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Overview

Today, the Board of Directors of the Federal Deposit 
Insurance Corporation (the FDIC), the Board of Governors 
of the Federal Reserve System (the Board), and the Office 
of the Comptroller of the Currency (the OCC) issued the 
much-anticipated “Notice of Proposed Rulemaking on 
Prohibitions and Restrictions on Proprietary Trading and 
Certain Interests in, and Relationships with, Hedge Funds 
and Private Equity Funds” (the Proposed Rule), intended 
to implement the Volcker Rule as set out in Section 619 of 
the Dodd-Frank Wall Street Reform and Consumer 
Protection Act (the Dodd-Frank Act, and Section 619 
thereof, the Volcker Rule).  The Securities and Exchange 
Commission (the SEC) is expected to issue its version of 
the Proposed Rule shortly.  The Proposed Rule sheds some 
light on how the FDIC, the Board,  the OCC and the SEC 
(the Agencies) will implement the Volcker Rule’s 
prohibitions on banking entities engaging in proprietary 
trading and sponsoring or investing in private equity and 
hedge funds.  The compliance burden to be imposed on 
banking entities under the Proposed Rule appears to be 
tremendous.  However, the Agencies clearly are still 
grappling with their mandate, putting many critical 
questions to the public for input.  The notice-and-comment 
period for the Proposed Rule runs through January 13, 
2012.  

In respect of the Volcker Rule’s prohibition on proprietary 
trading, key features of the Proposed Rule include:

− Prohibition on proprietary trading – A banking entity 
will be prohibited from engaging in proprietary 
trading, subject to certain exceptions.  

− Permitted market-making – A banking entity may 
engage in market-making activities, provided that it 
complies with specific criteria with respect to, 
among other things, proportionality to client 
demand, compensation arrangements, and types of 
revenue generated.

− Permitted hedging – A banking entity may enter 
into a hedging transaction on a portfolio basis, 
provided that the transaction is “demonstrably risk-
reducing.”  Anticipatory hedging is also permitted 
subject to certain conditions.

− Permitted trading on behalf of customers –
Transactions where the banking entity is acting in a 
fiduciary capacity for the account of a customer,
riskless principal transactions, and transactions 
conducted by a regulated insurance company for 
the separate account of insurance policyholders are 
all permissible.

− Permitted foreign trading – The exemption for 
trading by foreign banks is narrowly construed, 
applying only to transactions done “solely outside 
of the United States.”  This requires that (i) the 
transaction is conducted by a banking entity that is 
not organized under U.S. law, (ii) no party to the 
transaction is a resident of the United States, (iii) 
no personnel of the banking entity directly 
involved in the transaction is physically located in 
the United States, and (iv) the transaction is 
executed wholly outside the United States.
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Effect of Proposed Rule on Foreign Banks
The Proposed Rule’s exemption for trading by foreign banks is narrowly construed, applying only to transactions done “solely 
outside of the United States.”  In brief, this means: 

− The foreign banking entity conducting the transaction must not be organized under the laws of the U.S. (or a state 
thereof) or be directly or indirectly controlled by a banking entity that is organized under U.S. law.  Thus, foreign 
subsidiaries or branches of an entity organized in the United States would not qualify for this exemption, nor would a U.S. 
subsidiary or branch of a foreign banking entity.

− No party to the transaction can be a U.S. resident, as defined by an eight-part test.  The Proposed Rule’s definition of 
“U.S. resident” is similar, but slightly broader, than the definition of “U.S. person” under Regulation S.  In the context of 
the prohibition on investing in covered funds, no ownership interest can be offered for sale or sold to a U.S. resident.

− No personnel of the banking entity that is directly involved in the transaction can be physically located in the 
United States.  This provision may prompt foreign banks to move operations and personnel outside of the U.S. to avoid 
application of the Proposed Rule.

− With respect to proprietary trading, the transaction must be executed wholly outside the United States.  The Agencies 
do not define the term “executed.”  It is unclear whether this refers merely to the signing of final documents, or more 
broadly to all the steps necessary to execute a transaction, such as using a U.S. stock exchange or clearing corporation, or 
transferring payment through a U.S. payment system or correspondent bank.

The exemption extends the reach of the Volcker Rule into many other jurisdictions, thus imposing a disproportionate burden 
on foreign banks while maintaining a competitive environment for domestic banks.  Even if a foreign bank successfully fulfills 
the conditions listed above, that bank will still inherit a tremendous ongoing compliance burden to show U.S. regulators that 
each and every trade complies.

In respect of the Volcker Rule’s prohibition on sponsoring 
and investing in private equity and hedge funds, key 
features of the Proposed Rule include:

− Investments – Investments in covered funds in a 
fiduciary capacity, as custodian broker or agent, by 
retirement plans affiliated with a banking entity and by 
directors or employees of a banking entity (so long as 
they are otherwise permitted to invest and the banking 
entity does not extend credit for them to do so) are 
generally excluded from the overall prohibition on 
fund investments, as are carried interest arrangements 
if certain conditions are met.  The language is 
ambiguous, however, as to whether retirement plans 
are carved out of the de minimis exception for banking 
entity investment in funds that they organize and offer 
in accordance with the Volcker Rule’s requirements. 

− Covered funds – Covered funds are defined 
broadly to include any issuer that would be an 
investment company, as defined in the Investment 
Company Act, but for the exemptions found in 
Section 3(c)(1) or 3(c)(7) of that Act.  These 
exemptions are relied upon by a wide variety of 
entities that are not traditionally considered hedge 
funds or private equity funds, including vehicles 
commonly used in corporate structuring and in 
securitization transactions.  The Agencies attempt 
to address this over-inclusiveness in the 
exemptions to the prohibition on fund investments, 
but there remains concern that many entities that 
are not the intended target of the Volcker Rule 
could be swept in.
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− Affiliate transactions – Transactions between covered 
funds and banking entities that would be “covered 
transactions” under Section 23A of the Federal 
Reserve Act are outright prohibited, subject to limited 
exceptions for investments otherwise permitted by the 
Proposed Rule and for prime brokerage transactions.

− Foreign fund activity – The Agencies use their 
statutory authority to cover “similar funds” to include 
in the definition of covered funds any funds that are 
the foreign equivalents of any entities that would 

otherwise be covered.  In addition, the Agencies’ 
interpretation of the exemption for fund activity 
engaged in by foreign banking entities “solely 
outside the United States” is quite narrow, making 
the potential extraterritorial implications of the 
Proposed Rule far-reaching.

Some of the most significant aspects of the Proposed 
Rule are summarized in greater detail below.
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I. Proprietary Trading
WHO IS COVERED? 

The Proposed Rule applies to each “banking entity,” a term 
that is included in the text of the Volcker Rule.  Tracking 
the statutory definition, the Proposed Rule defines 
“banking entity” to include (i) any insured depository 
institution, (ii) any company that controls an insured 
depository institution, (iii) any company treated as a bank 
holding company for purposes of the International Banking 
Act of 1978 (which would include foreign banking 
organizations with branches or agencies in the United 
States.), and (iv) any affiliate or subsidiary of any of the 
foregoing.  The Proposed Rule clarifies, however, that the 
term “banking entity” does not include any affiliate or 
subsidiary of a banking entity if that affiliate or subsidiary 
is a covered fund or an entity controlled by a covered fund.  
The Proposed Rule therefore would not cover any covered 
funds of funds as banking entities.  Any further limitations 
on this broad coverage are dealt with as exemptions to the 
prohibitions, as discussed below.

The Agencies question whether registered investment 
companies and issuers of asset-backed securities (ABS) 
should be expressly excluded from the definition of 
banking entity, and whether the Proposed Rule can be 
amended to mitigate the impact on existing ABS.  They 
further question whether particular types of 
securitization vehicles (trusts, LLCs, and similar 
vehicles) would be more likely than others to be 
included in the definition and whether, as a result, fewer 
banking entities would be willing to serve as servicer, 
investment manager, originator or securitizer of 
securitization transactions.  

The Proposed Rule does not address the Volcker Rule’s 
imposition of additional capital requirements, 
quantitative limits or other restrictions on non-bank 
financial companies supervised by the Board that 
engage in proprietary trading.  

WHAT ACTIVITIES ARE COVERED?

Proprietary trading

The Proposed Rule generally prohibits “proprietary 
trading,” which it defines as “engaging in the purchase or 
sale of one or more covered financial positions as principal 
for the trading account of the banking entity.”  The 
Proposed Rule restates the statutory definition, but clarifies 
that proprietary trading excludes acting as an agent, broker 
or custodian for an unaffiliated third party.

Covered financial position

Financial instruments subject to the prohibition include 
positions (long, short, synthetic and other) in securities, 
derivatives (including any swap and security-based swap), 

commodity futures and options on such instruments, but 
do not include positions in loans, spot foreign exchange 
or spot commodities.  To illustrate: a position that is a 
foreign exchange swap or forward or commodity swap 
or forward is subject to the prohibition, whereas a spot 
sale or purchase of the same foreign currency or 
commodity is not.  The terms used within this definition 
(security, commodity, swap) are defined by reference to 
the federal securities and commodities laws.

Trading account

The Proposed Rule would apply to any “trading 
account” in which a position is booked principally for 
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the purpose of near-term resale or in order to benefit from 
actual or expected short-term price movements.  The 
Agencies do not define “near-term” or “short-term,” though 
this term ultimately delineates the scope of accounts 
subject to the prohibition.  The Agencies do, however, 
request comment on whether the term “short-term” should 
be clarified.

The Proposed Rule employs a three-pronged approach for 
identifying the accounts that qualify as trading accounts:

− Purpose prong – accounts used to take positions 
principally (i) for the purpose of short-term resale, (ii)
to benefit from short-term price movements, (iii) to 
realize short-term arbitrage profits, or (iv) to hedge 
another trading account position.

− Market Risk Capital Rule prong – any account with 
“covered positions” subject to the federal banking 
agencies’ Market Risk Capital Rules.

− Status prong – any account used by a securities dealer, 
swap dealer, or security-based swap dealer to acquire 
or take positions in connection with its dealing 
activities.

The purpose prong of the trading account definition does 
not require resale of the position, but simply an intent to 
engage in any form of transaction on a short-term basis.  
This includes a transaction separate from, but related to, the 
initial acquisition of the position for the purpose of 
offsetting all or part of the risks of the initial position.  In 
the context of arbitrage-based transactions, it is only 
necessary to have an intent to benefit from differences in 
multiple market prices, even where no movement in prices 
is necessary to realize the intended profit.  

The Market Risk Capital Rules, referenced in the second 
prong, apply to banks and bank holding companies with 
trading activity that equals 10 percent or more of the 
institution’s total assets, or $1 billion or more.  The 
definition of “covered position” in the Proposed Rule 
essentially corresponds to positions taken with short-term 
trading intent.  Although, again, the Proposed Rule does 
not define “short-term” or “near-term” in this context, the 
Agencies cite guidance provided under relevant accounting 
standards indicating that “near-term” is “generally 

measured in hours and days rather than months or 
years.”  The Agencies disclose that the precise period of 
time that may be considered “near-term” or “short-
term” would depend on a variety of factors, including 
the facts and circumstances of the covered position’s 
acquisition, the banking entity’s trading and business 
strategies, and the nature of the relevant markets.  

Under the status prong, all covered financial positions 
acquired or taken by a registered dealer, swap dealer or 
security-based swap dealer, a government securities 
dealer that has filed notice with an appropriate 
regulatory agency, or a banking entity engaged in the 
same type of dealing activities outside the United States 
are automatically included within the definition of 
“trading account”.  Even if the position is acquired or 
taken by a banking entity not required to be registered 
or file notice, that position may still cause the relevant 
account to be a trading account if it falls within the first 
or second prong.  The status prong therefore may cause 
entities to hesitate before registering and becoming 
subject to the Volcker Rule, especially foreign-based 
banks.

Under the Proposed Rule, an account that is used to 
acquire or take a position that is held for 60 days or less 
is presumed to be a trading account, unless it can be 
demonstrated that the position (or category of positions) 
was not acquired with short-term trading intent.  The 
Agencies ask for comment on whether records are 
currently created and retained that could demonstrate 
investment or other non-trading purposes.

Exclusions from the trading account definition exist for 
positions that do not involve the requisite short-term 
trading intent, for example:

− positions arising under certain repurchase and 
reverse repurchase arrangements;

− positions under securities lending transactions;

− positions acquired or taken for bona fide liquidity 
management purposes; and

− certain positions of derivatives clearing 
organizations or clearing agencies.
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WHAT EXEMPTIONS APPLY?

Background and overview 

The Proposed Rule lists the following exemptions from 
the proprietary trading prohibition, the most important of 
which are detailed further below:

− underwriting activities;

− market making-related activities;

− risk-mitigating hedging activity;

− trading in certain government obligations;

− trading on behalf of customers;

− trading by a regulated insurance company; and

− trading outside of the U.S. by foreign banking 
entities.

The Proposed Rule does not contain all of the 
exemptions listed in the Volcker Rule.  The Agencies 
explain that several of these exemptions appear, either 
by plain language or by implication, to be intended to 
apply only to covered fund activities and investments, 
and so the Agencies have not included them in the 
Proposed Rule’s proprietary trading provisions.

The Volcker Rule permits the Agencies to grant, by rule, 
additional exemptions from the proprietary trading 
prohibition if they determine that the exemption would 
promote and protect the safety and soundness of the 
banking entity and the financial stability of the United 
States.  The Proposed Rule does not include any 
additional exemptions, but the Agencies request 
comment on this point.

In general, the Proposed Rule details requirements 
beyond the text of the Volcker Rule that must be met to 
ensure that trading activities fall into the exempted 
categories.  For example, quantitative measurements 
must now be furnished to help differentiate permitted 
market making-related activities from prohibited 
proprietary trading.   Similarly, banking entities must 

prove that their hedging activities are “truly” risk-
mitigating in both purpose and effect.  The Agencies 
have also interpreted the foreign trading exemption far 
more narrowly than was required under the text of the 
statute.

(1) Permitted underwriting activities

A banking entity is permitted to trade a covered financial 
position in connection with its underwriting activities if 
it meets seven criteria: (i) the banking entity must have 
established the internal compliance program required 
under the Proposed Rule, (ii) the covered financial 
position must be a security, (iii) the transaction must be 
effected solely in connection with a distribution of 
securities for which the banking entity is acting as an 
underwriter, (iv) the banking entity must have the 
appropriate dealer registration or the non-U.S. banking 
entity not subject to U.S. registration must be subject to 
substantive regulation in its home jurisdiction, (v) the 
underwriting activities must be designed to not exceed 
the reasonably expected near-term demands of clients, 
customers and counterparties, (vi) the underwriting 
activities must be designed to generate revenues 
primarily from fees, commissions, underwriting spreads 
or other income, and (vii) the compensation 
arrangements of persons performing underwriting 
activities must be designed to not encourage proprietary 
risk-taking.

(2) Permitted market-making activities

The Agencies specify seven criteria with which a 
banking entity must comply in order to rely on the 
exemption for market-making activities: (i) the banking 
entity must establish a comprehensive compliance 
program, (ii) the activity must be bona fide market-
making, (iii) the market-making activities must be 
designed to not exceed the reasonably expected near-
term demands of clients, customers, and counterparties,
(iv) the banking entity relying on the exemption with 
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respect to trading in securities and certain derivatives 
must be appropriately registered as a dealer, or be 
exempt or excluded from registration, under applicable 
securities or commodities laws; a non-U.S. based 
banking entity for which no U.S. registration is required 
must be subject to substantive regulation of its dealing 
business in its local jurisdiction, (v) the market-making 
activities must be designed to generate revenues 
primarily from fees, commissions, bid/ask spreads or 
other income not attributable to appreciation in the value 
(or hedging) of the covered financial positions its holds 
in trading accounts, (vi) compensation arrangements of 
persons performing marking-making activity should be 
designed to not encourage or reward proprietary risk-
taking, and (vii) market-making activity should be 
consistent with the six principles proposed by the 
Agencies in Appendix B of the Proposed Rule to 
distinguish market-making related activities from 
prohibited proprietary trading.

Engaging in bona fide market-making activity means 
that relying on the exemption with respect to a particular 
transaction or position does not permit reliance with 
respect to another type of position; similarly, the trading 
desk relying on the exemption must be the unit actually 
making the market.  Furthermore, the trading desk or 
unit relying on this exemption must hold itself out as 
being willing to buy and sell—or enter into long and 
short positions in—a covered financial position for its 
own account on a regular or continuous basis.

Criteria in the context of relatively liquid positions 
include:

− continuously making two-sided quotes and holding 
oneself out as willing to buy and sell;

− a pattern of trading that includes both purchases and 
sales in roughly comparable amounts to provide 
liquidity;

− making continuous quotations that are at or near the 
market on both sides; and

− providing widely accessible and broadly 
disseminated quotes.

Criteria in the case of less liquid markets, such as over-
the-counter markets for debt, equity securities and 
derivatives, generally include:

− holding oneself out as willing and available to 
provide liquidity by providing quotes on a regular 
but not necessarily continuous basis;

− with respect to securities, regularly purchasing 
covered financial positions from, or selling the 
positions to, clients, customers or counterparties in 
the secondary market; and

− transaction volumes and risk proportionate to 
historical customer liquidity and investment needs.

The banking entity must report certain quantitative 
measurements for each of its trading units to ensure that 
market-making activity does not exceed the reasonably 
expected near-term demands of clients, customers, and 
counterparties and also to ensure that patterns of revenue 
generation and profitability are consistent with 
intermediation and liquidity services.  When determining 
expectations for near-term demands, the banking entity 
should focus on the unique customer base of the specific 
market-making business lines rather than on a simple 
expectation of future price appreciation.

Market-making-related hedging will be permitted if it 
meets two requirements: (i) the purchase or sale must be 
conducted in order to reduce the specific risks to the 
banking entity in connection with and related to 
individual or aggregated positions, contracts, or other 
holdings acquired pursuant to the market-making 
exemption, and (ii) the hedging transaction must also 
meet the criteria specified in the general exemption for 
risk-mitigating hedging activity (described below).

(3) Permitted risk-mitigating hedging

The Proposed Rule permits hedging transactions made 
in connection with, and related to, existing individual or 
aggregated positions, contracts, or other holdings as long 
as the hedging is designed to reduce the specific risks in 
connection therewith.  Hedging on a portfolio basis is 
allowed under the Proposed Rule, but such trades would 
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have to be “demonstrably risk-reducing.”  Anticipatory 
hedging is also permitted as long as it is consistent with 
appropriate risk management practices, otherwise meets 
the terms of the hedging exemption, and does not 
involve the potential for speculative profit.

To avoid abuse, the Proposed Rule specifies seven 
criteria that a banking entity must meet to rely on the 
hedging exemption, notably that the transaction must 
hedge one or more specific risks and that the transaction 
must be at least “reasonably correlated” to the risks the 
transaction is intended to mitigate.  The Agencies have 
also proposed that the banking entity document the risk-
mitigating purpose at the time the transaction is effected.

(4) Permitted trading in government obligations

The Proposed Rule permits proprietary trading on U.S., 
state, and municipal general, limited, and pass-through 
obligations and forward trading.  The Agencies question 
whether they should adopt an additional exemptions for 
proprietary trading on obligations of foreign 
governments or multinational development banks, or for 
proprietary trading in derivatives on government 
obligations or obligations guaranteed by a government 
issuer.

(5) Permitted trading on behalf of customers

The Agencies propose three categories of transactions 
that would be considered to be trading on behalf of 
customers for purposes of the exemption: (i) transactions 
conducted by a banking entity as investment adviser, 
commodity trading advisor, trustee, or in a similar 
fiduciary capacity for the account of a customer, where 
the customer has beneficial ownership of the related 
positions, (ii) riskless principal transactions, and 
(iii) transactions conducted by a banking entity that is a 
regulated insurance company for the separate account of 
insurance policyholders, subject to certain conditions.  In 
this latter category, the Proposed Rule includes related 
requirements to ensure appropriate regulation and 
supervision under insurance laws.  It is worth noting that 
in their request for comments, the Agencies offer a 

definition of the term “customer” and ask for assistance 
in refining it.

(6) Permitted trading outside of the United States by a 
foreign banking entity 

A crucial question for foreign banks upon the issuance 
of the Volcker Rule was how the Agencies would 
interpret a provision that permits certain foreign banking 
entities to engage in proprietary trading that occurs 
“solely outside of the United States.”  The Proposed 
Rule interprets this exemption narrowly by defining the 
type of foreign banking entity eligible for the exemption 
and clarifying when trading will be considered to have 
occurred solely outside of the United States.

Foreign banking entities eligible for the exemption

In order to be eligible, the foreign banking entity must 
not be organized under U.S. law (or a state thereof) or 
directly or indirectly controlled by a banking entity that 
is organized under U.S. law.  Thus, foreign subsidiaries 
and branches of an entity organized in the United States 
would not qualify for this exemption, nor would a U.S. 
subsidiary or branch of a foreign banking entity.

The Proposed Rule incorporates the statutory 
requirement that the banking entity must conduct the 
transaction pursuant to sections 4(c)(9) and 4(c)(13) of 
the Bank Holding Company Act (the BHC Act).  
Foreign banking entities that qualify as “foreign banking 
organizations” under Section 4(c)(9) of the BHC Act 
will also qualify for the foreign trading exemption, as 
long as the transaction is conducted in compliance with 
subpart B of the Board’s Regulation K and the 
transaction occurs solely outside of the United States.

Trading “solely outside of the United States”

The Proposed Rule provides that a transaction will be 
considered to have occurred “solely outside of the 
United States” only if all four conditions below are met: 

(1) the transaction is conducted by a banking entity 
that is neither organized under the laws of the 
United States nor a state thereof;
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(2) no party to the transaction is a resident of the 
United States;

(3) no personnel of the banking entity that is directly 
involved in the transaction is physically located in 
the United States; and

(4) the transaction is executed wholly outside the 
United States.

According to the Agencies, the presence of any one of 
these factors would constitute a sufficient locus of 
activity in the U.S. marketplace so as to preclude 
availability of the exemption.

With respect to the second prong, the Agencies define 
“resident” with an eight-part sub-test: (i) any natural 
person resident in the United States, (ii) any partnership, 
corporation or other business entity organized under 
U.S. law, (iii) any estate of which any executor or 
administrator is a U.S. resident, (iv) any trust of which 
any trustee, beneficiary, or settler is a U.S. resident,
(v) any agency or branch of a foreign entity located in 
the United States, (vi) any discretionary or non-
discretionary account held by a dealer or fiduciary for 

the benefit of a U.S. resident, (vii) any discretionary 
account held by a dealer or fiduciary organized in the 
United States, or (viii) any partnership or corporation 
organized in a foreign jurisdiction formed by or for a 
U.S. resident.

With respect to the third prong, foreign banks would not 
be able to work on any trade in the United States without 
the Volcker Rule applying.  This may prompt foreign 
banks to move operations and personnel outside of the 
United States.  

With respect to the fourth prong, the Agencies do not 
define the term “executed.”  Thus, it is unclear whether 
this refers merely to the signing of final documents, or 
refers more broadly to all steps necessary to execute a 
transaction, such as using a U.S. stock exchange or 
clearing corporation or transferring payment through a 
U.S. payment system or correspondent bank.  

Foreign banks will have the opportunity to influence 
how the Agencies define the parameters of this 
exemption by responding to the numerous questions 
they raise.  
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II. Sponsoring And Investing In Covered 
Funds
WHO IS COVERED? 

Like the prohibition on proprietary trading, the Volcker 
Rule’s prohibition on sponsoring or investing in private 

equity and hedge funds applies to “banking entities,” 
defined above.

WHAT ACTIVITIES ARE COVERED?

The Proposed Rule prohibits a banking entity from “as 
principal, directly or indirectly, acquiring or retaining an 
equity, partnership or other ownership interest in, or acting 
as sponsor to, a covered fund, unless otherwise permitted” 
under the Proposed Rule.

Investment “as principal”

The general prohibition on acquiring or retaining an 
ownership interest is qualified by the words “as principal.”  
The Agencies’ commentary on this language notes that 
because the Proposed Rule covers the acquisition or 
retention of an ownership interest by a banking entity as 
principal only, it would not cover such acquisition or 
retention:

− by a banking entity in a fiduciary capacity (except 
when held by a trust that constitutes a company under 
the BHC Act);

− by a banking entity in its capacity as a custodian, 
broker or agent for an unaffiliated third party;

− by a retirement plan that is a “qualified plan” under 
section 401 of the Internal Revenue Code (if the 
ownership interest would be attributed to the banking 
entity solely by operation of the BHC Act’s definition 
of control); or 

− by a director or employee of the banking entity who 
acquires the interest in his or her personal capacity, so 

long as they meet the qualifications for ownership set 
out below and the banking entity has not extended 
credit to the director or employee to acquire such 
ownership interest.

This clarification is welcome, as some financial 
institutions had previously feared that investments by 
retirement plans affiliated with banking entities and/or 
investments by qualified employees could also be deemed 
investments of the banking entity, and thus be prohibited.

Sponsorship

The Proposed Rule defines “sponsor” in substantially the 
same manner as the Volcker Rule, namely, an entity that 
“(i) serves as a general partner, managing member, trustee 
or commodity pool operator of a covered fund; (ii) in any 
manner selects or controls (or has employees, officers, or 
directors, or agents who constitute) a majority of the 
directors, trustees, or management of a covered fund; or 
(iii) shares with a covered fund, for corporate, marketing, 
promotional, or other purposes, the same name or a 
variation of the same name.”

Ownership interest

“Ownership interest” is defined as “any equity, 
partnership, or other similar interest (including, without 
limitation, a share, equity security, warrant, option, general 
partnership interest, limited partnership interest, 
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membership interest, trust certificate, or other similar 
interest) in a covered fund, whether voting or nonvoting, 
as well as any derivative of such interest.”  The definition 
is broad and, according to the Agencies’ commentary, 
intended through its “or other similar interest” language to 
pick up debt instruments that functionally resemble equity.

The Proposed Rule explicitly carves out from the 
definition of ownership interest performance compensation 
to a fund’s investment manager (or an affiliate) in the 
nature of a “carried interest,” provided that:

− the sole purpose and effect of the interest is to allow 
the banking entity to share in profits as performance 
compensation for services provided;

− all profits, once allocated, are distributed to the 
banking entity promptly after being earned, or the 
reinvested profits do not share in the subsequent 
profits and losses of the fund;

− the banking entity does not provide any money to the 
fund in connection with acquiring or retaining the 
carried interest; and 

− the interest is not transferable (except to an affiliate or 
subsidiary).

These criteria will limit banking entities’ flexibility in 
structuring carried interest mechanisms for covered funds. 
Nonetheless, the carve-out of carried interests from the 
Volcker Rule’s fund investment restrictions is a welcome 
recognition of the manner in which financial institutions 
conduct their investment management business, and of the 
need to align incentives of investment managers with the 
interests of their customers.

Covered funds

“Covered fund” as defined in the Proposed Rule 
encompasses the terms “hedge fund” and “private equity 
fund” as defined in the Volcker Rule and includes any 
issuer that would be an investment company, as defined in 
the Investment Company Act of 1940 (the Investment 
Company Act), but for section 3(c)(1) or 3(c)(7) of that 
Act.  The Agencies have additionally designated 

commodity pools, as defined under the Commodity 
Exchange Act, and the “foreign equivalent of any entity 
identified as a ‘covered fund’” as covered funds for the 
purposes of the Proposed Rule.

The Agencies rightly observe in their commentary on this 
definition that because sections 3(c)(1) and 3(c)(7) are 
commonly relied upon by a wide variety of entities that are 
not traditionally considered hedge funds or private equity 
funds, this definition could inadvertently pick up such 
entities, including joint ventures, acquisition vehicles, 
certain wholly-owned subsidiaries or certain securitization 
vehicles.  The Agencies attempt to address this over-
inclusiveness in the exemptions to the prohibition on fund 
investments, as discussed below.  However, the cleaner 
approach to avoid uncertainty would be to define the term 
to cover only those hedge funds and private equity funds 
that are the true target of the Volcker Rule.  The Agencies 
explicitly request input on unintended consequences of the 
covered funds definition and how better to define it, while 
adhering to the language and purpose of the statute.

Further, it is not clear why the Agencies are seeking to 
extend coverage to non-U.S. funds.  To the extent a fund is 
organized or offered in the U.S. or to any U.S. resident, or 
is sold to any U.S. resident, it would be required under the 
Investment Company Act either to register as an 
investment company or qualify for an exemption.  Read in 
tandem with the exception for funds organized and offered 
solely outside the U.S. discussed below, this extension of 
coverage appears to mean that entirely non-U.S. funds that 
would have to rely on sections 3(c)(1) or 3(c)(7) of the 
Investment Company Act if they had a U.S. connection –
another layer of analysis that a banking entity will have to 
conduct in each case – will be included in the Volcker 
Rule's investment and sponsorship restrictions in all cases 
for U.S. banking entities, and in the case that such funds 
do not qualify as being “solely outside the United States” 
for non-U.S. bank holding company groups.
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WHAT EXCEPTIONS APPLY?

Permitted organizing and offering of covered funds

The Proposed Rule provides that a banking entity can 
organize and offer a covered fund where the following 
conditions have been met:

− The banking entity must provide bona fide trust, 
fiduciary, investment advisory, or commodity trading 
advisory services.  The Proposed Rule does not define 
such services with any more precision than the 
Volcker Rule.  The Agencies’ commentary suggests 
that the intention is to keep the language general to 
allow for a broad interpretation.

− The covered fund must be organized and offered only 
to persons that are customers of such services.  The 
Proposed Rule does not require that the customer 
relationship be pre-existing, rather such relationship 
may be established through the banking entity’s very 
organization or offering of a covered fund.  This 
customer requirement is meant to ensure that the fund 
is not organized and offered by a banking entity for 
the main purpose of allowing itself to invest as a 
principal.  To show that the banking entity is not 
organizing and offering the covered fund on its own 
behalf, the banking entity must provide a credible plan 
and documentation regarding the covered fund which 
demonstrates that the banking entity intends to 
provide advisory services to its clients.

− The banking entity must comply with limitations on 
investments in covered funds.  The Proposed Rule 
enumerates three major limitations on a banking 
entity’s investment in a covered fund:

− A banking entity’s investment in a covered fund 
may not represent more than three percent of the 
total outstanding ownership interests of such 
fund. 

While this limitation is consistent with the 
Volcker Rule, the Proposed Rule provides further 
detail on how the percentage of the banking 

entity’s investment in a covered fund will be 
calculated.  

The percentage limit must be applied in respect of 
both the value of all capital contributions made to 
the covered fund and the total number of 
ownership interests held by investors in the 
covered fund.  The calculation must be made in 
the same manner and according to the same 
standards used by the covered fund for 
determining the aggregate value of the fund’s 
assets and ownership interests.  It must be made 
no less frequently than the fund performs such 
calculation, and at least quarterly.

In addition, (i) the total value held directly and 
through any entity that is controlled, directly or 
indirectly, by the banking entity and (ii) the pro 
rata value of any fund interests held by an entity 
in which the banking entity owns, controls or 
holds with the power to vote more than five 
percent of the voting shares, all count toward the 
banking entity’s investment in the covered fund 
for purposes of this calculation.  This language 
appears to pick up investments of retirement 
plans, to the extent such plans are controlled by 
the banking entity, in spite of commentary, as 
noted above, indicating that such investments are 
not prohibited by the Proposed Rule.  Co-
investments between the covered fund and the 
banking entity also count toward the limit.

− A banking entity’s investment in a covered fund 
may not result in more than three percent of the 
losses of the covered fund being allocable to the 
banking entity’s investment. 

− A banking entity may invest no more than three 
percent of its tier 1 capital on covered funds.  

The Proposed Rule proposes various methods of 
calculating a banking entity’s tier 1 capital for 
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entities that are not otherwise required to 
calculate and report tier 1 capital to comply with 
regulatory capital standard.  In addition, the 
Proposed Rule requires the deduction of an 
investment in a covered fund from tier 1 capital. 

− The banking entity must comply with restrictions on 
certain transactions with covered funds. These 
restrictions on affiliate transactions are generally 
applicable to relationships between banking entities 
and covered funds with which they have an advisory 
or other relationship, whether conducted under this 
exemption or otherwise, and are discussed in further 
detail below.

− The banking entity may not, directly or indirectly, 
guarantee, assume, or otherwise insure the 
obligations or performance of a covered fund. 

− The covered fund may not use the name of the banking 
entity or the word “bank” in its title.  

− Only the directors or employees directly providing 
advisory or other services to the covered fund may 
take an ownership interest in the fund. To prevent 
banking entities from using this provision as a back-
door means of investing beyond the investment 
limitations imposed on them, if such a director or 
employee investment is supported by an extension of 
credit from the banking entity to the employee, if the 
banking entity provides a guarantee to the fund of the 
employee’s commitment or if the banking entity 
provides a guarantee to the employee against loss, the 
investment will be attributed to the banking entity.

− The banking entity must disclose to investors that 
losses in the covered fund will not be borne by the 
banking entity. The Proposed Rule proscribes specific 
language.

Permitted covered fund activities and investments outside 
the United States

The Volcker Rule provides an exemption permitting 
certain foreign banking entities to acquire ownership 
interests in, or act as a sponsor to, a covered fund where 
the activity occurs solely outside of the U.S.  The 
Proposed Rule provides detail on which foreign banking 

entities will be eligible for the exemption, as well as on 
what it means for an activity to occur “solely outside of the 
United States.”  The result is a decidedly narrow reading 
of the exemption.

To be an eligible foreign banking entity, the banking entity 
must not be organized under the laws of the U.S. (or a 
state thereof), must not be a subsidiary of any U.S. 
banking entity, and must not be the U.S. branch of a 
foreign bank.  The foreign banking entity must 
additionally be subject to Subpart B of Regulation K 
(including meeting the qualified foreign banking 
organization test) or, if not currently generally subject to 
the BHC Act and Regulation K, must meet a test mirroring 
the qualified foreign banking organization test but not 
requiring that more than half of the entity's business is 
banking (as opposed to other activities) conducted outside 
the United States.

The Proposed Rule additionally clarifies that a transaction 
will be deemed to have occurred solely outside of the U.S. 
where the following three conditions are met:

(1) the banking entity conducting the transaction is not 
organized under the laws of the U.S. (or a state 
thereof); 

(2) no subsidiary, affiliate, or employee of the banking 
entity that is involved in the offer or sale of the 
ownership interest in the covered fund is incorporated 
or physically located in the United States; and 

(3) no ownership interest in such covered fund is offered 
for sale or sold to a resident of the United States.  

The scope of what is considered “solely” outside the U.S. 
as well as the definition of “resident” in this exemption are 
consistent with those used for the exemption for 
proprietary trading occurring solely outside the United 
States, with the same inherent problems of ensnaring a 
wide range of persons and entities located outside the U.S. 
and needlessly capturing operations that, while physically 
occurring in the United States, seemingly entail no risk to 
U.S. investors.  
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Other permitted investments in covered funds

In addition to the exemptions noted above, the Proposed 
Rule also permits banking entities to: 

− Acquire or retain an ownership interest in, or act as a 
sponsor to, Small Business Investment Companies, a 
public welfare investment, or certain qualified 
rehabilitation expenditures.

− Acquire or retain an ownership interest in a covered 
fund as a risk-mitigating position. This permissible 
hedging activity is subject to largely the same 
parameters for permissible risk-mitigating hedging 
applied in the context of proprietary trading, as 
discussed above.  Only two types of risks are 
permitted to be hedged through ownership interests in 
covered funds, however: (i) risks taken when acting as 
intermediary on behalf of a non-banking entity 
customer to facilitate the customer’s exposure to the 
profits and losses of the covered fund, or (ii) risks 
directly connected to the banking entity’s 
compensation arrangements with an employee that 
provides investment advisory or other services to the 
fund.  In addition, for any such hedging activity, the 
banking entity is required to document the risk-
mitigating purpose of the transaction at the time of 
entry into the transaction.

− Acquire or retain an ownership interest in a fund that 
is the issuer of ABS. A banking entity may acquire or 
retain an ownership interest in a fund that is the issuer 
of ABS if those assets are solely comprised of (a) 
loans; (b) contractual rights or assets directly arising 
from the loans supporting the asset-backed security; 
or (c) interest rate or foreign exchange derivatives that 
materially relate to the terms of the loans and are used 
for hedging purposes with respect to the securitization 
structure.  This exemption somewhat mitigates the 
concern regarding inadvertent capture of 
securitization vehicles by the definition of “covered 
fund” discussed above, but it remains narrow in focus 

and would leave out many types of securitization.  In 
particular, the Agencies specifically note that the 
exemption is not intended to cover synthetic 
securitizations or securitizations of derivatives.

− Ownership interests in covered funds that promote 
and protect the safety and soundness of the banking 
entity and the financial stability of the United States.  
There are three types of covered fund investments that 
the Agencies propose to permit under this exemption:

− certain bank-owned life insurance (BOLI) 
separate accounts;

− common corporate organizational vehicles, such 
as operating company joint ventures, acquisition 
vehicles, wholly-owned banking entity 
subsidiaries that provide liquidity management 
services and are carried on the banking entity’s 
balance sheet, issuers of certain ABS and 
securitization vehicles.  This provision 
specifically allows banking entities to comply 
with Section 15G of the Securities Exchange Act, 
also added by the Dodd-Frank Act, which 
requires banking entities to maintain a minimum 
interest (“skin in the game”) in certain sponsored 
ABS.  Essentially, the Agencies are proposing to 
use their authority to exempt funds that promote 
safety and soundness to remedy the flaws in the 
“covered funds” definition that pull many of these 
entities into the Volcker Rule’s fund investment 
restrictions.  This is a move in the right direction, 
but the specific list of exempted vehicles will 
require close scrutiny by banking entities to 
ensure that all relevant vehicles are covered; and

− covered funds where the ownership interest is 
acquired by the banking entity (i) in the ordinary 
course of collecting a debt previously contracted 
in good faith or (ii) pursuant to and in compliance 
with the conformance period for the Proposed 
Rule.   
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WHAT ADDITIONAL RESTRICTIONS APPLY?

Affiliate transactions

The Volcker Rule prohibits a banking entity that serves as 
an investment manager, investment adviser, commodity 
trading adviser or sponsor to a covered fund, or that 
organizes or offers a covered fund pursuant to the 
conditions described above, from engaging certain 
transactions with a covered fund that would be “covered 
transactions” under section 23A of the Federal Reserve 
Act (FR Act), as if the banking entity and any affiliate 
thereof were a “member bank” under the FR Act and the 
covered fund were an affiliate thereof.  The language of 
the Dodd-Frank Act is ambiguous as to whether the 
intention is to apply the quantitative and qualitative 
restrictions on covered transactions in the FR Act to such 
transactions, or to prohibit them entirely.  The Proposed 
Rule comes down solidly and clearly on the side of 
prohibition.  In other words, no affiliate within a bank 
holding company group may extend credit, purchase assets 
or engage in similar activities that would fall within the 
definition of “covered transactions” with a covered fund 
managed or advised by it or any other entity within the 
bank holding company group (unless otherwise exempted 
as discussed below).  This prohibition could have 
significant effects on the investment management 

businesses of banking entities.  Moreover, it is unclear 
how or why such transactions would pose a greater threat 
than covered transactions as historically treated under the 
FR Act, such that they should be banned entirely.

The Proposed Rule does provide for certain exceptions to 
the general prohibition on covered transactions between 
covered funds and the banking entities that advise, 
manage, sponsor or invest in them.  The restriction does 
not bar a banking entity from acquiring or retaining 
ownership interests in covered funds which are otherwise 
made permissible by the Proposed Rule.  In addition, 
banking entities may enter into “prime brokerage 
transactions” with covered funds, so long as they meet the 
requirements for organizing and offering such fund and 
such transactions are conducted on an arms-length basis 
consistent with section 23B of the FR Act.  The Proposed 
Rule provides additional clarity on what is considered a 
“prime brokerage transaction,” defining it 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.
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III. Conflicts Of Interest

Both permitted proprietary trading and permitted covered 
fund activities and investments are subject to a catch-all 
restriction.  Tracking the statutory language in the Volcker 
Rule, the Proposed Rule provides that no banking entity 
may engage in a permitted activity if that activity would (i) 
involve or result in a material conflict of interest, (ii) result 
in a material exposure of the banking entity to high-risk 
assets or high-risk trading strategies, or (iii) pose a threat to 
the safety and soundness of the banking entity or to the 
financial stability of the U.S.

The Agencies specify that a material conflict of interest 
exists if the banking entity engages in any transaction 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 or activity, unless the banking entity has 
appropriately addressed and mitigated the conflict of 
interest, where possible, through either (i) timely and 
effective disclosure or (ii) informational barriers.  The 
Agencies note that the mere fact that the buyer and 
seller are on opposite sides of a transaction and have 
differing economic interests would not be deemed 
“material” with respect to permitted activities.

“High-risk assets” and “high-risk trading strategies” are 
assets and trading strategies that would significantly 
increase the likelihood that the banking entity would 
incur a substantial financial loss or would fail.
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IV. Compliance
HOW WILL COMPLIANCE BE MONITORED?

The Proposed Rule makes clear that the compliance 
burden on banking entities will be substantial.  Any 
banking entity engaged in permitted trading activity or a 
covered fund activity must establish a compliance program 
with six required elements: (i) internal written policies to 
document and monitor covered activities and ensure 

compliance; (ii) internal controls to monitor and identify 
non-compliance; (iii) a management framework 
delineating responsibility and accountability; (iv) 
independent testing; (v) training for appropriate personnel; 
and (vi) making and keeping records (for at least five 
years) which are sufficient to show compliance.  

TIERED APPROACH

The Agencies demonstrate some sensitivity to the impact 
of the Proposed Rule in terms of the cost of compliance.  
The Proposed Rule establishes a tiered compliance regime 
where compliance requirements vary depending on the 
scope and size of covered activities, reducing the 
regulatory burden on smaller, less complex banking 
entities.

Banking entities, together with their affiliates and 
subsidiaries, trading assets and liabilities of $1 billion or 
more on a worldwide consolidated basis must comply with 
the reporting and recordkeeping requirements in Appendix 
A of the Proposed Rule.  Under this scheme, banking 
entities will be required to furnish periodic reports to the 
relevant agency regarding various quantitative 
measurements of their trading activities and create and 
retain records documenting the preparation and content of 
these reports.  (Bank holding companies and state member 
banks must submit reports to the Board, state nonmember 
banks must submit reports to the FDIC, national banks 
must submit reports to the OCC, and broker-dealers must 
submit reports to the SEC.)  These requirements are 
intended to address the difficulties associated with 
distinguishing permitted market making activities and 
identifying certain trading activities resulting in material 
exposure to high-risk assets or high-risk trading strategies.  

The Agencies claim to have adopted a heuristic approach 
to identifying relevant quantitative measurements.  They 
acknowledge that quantitative measurements can only be 
usefully identified after a process of substantial public 
comment, practical experience, and revision.  The 
Agencies propose to utilize the automatic two-year 
conformance period provided by the Volcker Rule to 
review the data and, if necessary, propose changes to the 
reporting requirements.

Within Appendix A, banking entities are divided into two 
categories based on size and complexity: the first category 
encompasses banking entities with gross trading assets and 
liabilities of $5 billion or more and the second 
encompasses entities with trading assets and liabilities of 
between $1 billion and $5 billion.  The bigger, more 
complex entities must furnish more quantitative 
measurements on a larger universe of trading units.

The Agencies propose five categories of quantitative 
measurements: (i) risk-management measurements; (ii) 
source-of-revenue measurements; (iii) revenues-relative-
to-risk measurements; (iv) customer-facing activity 
measurements; and (v) payment of fees, commissions, and 
spreads measurements.
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Banking entities with complex trading activities subject to 
the requirements of Appendix A, as well as banking 
entities with significant fund activities (defined as having 
at least $1 billion in investments in covered funds or 
sponsoring or advising covered funds with total assets of 
at least $1 billion), will also be required to implement a 
number of additional compliance standards outlined in 
Appendix C.  These standards include specifically 
addressing the size and nature of activities conducted by 
different units of the bank, making senior management and 
intermediate managers accountable for effective 

implementation and facilitating supervision of the bank’s 
covered trading activities by the Agencies.  The Proposed 
Rule stops short of requiring a firm’s CEO to attest to 
compliance (as recommended by the Financial Stability 
Oversight Council), but the Agencies ask whether such an 
attestation should be required.

Despite the focus on quantitative aspects of compliance, 
the Agencies also make several requests for documentation 
explaining the purpose or the motivations behind certain 
trading activities, thus introducing a mens rea element into 
the compliance scheme. 

PENALTIES FOR NON-COMPLIANCE

While no specific penalties are detailed, the Proposed Rule 
specifies that any bank that violates or evades the 
requirements of the Volcker Rule would be required to 

terminate the activity and dispose of the investment, as 
relevant

.
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Conclusion

The Proposed Rule will impose massive compliance costs 
on all banking entities that fall within its scope as well as 
well as certain entities that are not covered.  Both the 
proprietary trading provision and the funds provisions are 
incredibly broad and wide-reaching.  In light of the 
Agencies’ narrow interpretation of the foreign trading 

exemption, foreign banks must be very careful to structure 
their US activities in a way to avoid being covered.  The 
comment period ends on January 13, 2012, and thus those 
who wish to influence the shape of the final rule will have 
a relatively brief period of time to submit their comments.    
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