exposure to the affiliate; or (vii) a derivative 
transaction, as defined in paragraph (3) of section 5200(b) 
of the Revised Statutes of the United States (12 U.S.C. 
84(b)), with an affiliate, to the extent that the transaction 
causes a member bank or a subsidiary to have credit ex-
posure to the affiliate. 
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Reserve Act (“section 23B”) will apply to the banking 
entity or affiliate to the same extent as if the banking 
entity or affiliate were a member of the Federal Reserve 
System (“member bank”) and the Covered Fund was an 
affiliate thereof. Together the section 23A prohibitions 
and the section 23B restrictions are referred to as the 
“Relationship Restrictions.” 

It is important to recognize that the Relationship 
Restrictions apply more broadly than do the ownership 
and sponsorship provisions of the Volcker Rule. The 
Relationship Restrictions apply not only to banking 
entities that sponsor a Covered Fund but also to 
banking entities that merely act as an investment 
manager or investment adviser to a Covered Fund.  

Since a Customer Fund and any Covered Fund in which 
it invests would not be a banking entity, the Proposed 
Rule notes that the Relationship Restrictions do not 
generally apply to such funds.  

It is also important to note that the Relationship 
Restrictions do not apply to a fund that is not a Covered 
Fund because it relies on an exclusion other than 
section 3(c)(1) or 3(c)(7) of the ICA.  

Application of Section 23A 

The Proposed Rule notes that while one provision of the 
Volcker Rule prohibits section 23A transactions, other 
provisions expressly provide for or contemplate such 
transactions occurring.  

In this regard, the Proposed Rule provides that a 
banking entity may acquire or retain an ownership 
interest in a Covered Fund as permitted under the terms 
of the Proposed Rule.43  

The Proposed Rule also addresses a provision in the 
Volcker Rule that permits a banking entity to enter into 
any prime brokerage transaction with a Covered Fund 
that the banking entity advises, manages, or sponsors, 
subject to certain restrictions.44 In order for a banking 
                                                 
43  The Proposed Rule expresses the view that there is no 

evidence that Congress intended the Volcker Rule Rela-
tionship Restrictions to override other provisions of the 
Volcker Rule.  

44  The Proposed Rule defines a “prime brokerage transac-
tion” to mean “one or more products or services provided 
by a banking entity to a Covered Fund, such as custody, 
clearance, securities borrowing or lending services, trade 
execution, or financing, data, operational, and portfolio 
management support.” 

entity to engage in such a prime brokerage transaction, 
the banking entity must be in compliance with the 
requirements of the Proposed Rule with respect to the 
organization and offering of Customer Funds. In 
addition: 

 The CEO or equivalent officer of the top-tier 
affiliate of the banking entity certifies in writing 
annually (with a duty to update this as informa-
tion materially changes) that the banking entity 
does not, directly or indirectly, guarantee, as-
sume, or otherwise insure the obligations or per-
formance of the Covered Fund or any other Cov-
ered Fund in which such Covered Fund invests; 

 The FRB has not determined that the prime 
brokerage transaction would be inconsistent with 
the safe and sound operation and condition of the 
banking entity; and  

 All prime brokerage transactions with a Covered 
Fund will be subject to the requirements of sec-
tion 23B as if the Covered Fund were an affiliate. 

Application of Section 23B 

The Proposed Rule reflects the Volcker Rule’s applica-
tion of section 23B to banking entities that serve as an 
investment manager, investment adviser, or sponsor to 
a Covered Fund to the same extent as if such banking 
entity were a member bank and the Covered Fund were 
an affiliate thereof. Section 23B generally requires that 
certain transactions between member banks and 
affiliates must be on terms and under circumstances 
that are substantially the same or at least as favorable 
to the banking entity as those prevailing at the time for 
comparable transactions with or involving unaffiliated 
companies, or in the absence of comparable of transac-
tions, on terms and under circumstances that in good 
faith would be offered to an unaffiliated party.  

Overriding Limitations on Permitted Covered  
Funds Activities 

No transaction, class of transactions or activity will be 
considered permissible in relation to a Covered Fund if 
the transaction, class of transactions, or activity would: 

 Involve or result in a material conflict of interest 
between the banking entity and its clients, cus-
tomers, or counterparties; 

 Result, directly or indirectly, in a material expo-
sure by the banking entity to a high-risk asset or 
high-risk trading strategy; or 
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 Pose a threat to the safety and soundness of the 
banking entity or to financial stability of the U.S. 

 This provision tracks the definitions and approach 
to addressing material conflicts of interest that is 
discussed in detail above in relation to proprie-
tary trading.  

Compliance Program Requirements  

Depending on the nature of a banking entity’s permitted 
proprietary trading and permitted Covered Funds 
activities, the banking entity may be subject to substan-
tial compliance program requirements. If a banking 
entity does not engage in activities that are prohibited 
or restricted under the Trading Restrictions or the Fund 
Restrictions, the banking entity will only be required to 
have compliance policies and procedures that prevent it 
from becoming engaged in activities or investments that 
would require it to develop a Volcker Rule compliance 
program. 

Banking entities that do not qualify for the preceding 
exception must develop a Volcker Rule compliance 
program that is appropriate for the size, scope and 
complexity of the activities and business structure of the 
banking entity. 

A compliance program must, at a minimum, include: 

 Internal written policies and procedures to docu-
ment, describe and monitor trading activities and 
Covered Funds activities to ensure these comply 
with the Volcker Rule; 

 A system of internal controls to monitor and 
identify potential areas of noncompliance and to 
prevent prohibited activities and investments; 

 A management framework that clearly delineates 
responsibility and accountability for compliance 
with the Volcker Rule; 

 Independent testing for the effectiveness of the 
compliance program conducted by qualified per-
sonnel of the banking entity or by a qualified out-
side party; 

 Training for trading personnel, managers, and 
other appropriate personnel, to effectively imple-
ment and enforce the compliance program; and 

 Making and keeping records sufficient to demon-
strate compliance with the Volcker Rule.  

Additional requirements apply to a banking entity if: 

 The banking entity engages in proprietary trading 
and has, together with its affiliates and subsidiar-
ies, trading assets and liabilities the average 
gross sum of which, as measured as of the last 
day of each of the four prior calendar quarters, is 
equal to or greater than $1 billion or equals  
10 percent or more of its total assets; 

 The banking entity has, together with its affiliates 
and subsidiaries, aggregate investments in one or 
more Covered Funds, the average value of which 
is, as measured as of the last day of each of the 
four prior calendar quarters, equal to or greater 
than $1 billion; or 

 The banking entity sponsors or advises, together 
with its affiliates and subsidiaries, one or more 
Covered Funds, the average total assets of which 
are, as measured as of the last day of each of the 
four prior calendar quarters, equal to or greater 
than $1 billion. 

If a banking entity meets one of these tests, its compli-
ance program must satisfy additional requirements set 
forth in Appendix C to the Proposed Rule.45  

Enforcement 

The Proposed Rule provides that a banking entity that 
engages in an activity or makes an investment in 
violation of the Volcker Rule and the Proposed Rule or in 
a manner that functions as an evasion of those require-
ments shall terminate the activity and, as relevant, 
dispose of the investment. The Proposed Rule further 
provides after that after due notice and an opportunity 
for a hearing, if the Agency finds reasonable cause to 
                                                 
45  Appendix C sets forth the standards for programmatic 

compliance by banking entities to ensure that they moni-
tor conduct subject to the Volcker Rule’s prohibitions and 
restrictions. Appendix C addresses (i) internal policies and 
procedures, (ii) internal controls, (iii) responsibility and 
accountability for the compliance program, (iv) independ-
ent testing, (v) training and (vi) recordkeeping. Appendix C 
incorporates by reference the requirements of Appendix A 
for a banking entity that has, together with its affiliates 
and subsidiaries, trading assets and liabilities the average 
gross sum of which is at least $1 billion as measured on 
the final day of each of the previous four calendar quar-
ters. For such banking entities, Appendix A requires both 
(i) the periodic reporting of a variety of quantitative meas-
urements of their covered trading activities, depending on 
those activities’ size and scope, and (ii) the maintenance 
of records documenting the preparation of those entities’ 
trading reports. 
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believe any banking entity has engaged in an impermis-
sible activity or investment, the Agency may by order, 
direct the banking entity to restrict, limit, or terminate 
the activity, and, as relevant, dispose of the investment. 

Conformance Period 

As noted above, the Volcker Rule will become effective 
on July 21, 2012. The Proposed Rule provides that as a 
general matter, a banking entity must bring its activities 
and investments into compliance with the requirements 
of the Volcker Rule no later than July 21, 2014. Under 
the Volcker Rule, the FRB is given sole authority to issue 
regulations regarding conformance with the Volcker 
Rule. The FRB issued a rule implementing this provision 
in February 2011. The rule is incorporated with certain 
revisions into the Proposed Rule. 

The Proposed Rule indicates that a banking entity will 
be required to begin complying with the applicable 
reporting, recordkeeping and compliance program 
requirements as of July 21, 2012.  

It is important to note that the Agencies expect a 
banking entity to fully conform all of its activities and 
investments to the requirements of the Proposed Rule 
as soon as practicable during the conformance period. 

The FRB noted that the conformance period does not 
permit a banking entity to engage in any new activity or 
make any new investment in a Covered Fund without 
complying with the Trading Restrictions and Fund 
Restrictions. Instead the conformance period permits a 
banking entity to bring its existing non-permissible 
activities into conformance with the Volcker Rule.  

The FRB notes that it expects that each banking entity 
will identify the trading units of the banking entity that 
are engaged in prohibited proprietary trading on and 
after the Effective Date. The banking entity will be 
expected to bring the prohibited activity of all trading 
units into compliance as soon as practicable within the 
conformance period. A trading unit may not expand its 
activity to including prohibited proprietary trading after 
the Effective Date. A trading unit that is not identified as 
engaging in proprietary trading as of the Effective Date 
may not begin engaging in such activity after the 
Effective Date. 

In case of Covered Fund activities or investments, the 
Proposed Rule provides that the conformance period46 
generally allows a banking entity to retain an existing 
investment in a Covered Fund, to make additional 
capital contributions to a Covered Fund if contractually 
obligated to do so, or to continue certain existing 
relationships with a Covered Fund.47 Under the confor-
mance period or Extended Transition Period, a banking 
entity may not make a new investment or capital 
contribution that it is not contractually obligated to 
make in, or establish a new relationship with, a Covered 
Fund after the Effective Date.  

Cost Benefit Analysis  

The Proposed Rule contains an extensive discussion of 
its economic impact. The Agencies are seeking com-
ments, among other things, on the potential costs and 
benefits of the aspects of the proposal that involve 
choices made, or the exercise of discretion by, the 
Agencies in implementing the Volcker Rule.48  

                                                 
46  The Proposed Rule permits the FRB to extend the two-year 

conformance period by not more than three separate one-
year periods, if the FRB determines that each such exten-
sion is consistent with the purposes of the Volcker Rule 
and would not be detrimental to the public interest. The 
FRB may also further permit a single five-year extension 
for a banking entity to acquire or retain an ownership in-
terest in, or otherwise provide additional capital to, a Cov-
ered Fund if (i) the fund meets the requirements to be 
deemed an illiquid fund; and (ii) the acquisition or reten-
tion of such interest, or provision of capital is necessary to 
fulfill a qualifying contractual obligation that was in effect 
on May 10, 2010 (“Extended Transition Period”).  

47  Under the Proposed Rule a banking entity may retain an 
existing ownership interest in regard to a Covered Fund 
under the authority of the conformance period or the Ex-
tended Transition Period without regard to the individual 
Covered Fund or aggregate Covered Fund limitations. A 
banking entity may continue to serve as a sponsor of a 
Covered Fund under the authority of the conformance 
period if it acted as sponsor of such Covered Fund as of 
the Effective Date and the relationship was continuous. A 
banking entity may serve as a sponsor of an illiquid fund 
pursuant to an Extended Transition Period to the extent 
that such service is related to the banking entity’s reten-
tion of a permitted ownership in the fund.  

48  The Proposed Rule does not cite any particular basis for 
providing a cost benefit analysis. On July 11, 2011, Presi-
dent Obama issued an executive order that called on inde-
pendent regulatory agencies, to the extent permitted by 
law, to follow prior executive orders that, among other 
things, call for a rulemaking proceeding to evaluate 
whether its benefits justify its costs. The Proposed Rule 
also includes a discussion by the SEC of competitive con-



d 

 
 October 2011 / Issue 13 17 

                                                                                 

   

This update was authored by Thomas P. Vartanian  
(+1 202 261 3439; thomas.vartanian@dechert.com), 

 
siderations required by provisions of the Exchange Act in 
regard to certain portions of the Proposed Rule that are 
being proposed pursuant to the SEC’s authority under the 
Exchange Act with respect to banking entities that are 
registered broker-dealers and security-based swap deal-
ers.  

Robert H. Ledig (+1 202 261 3454, 
robert.ledig@dechert.com), David J. Harris  
(+1 202 261 3385; david.harris@dechert.com), David L. 
Ansell (+1 202 261 3433; david.ansell@dechert.com), 
Corey F. Rose (+1 704 339 3164; 
corey.rose@dechert.com), Gordon L. Miller (+1 202 261 
3467; Gordon.miller@dechert.com), and Max Schleusener 
(+1 202 261 3425; max.schleusener@dechert.com).

 
 
Practice group contacts 

If you have questions regarding the information in this legal update, please contact the Dechert attorney with whom 
you regularly work, or any of the attorneys listed. Visit us at http://www.dechert.com/financial_institutions.  

If you would like to receive any of our other DechertOnPoints, please click here. 

David L. Ansell 

Washington, D.C. 

+1 202 261 3433 

david.ansell@dechert.com 

David J. Harris 

Washington, D.C. 

+1 202 261 3385 

david.harris@dechert.com 

Robert H. Ledig 

Washington, D.C. 

+1 202 261 3454 

robert.ledig@dechert.com 

Gordon L. Miller 

Washington, D.C. 

+1 202 261 3467 

gordon.miller@dechert.com 

 

 

Thomas P. Vartanian  

Washington, D.C. 

+1 202 261 3439 

thomas.vartanian@dechert.com 

 

 
© 2011 Dechert LLP. All rights reserved. Materials have been abridged from laws, court decisions and 
administrative rulings and should not be considered as legal opinions on specific facts or as a substitute  
for legal counsel. This publication, provided by Dechert LLP as a general informational service, may be 
considered attorney advertising in some jurisdictions. Prior results do not guarantee a similar outcome. 

 

D 

www.dechert.com U.S. Austin • Boston • Charlotte • Hartford • Los Angeles • New York • Orange County • Philadelphia 

Princeton • San Francisco • Silicon Valley • Washington, D.C. • EUROPE Brussels • Dublin • London 

Luxembourg • Moscow • Munich • Paris • ASIA Beijing • Hong Kong 
 

 

http://www.dechert.com/financial_institutions
http://www.dechert.com/publications/register.aspx

