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More on Regulatory Reform

Last week we shared scorecards on what we regard as some of the most significant issues considered by the
Conference Committee—please see Part | at:
http://www.mofo.com//files//Uploads/Images/100624Reconciliation.pdf and Part Il at:
http://www.mofo.com/files//Uploads/Images/100625Reconciliation2.pdf. Below we include additional updates.

Over the course of the next few days, more complete analysis will follow. More information on regulatory reform
is also available from our dedicated webpage at: http://www.mofo.com/resources/requlatory-reform/.

Update on Securitization

As reported last week, the Conference Committee considered a number of amendments to the securitization
provisions in the financial reform bill. After we went to press with our securitization update, the Conference
Committee continued to debate certain risk retention provisions, and additional revisions were made. For
commercial mortgages, regulators may set forth types, forms and amounts of risk retention that would meet the
risk retention requirements, including permitting a third-party that purchases a first-loss position at issuance and
who holds adequate financial resources to back losses substituting for the risk retention requirement of the
securitizer. The Conference Committee bill also accepts with some modifications an exemption from the risk
retention requirements for a “qualified residential mortgage.”

State Consumer Financial Protection Law Preemption Standards for National Banks

The House and the Senate bills each addressed the standard for preemption of state consumer protection laws for
national banks. Both bills referred to the Supreme Court’s preemption standard from Barnett, but the House bill
proposed to restate the standard from Barnett, while the Senate more precisely deferred to the standard
articulated in the case. The House bill also prevented the OCC from preempting a state consumer financial
protection law unless there was a federal standard that regulated the same conduct. The Senate bill had no such
requirement. Ultimately, language of the bill after reconciliation in the Conference Committee includes the
verbiage from Barnett (preemption if the state consumer financial law “prevents or significantly impairs” a
national bank from exercising its powers), and there is no requirement for a federal standard regulating the same
conduct.

The Harkin Amendment

The Conference Committee bill contains an amendment limiting the Securities and Exchange Commission’s (the
“SEC”) jurisdiction over certain insurance products, effectively ending the fight over such authority that has been
playing out since the SEC finalized Rule 151A in December 2008. The inclusion of the amendment in the
Conference Committee bill, known as the Harkin amendment for Senator Harkin who introduced it, was a
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surprise to some since the regulation of indexed annuities is not referenced in either the House or Senate versions
of financial reform bills.

The Harkin amendment prevents the SEC from regulating equity-indexed annuities, financial products that
promise guaranteed returns and other similar products by designating them as exempt from securities regulation.
Currently, there are lawsuits pending in the US Court of Appeals for the District of Columbia Circuit (the “Court™)
requesting that the Court vacate Rule 151A or stay its effective date while the SEC performs the efficiency,
competition and capital formation analysis required prior to enacting the rule. The SEC has agreed to stay the
effective date pending results of the study but the Court had not yet ruled on the request to vacate Rule 151A.

The Volcker Rule

In our earlier scorecard alert, we provided an update on the status of the Volcker Rule provisions. Please find
attached a more detailed summary of the provisions included in the final Conference Committee report.

Conclusion

When it comes to real time commentary on complex legislation that is taking shape in a highly truncated period,
there is good reason for caution and humility. It will take some time to assess how the various provisions will
operate together, the significance of the proposed provisions that did not make the final cut, and how the
legislation, as ultimately adopted, will influence the upcoming, and likely challenging, process of rule-making.
And, like many other important initiatives, it will take time to understand the unintended consequences of this
legislation.

Contacts

Contact your Morrison & Foerster lawyer with any questions.

About Morrison & Foerster

We are Morrison & Foerster—a global firm of exceptional credentials in many areas. Our clients include some of the largest
financial institutions, Fortune 100 companies, investment banks and technology and life science companies. Our clients count
on us for innovative and business-minded solutions. Our commitment to serving client needs has resulted in enduring
relationships and a record of high achievement. For the last six years, we've been included on The American Lawyer’s A-List.
Fortune named us one of the “100 Best Companies to Work For.” We are among the leaders in the profession for our
longstanding commitment to pro bono work. Our lawyers share a commitment to achieving results for our clients, while
preserving the differences that make us stronger. This is MoFo. Visit us at www.mofo.com.
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Because of the generality of this update, the information provided herein may not be applicable in all situations and should
not be acted upon without specific legal advice based on particular situations.
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THE VOLCKER RULE PROVISIONS

The Volcker Rule provisions, named for former Federal Reserve Chairman Paul Volcker, are premised on the belief
that speculative trading activities contributed in part to the financial crisis. The original House bill did not contain
Volcker Rule provisions, although it did contain certain limitations on permitted activities (for example, the House
bill permitted a ban on proprietary trading that poses systemic risk). In January 2010, the Obama Administration
endorsed the Volcker Rule. The Senate bill imposed a prohibition on most proprietary trading by U.S. banks and
their affiliates, subject to limited exceptions, and restricted covered institutions from owning, sponsoring or
investing in hedge funds or private equity funds.

Discussions relating to the Volcker Rule were among the most heated. The following summarizes the key Volcker
Rule provisions contained in the Dodd-Frank Bill (Title V1):

Prohibition on proprietary trading

There are important distinctions made between the activities that may be conducted by banking entities and those
that may be conducted by nonbank financial companies supervised by the Federal Reserve Board.

—  Except for certain permitted activities, a “banking entity” cannot (1) engage in proprietary trading, or (2)
acquire or retain any equity, partnership or other ownership interest in or sponsor a hedge fund or private
equity fund (collectively “fund activities”).

— A *nonbank financial company” that engages in proprietary trading or fund activities will be subject to
additional capital requirements and quantitative limits, to be established by rule. However, if a nonbank
financial company engages any permitted activities (i.e., any of the activities that a banking entity is
permitted to engage in), the capital requirements or quantitative limits applied to the nonbank financial
company for those activities will be the same as those applied to banking entities engaging in such
permitted activities.

Proprietary trading is defined as engaging as principal for the trading account of the banking entity or nonbank
financial company in any transaction to purchase or sell, or otherwise acquire or dispose of, any security, any
derivative, any contract of sale of a commodity for future delivery, any option on any such security, derivative, or
contract, or any other security or financial instrument that the appropriate federal agencies may determine.

“Banking entities” are bank holding companies (BHCs), non-U.S. entities treated as BHCs, insured depository
institutions, and affiliates or subsidiaries of the foregoing.

“Nonbank financial companies” are certain U.S. or foreign companies that, though not BHCs or insured depository
institutions, predominately engage in financial activities (as defined in the Bank Holding Company Act) and which
will become subject to the supervision of the Federal Reserve Board based on a determination by the Financial
Council.

De Minimis Investment

A banking entity may make and retain an investment in a fund that the banking entity organizes and offers; provided,
that, it seeks unaffiliated investors for the fund; within one year of a fund’s start date, the banking entity’s
investments shall not exceed more than 3% of the total ownership interests in such fund; and the aggregate of
investments in all such funds does not exceed 3% of the banking entity’s Tier 1 capital.
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Permitted activities

The following activities are “permitted activities”:

— transactions in U.S. government securities (including securities of the GSES);

— transactions in connection with underwriting or market-making activities, to the extent designed not to
“exceed the reasonably expected near term demands of clients, customers or counterparties”;

— risk-mitigating hedging activities in connection with a banking entity’s individual or aggregate positions,
contracts or holdings that are designed to reduce the banking entity’s specific risks in connection with such
positions, contracts or holdings;

—  customer transactions;

—  SBIC investments;

— the purchase or sale of securities and derivatives by a regulated insurance company engaged in the
insurance business, subject to state insurance regulation and federal safety and soundness review;

— organizing and offering a private equity or hedge fund, if the banking entity:

—  provides bona fide trust, fiduciary, or investment advisory services;

—  provides trust or related services and offers interest in the fund only in connection with
providing such services only to bank customers;

— does not acquire or retain an equity interest, partnership interest, or other ownership interest in
the funds except for de minimis investments (see above);

— observes limitations on transactions between it and the fund comparable to those imposed by
FRA Section 23A and 23B on covered transactions between affiliates;

— does not, directly or indirectly, guarantee or assume, or otherwise insure, the obligations or
performance of the fund,;

— does not share a name or derivation of a name or other marketing with the fund;

— does not permit any director or employee of the banking entity to take or retain an equity
interest, partnership or other ownership interest in the fund, except for any director or
employee who is directly engaged in providing investment advisory services to the fund; and

— discloses to prospective and actual fund investors that losses sustained by the fund are not
borne by the banking entity;

—  certain proprietary trading that occurs solely outside of the U.S. by a banking entity that is not directly or
indirectly controlled by a banking entity organized under the laws of the U.S,;

— the acquisition or retention of an ownership interest or the sponsorship of a fund by a banking entity solely
outside of the U.S. if interests in the fund are not offered or sold to a U.S. resident and the banking entity is
not directly or indirectly controlled by a banking entity organized in the U.S.; and

— all other activities deemed appropriate by the applicable oversight agencies that would promote the safety
and soundness of the banking entity.

No activity may be deemed a permitted activity if it would (1) result in a material conflict of interest for the banking
entity; (2) result in a material exposure for the banking entity to high-risk assets or high-risk trading strategies; or (3)
pose a threat to the safety and soundness of the banking entity.

Permitted Services

A banking entity or a nonbank financial company may provide prime brokerage services to a sponsored fund if the
provision of such services complies with other applicable restrictions of the regulations and the CEO (or equivalent
officer) of the banking entity certifies annually to such compliance. Prime brokerage transactions will be subject to
Section 23B.

Capital requirements

Oversight agencies will adopt additional capital requirements and quantitative limits.
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Application of Section 23A/B

A banking entity that serve as an investment adviser or sponsor to a fund or that organizes and offers interests in a
fund may not enter into “covered transactions” (as defined under Section 23A of the Federal Reserve Act) with the
fund and that banking entity also shall be subject to the restrictions of Section 23B of the Federal Reserve Act in
respect of transactions with the fund.

Required study

Within six months of enactment, the Financial Stability Oversight Council will conduct a study and make
recommendations regarding implementation of these measures. Within nine months of completion of the study, the
appropriate agencies will consider the findings and adopt rules to implement these measures.

Phase-1n Period

Generally, these provisions shall take effect on the earlier of; 12 months after the date of the issuance of the final
rules, or two years after the date of enactment of the Dodd-Frank Bill.

Bank entities and nonbank financial companies will have two years after the effective date (or two years after the
date on which the entity becomes subject to Federal Reserve Board supervision as a bank entity or a nonbank
financial company) to bring their activities into compliance. This phase-in period may be extended by the Federal
Reserve Board for one year at a time, with extensions not to exceed an aggregate of three years. However, the
Federal Reserve Board may extend the period in order to permit compliance with a contractual obligation that was in
effect on May 1, 2010.

Conflict of interest provisions (Merkley provisions)

An underwriter, placement agent, initial purchaser, sponsor (or any affiliate) of an asset-backed security (as defined
under Section 3 of the Exchange Act, but, for these purposes, including synthetic asset-backed securities) shall not
engage in any transaction that would involve or result in any material conflict of interest with respect to any investor
in a transaction arising out of such affiliate. This prohibition will apply for a one-year period that begins on the
offering date.

Within 270 days of enactment of the Dodd-Frank bill, the SEC shall promulgate rules to implement this prohibition.
The prohibition shall be subject to exceptions for the following:
— Risk-mitigating hedging activities in connection with underwriting or offering the asset-backed security;
provided such activities are designed to reduce specific risk to the financial intermediary associated with
positions arising in connection with the asset-backed security offering; and

— Purchases or sales of asset-backed securities made pursuant to and consistent with commitments by the
financial intermediary to provide liquidity for the asset-backed security.
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