
DATE: 	 December 10,2013
 

MEMORANDUM TO: Board ofDirectors 
., 

FROM: Doreen R.Eberley,Director ~ ~,. 
Division ofRisk Management s ervisio ~~ 

SUBJECT: 	 Prohibitions and Restrictions on Proprietary Trading and Certain
 
Interests in,and Relationships With,Hedge Funds and Private
 
Equity Funds
 

Recommendation: Staffrecommends that the FDIC Board approve the attached final rule to
 

implement section 13 ofthe Bank Holding Company Act("BHC Act"),as enacted by section
 

619 ofthe Dodd-Frank Wall Street Reform and Consumer Protection Act. Section 13 ofthe
 

BHC Act,commonly referred to as the"Volcker Rule,"contains certain prohibitions and
 

restrictions on the ability ofbanking entities to engage in proprietary trading and restricts the
 

ability ofbanking entities to hold certain investments in,and have certain relationships with,
 

hedge funds and private equity funds. For purposes ofsection 13,the term "banking entity"
 

includes all insured depository institutions("IDIs"),irrespective ofsize,companies controlling
 

IDIs,companies treated as bank holding companies,and any affiliate or subsidiary ofthe
 

foregoing. However,it is expected that the primary impact will be on a limited number oflarger,
 

more complex banking entities that are actively engaged in the trading and fund activities
 

covered by the statutory prohibitions and restrictions as implemented by final rule.
 

Ifapproved,the final rule will be issued jointly by the FDIC,the Board ofGovernors of
 

the Federal Reserve System("Federal Reserve Board"),the Office ofthe Comptroller ofthe
 

Currency("OCC"),the Securities and Exchange Commission("SEC")and the Commodity
 

Futures Trading Commission("CFTC")(collectively,the"Agencies"). The final rule will be
 

incorporated into the FDIC's codified regulations as part 351 and will have an effective date of
 

April 1,2014. However,banking entities have a conformance period ofup to two yearsfrom the
 

statutory effective date to fully conform their activities and investments to the requirements of
 

the final rule; this conformance period can be extended by the Federal Reserve Board for at least
 

one additional year based on certain statutory criteria. Staffexpects thatthe additional year will
 

be granted to the conformance period, which would provide banking entities until July 21,2015,
 

to fully conform to the requirements ofthis final rule.
 



 I. Introduction
 

Section 13 ofthe BHC Act generally prohibits,subjectto certain exceptions,any banking
 

entityfrom engaging in proprietary trading or from acquiring or retaining an ownership interest
 

in,sponsoring,or having certain relationships with a hedge fund or private equity fund("covered
 

fund"),subject to certain permitted activity exemptions.
 

Section 13(d)(1)ofthe BHC Act expressly includes exemptionsfrom these prohibitions
 

for certain permitted activities,including:
 

• Trading in obligations of, or guaranteed by,the U.S.Treasury;
 

• Trading in obligations,participations,or other instruments of,or issued by,the Government
 
National Mortgage Association,the Federal National Mortgage Association,the Federal
 
HomeLoan Mortgage Association,a Federal Home Loan Bank,the Federal Agricultural
 
Mortgage Corporation,or aFarm Credit System institution;
 

• Trading in obligations ofany State or ofany political subdivision thereof(e.g., municipal
 
obligations);
 

• Underwriting and market making-related activities that are designed notto exceed the
 
reasonably expected near term demands ofclients, customers,or counterparties;
 

• Risk-mitigating hedging activity;
 

• Trading on behalfofcustomers;
 

• Investments in Small Business Investment Companies("SBICs")and public welfare
 
investments;
 

• Trading for the general accountofinsurance companies;
 

• Organizing and offering a covered fund(including limited investments in such funds);
 

• Foreign trading by non-U.S.banking entities;
 

• Foreign covered fund activities by non-U.S. banking entities; and
 

• Other such activity as determined appropriate by the Agencies,provided that such activity
 
would promote and protectthe safety and soundness ofthe banking entity and the financial
 
stability ofthe United States.
 

The final rule provides certain conditions that would be applied to these permitted activity
 

exemptions and would expand the exempted activities to include,subjectto certain limitations:
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• Trading by affiliates offoreign banking entities in the United States in financial instruments
 
that are an obligation of,or issued or guaranteed by,the foreign sovereign under whose laws
 
the top-tier banking entity is organized,including any agency or political subdivision ofsuch
 
foreign sovereign;and
 

• Trading byforeign affiliates ofa U.S.banking entity in financial instruments that are an
 
obligation of,or issued or guaranteed by,the foreign sovereign under whose lawsthe foreign
 
entity is organized,including any agency or political subdivision ofsuch foreign sovereign.
 

In addition,the final rule excludes certain activities from the definition of"proprietary trading,"
 

subjectto conditions. These excluded activities include:
 

• Repurchase or reverse repurchase agreements;
 

• Securities borrowing and lending;
 

• Liquidity management;
 

• Certain activities associated with membership in a clearing agency,derivatives clearing
 
organization,or financial market utility;
 

• Certain activities associated with preventing or closing outa failure to deliver in connection
 
with delivery,clearing,or settlement activities;
 

• Certain agent,broker,or custodian activities;
 

• Certain activities as trustee ofthe banking entity's deferred compensation,stock-bonus,
 
profit-sharing,or pension plans;and
 

• Activities in the normal course ofcollecting a debt previously contracted in good faith.
 

Section 13 ofthe BHC Actcontainstwo additional limits onthe amounta banking entity
 

may investin funds organized and offered by the banking entity or an affiliate or a subsidiary.
 

First,for any particular covered fund,a banking entity may notown directly,and/or indirectly,
 

more than 3 percent ofthe value or ownership interests ofthatfund. Second,a banking entity's
 

aggregate direct and/or indirect ownership in all covered funds may not exceed 3 percent ofthe
 

banking entity's Tier 1 capital. Further,any ownership interest in a covered fund that is held by
 

a banking entity mustbe deducted from the banking entity's Tier 1 capital,including ownership
 

amountsthat fall within the limitations described above.
 



 

In addition,section 13 ofthe BHC Act provides that otherwise allowable trading activity
 

or covered funds activity is not permissible ifit would involve or result in a material conflict of
 

interest between the banking entity and its clients,customers,or counterparties; would result,
 

directly or indirectly,in a material exposure by the banking entity to a high risk position or a
 

high risk trading strategy;or would pose athreat to the safety and soundness ofthe banking
 

entity or U.S.financial stability.
 

While the requirements ofsection 13 ofthe BHC Actapply to all banking entities
 

regardless ofsize,the Agencies believe thatthe prohibited proprietary trading activities and
 

investments in,and relationships with,hedge funds and private equityfunds that are covered by
 

section 13 ofthe BHC Actare generally conducted by larger,more complex banking
 

organizations. Asa result,the final rule is designed to place as minimal burden as possible on
 

banks that do not engage in these activities or have only limited exposure. In particular,the final
 

rule provides that:
 

A banking entity is not required to implementa compliance program ifit does not engage
 

in activities or investments pursuantto subpartB or subpartC(other than trading
 

activities permitted pursuantto §_.6(a)ofsubpartB1). This eliminates the compliance
 

burden on banking entities that do notengage in covered activities or investments.2
 

1 Trading activities covered by this section(that is, permitted proprietary trading in domestic government
 
obligations)include trading in: obligations of,or guaranteed by,the U.S. Treasury; obligations, participations,or
 
other instruments of,or issued by,the GovernruentNational Mortgage Association,the Federal National Mortgage
 
Association,the Federal Home Loan Mortgage Association,a FederalHome Loan Bank,the Federal Agricultural
 
Mortgage Corporation,or aFarm Credit System institution; obligations ofany State or ofany political subdivision
 
thereof(e.g., municipal obligations); and obligations ofthe FDIC,or any entityformed by or on behalfofthe FDIC
 
for the purpose offacilitating the disposal ofassets acquired in the FDIC's corporate,receiver,or conservator
 
capacity.In addition, it should be noted that§_.3(d)ofsubpartB provides that, subjectto certain requirements,
 
repurchase or reverse repurchase agreements;securities borrowing and lending;and liquidity management activities
 
are exemptfrom the definition ofproprietary trading. Finally,subpartC specifically excludes wholly owned
 
subsidiaries and loan securitizations, among other things and subjectto certain conditions,from the definition of
 
covered funds. FDIC staffbelieves thatthe combination ofthese provisions will result in mostcommunity banks
 



 

 

2. 	 A banking entity with total consolidated assets of$10 billion or less can meetthe
 

compliance requirements ofthe final rule simply by including in its existing compliance
 

policies and procedures references to the requirements ofsection 13 and subpartD as
 

appropriate given the activities, size,scope and complexity ofthe banking entity. This
 

significantly reduces the compliance burden on smaller banking entities that engage
 

in a limited amountofcovered activities or investments.3
 

The final rule requires all other banking entities to establish a compliance program
 

designed to ensure compliance with the section 13 ofthe BHC Actand the requirements setforth
 

in the final rule. For some institutions,the compliance program will require the reporting of
 

specified metrics under Appendix A ofthe final rule. The compliance requirements ofthe final
 

rule are discussed in more detail below.
 

II.Background
 

Section 13 ofthe BHC Actrequired the Financial Stability Oversight Council("FSOC")
 

to conduct a study("FSOC study")and make recommendationsto the Agencies by January 21,
 

2011,on the implementation ofsection 13 ofthe BHC Act. TheFSOC study was issued on
 

January 18,2011. TheFSOC study included a detailed discussion ofkey issues related to
 

being exemptfrom compliance program requirements under the final rule. Nonetheless,the prohibitions ofsection
 
13 continue to apply to community banks;as such,community banks should manage their activities with this in
 
mind.
 

2 Banks ofall sizes, including community banks,will be required to sell ar otherwise dispose ofimpermissible
 
investments in covered funds during the conformance period. This includes hedge funds,private equity funds,and
 
exposures to securitizations where the underlying assets ofthe securitization are notloans or other qualifying
 
exposures. For example,all community banks will have to dispose ofnon-conforming collateralized loan
 
obligations(CEOs),collateralized debt obligations(CDOs)(including CDOs backed by trust preferred securities)
 
and intellectual property securitizations. Non-conforming CEOs would have the conformance period to come into
 
compliance with this rule. Covered funds generally will not include residential mortgage-backed securities(RMBS)
 
(including governmentsponsored entity(GSE)exposures),commercial mortgage-backed securities(CMBS),auto
 
securitizations, credit card securitizations, and commercial paper backed by conforming asset-backed commercial
 
paper conduits.
 

3 See footnotes 1 and 2.
 



implementation ofsection 13 and recommended thatthe Agencies consider taking anumber of
 

specified actions in issuing rules under section 13 ofthe BHC Act. TheFSOC study also
 

recommended thatthe Agencies adopt afour-part implementation and supervisory framework
 

for identifying and preventing prohibited proprietary trading,which included a programmatic
 

compliance regime requirementfor banking entities, analysis and reporting ofquantitative
 

metrics by banking entities, supervisory review and oversight by the Agencies,and enforcement
 

proceduresfor violations. The Agencies have carefully considered the FSOC study and its
 

recommendations.
 

The statute requires the Agencies,in developing and issuing implementing rules,to
 

consult and coordinate with each other,as appropriate,for the purposes ofassuring,to the extent
 

possible,that such rules are comparable and provide for consistent application and
 

implementation ofthe applicable provisions ofsection 13 ofthe BHC Act. In October 2011,the
 

FDIC,OCC,Federal Reserve Board,and SEC invited the public to commenton proposed rules
 

implementing that section's requirements. The period for filing public comments onthe
 

proposal was extended for an additiona130 days,until February 13,2012. In January 2012,the
 

CFTC requested commenton a substantially similar proposed rule to implement section 13 and
 

invited public commenton its proposed implementing rule through April 16,2012.
 

The Agencies received over 18,000 comments addressing a wide variety ofaspects ofthe
 

proposal,including definitions used by the proposal,exemptions for market making-related
 

activities,risk-mitigating hedging activities,covered fund activities and investments,the use of
 

metrics,and the reporting proposals. The vast majority ofthese comments were from individuals
 

using a version ofaform letter to express supportfor the proposed rule. More than600
 

commentletters were unique commentletters,including from members ofCongress,domestic
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and foreign banking entities and other financial services firms;trade groups representing
 

banking,insurance,and the broader financial services industry; U.S.state and foreign
 

governments;consumer and public interest groups;and individuals. To improve understanding
 

ofthe issues raised by commenters,the Agencies met with a number ofthese commentersto
 

discuss issues relating to the proposed rule;summaries ofthese meetings are available on the
 

Agencies'public websites. The CFTC staffalso hosted a public roundtable onthe proposed
 

rule. Manyofthe commenters generally expressed supportfor the broader goals ofthe
 

proposed rule. Atthe same time,many commenters expressed concerns about various aspects of
 

the proposed rule. Many ofthese commenters requested that one or more aspects ofthe
 

proposed rule be modified in some manner in order to reflect their viewpoints and to better
 

accommodate the scope ofactivities that they argued were encompassed within section 13 ofthe
 

BHC Act. The comments addressed all ofthe major sections ofthe proposed rule.
 

In formulating this final rule,the Agencies carefully reviewed all comments submitted in
 

connection with the rulemaking and considered the suggestions and issues they raised in light of
 

the statutory restrictions and provisions,as well as the FSOC study. The Agencies also carefully
 

considered different options suggested by commenters in light ofpotential costs and benefits in
 

order to effectively implement section 13 ofthe BHC Act. The Agencies made numerous
 

changes to the final rule in response to the issues and information provided by commenters.
 

These modifications to the rule and explanations that address many ofthe comments are
 

described in more detail in the section-by-section description ofthe final rule. To enhance
 

uniformity in both rules and administration ofthe requirements ofthat section,the Agencies
 

have regularly consulted with each other in the development ofthis final rule.
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The final rule builds onthe multi-faceted approach in the proposal,which includes
 

developmentand implementation ofacompliance program at each firm engaged in activities, or
 

that makes investments,subjectto section 13 ofthe BHC Act;the collection and evaluation of
 

data regarding these activities as an indicator ofareas meriting additional attention by the
 

banking entity and the relevant agency;appropriate limits on trading,hedging,investment,and
 

other activities; and supervision by the Agencies. To allow banking entities sufficienttime to
 

develop appropriate systems,the Agencies have provided for aphased-in schedule for the
 

collection ofdata,limited data reporting requirements only to banking entities that engage in
 

significant trading activity, and agreed to review the merits ofthe data collected and revise the
 

data collection, as appropriate,over the next21 months. Importantly,the Agencies have also
 

reduced the compliance burden for banking entities with total consolidated assets of$10 billion
 

or less. The final rule also eliminates the compliance burden for firms that do not engage in
 

covered activities or investments beyond investing in U.S.government obligations,agency
 

guaranteed obligations,municipal obligations,and other permitted activities that are exempt
 

from the prohibition on proprietary trading.
 

Moreover,the data that would be collected in connection with the final rule,as well as
 

the compliance efforts made by banking entities and the supervisory experience that will be
 

gained by the Agencies in reviewing trading and investment activity under the final rule, will
 

provide valuable insights into the effectiveness ofthe final rule in achieving the purposes of
 

section 13 ofthe BHC Act. Staffrecommendsthatthe Agencies continue to revisit and revise
 

the rule as appropriate,in a manner designed to ensure thatthe final rule faithfully implements
 

the requirements and purposes ofthe statute in a manner that allows for effective supervision and
 

enforcement.
 



Under the statute,the restrictions and prohibitions ofsection 13 ofthe BHC Act became
 

effective on July 21,2012. The statute provided banking entities a period oftwo years to
 

conform their activities and investments to the requirement ofthe statute. Section 13 also
 

permits the Federal Reserve Board to extend this conformance period,one year at atime,for a
 

total ofno more than three additional years,based on certain statutory criteria. FDIC staff
 

expects that the Federal Reserve Board will extend the conformance period for an additional year
 

until July 21,2015.
 

III. Overview ofthe FinalRule
 

A. General Approach.
 

The Agencies have designed the final rule to achieve the purposes ofsection 13 ofthe
 

BHC Act,while permitting banking entities to continue to provide,and to manage and limitthe
 

risks associated with providing,client-oriented financial services that facilitate liquid markets
 

and are critical to capital generation for businesses ofall sizes,households and individuals.
 

These client-oriented financial services,which include underwriting,market making,and asset
 

management services,are important to the U.S.financial markets and the participants in those
 

markets. Atthe same time,giving banking entities appropriate latitude to provide such client-


oriented services need not.and should not conflict with clear,robust,and effective
 

implementation ofthe statute's prohibitions and restrictions.
 

The final rule includes aframework that describes the key characteristics ofboth
 

prohibited and permitted activities. The final rule requires banking entities to establish a
 

comprehensive compliance program designed to ensure compliance with the requirements ofthe
 

statute and rule in a way thattakes into account and reflects the banking entity's activities, size,
 

scope,and complexity. With respectto proprietary trading,the final rule also requires large
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firms that are active participants in trading activities to calculate and report quantitative data that
 

will assist both banking entities and the Agencies in identifying particular activity that warrants
 

additional scrutiny to distinguish prohibited proprietary trading from permissible activities.
 

Asa matter ofstructure,the final rule is generally divided into four subparts and contains
 

two appendices,as follows:
 

• SubpartA ofthe final rule describes the authority,scope,purpose,and relationship to other
 
authorities ofthe rule and defines terms used commonly throughoutthe rule;
 

• SubpartB ofthe final rule prohibits proprietary trading, defines terms relevantto covered
 
trading activity, establishes exemptionsfrom the prohibition on proprietary trading and
 
limitations on those exemptions,and requires certain banking entities to report quantitative
 
measurements with respectto their trading activities;
 

SubpartC ofthe final rule prohibits or restricts acquiring or retaining an ownership interest
 
in,and certain relationships with,a covered fund,defines terms relevant to covered fund
 
activities and investments,establishes exclusionsfrom the definition ofcovered fund and
 
exemptionsfrom the restrictions and limitations on investments in covered funds;
 

• SubpartD ofthe final rule generally requires banking entities with more than $10 billion in
 
total consolidated assets to establish a compliance program regarding compliance with
 
section 13 ofthe BHC Act and the final rule,including written policies and procedures,
 
internal controls,a managementframework,independenttesting ofthe compliance program,
 
training,and recordkeeping;
 

• Appendix A ofthe final rule details the quantitative measurements that certain banking
 
entities with a significant volume oftrading assets and liabilities pursuantto the thresholds in
 
the final rule may be required to compute and report with respectto certain trading activities;
 
and
 

• Appendix B ofthe final rule details the enhanced minimum standards for programmatic
 
compliance that certain banking entities with $50 billion or more oftotal consolidate assets
 
must meet with respectto their compliance program,as required under subpartD.
 

B. Proprietary Trading Restrictions.
 

SubpartB ofthe final rule implementsthe statutory prohibition on proprietary trading
 

and the various exemptions to this prohibition included in the statute. Section .3 ofthe final
 

rule contains the core prohibition on proprietary trading and defines a number ofrelated terms,
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including"proprietary trading" and "trading account." The final rule's definition ofproprietary
 

trading generally parallels the statutory definition and covers engaging as principal for the
 

trading accountofa banking entity in any transaction to purchase or sell specified types of
 

financial instruments.
 

The definition oftrading account in the final rule includes three classes ofpositions.
 

First,the definition includes the purchase or sale ofone or more financial instruments taken
 

principally for the purpose ofshort-term resale, benefitting from short-term price movements,
 

realizing short-term arbitrage profits,or hedging another trading account position. The final rule
 

also contains arebuttable presumption thatthe purchase or sale ofa financial instrument by a
 

banking entity is for the trading account ofthe banking entity ifthe banking entity holds the
 

financial instrumentfor fewer than60 days or substantially transfers the risk ofthe financial
 

instrument within60 days ofpurchase(or sale). Second,with respectto a banking entity subject
 

to the Federal banking agencies' Market Risk Capital Rules,the definition includes the purchase
 

or sale ofone or more financial instruments subject to the prohibition on proprietary trading that
 

are treated as"covered positions and trading positions"(or hedges ofother market risk capital
 

rule covered positions)under those capital rules,other than certain foreign exchange and
 

commodities positions. Third,the definition includes the purchase or sale ofone or more
 

financial instruments by a banking entity that is:(1)licensed or registered to engage in the
 

business ofa dealer,swap dealer,or security-based swap dealer to the extent the instrument is
 

purchased or sold in connection with the activities that require the banking entity to be licensed
 

or registered as such;or(2)is engaged in those businesses outside ofthe United States,to the
 

extentthe instrument is purchased or sold in connection with the activities ofsuch business.
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The definition ofproprietary trading also contains clarifying exclusions for certain
 

purchases and sales offinancial instruments that generally do notinvolve the requisite short-term
 

trading intent,such as the purchase and sale offinancial instruments arising under certain
 

repurchase and reverse repurchase arrangements or securities lending transactions and securities
 

acquired or taken for bonafide liquidity management purposes.
 

Section _.3 ofthe final rule also defines a number ofother relevantterms,including the
 

term "financial instrument." Thisterm is used to define the scope offinancial instruments
 

subjectto the prohibition on proprietary trading. Consistent with the statutory language,such
 

financial instruments include securities, derivatives,commodity futures,and options on such
 

instruments,but do not include loans,spotforeign exchange or spot physical commodities.
 

Section _.4ofthe final rule implementsthe statutory exemptions for underwriting and
 

market-making-related activities. For each ofthese permitted activities,the final rule defines the
 

exempt activity and provides anumber ofrequirements that must be metin order for a banking
 

entity to rely on the applicable exemption. These include establishment and enforcement ofa
 

compliance program targeted to the activity;limits on positions,inventory,and risk exposure
 

addressing the requirementthat activities be designed not to exceed the reasonably expected
 

near-term demands ofclients,customers,or counterparties; limits on the duration ofholdings
 

and positions; defined escalation procedures to change or exceed limits; analysisjustifying
 

established limits;internal controls and independent testing ofcompliance with limits; senior
 

managementaccountability; and limits on incentive compensation. In addition,the final rule
 

requires firms with significant market-making or underwriting activities as measured by certain
 

trading thresholds in the rule to report data involving metrics that maybe used by the banking
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entity and the Agencies to identify trading activity that may warrant more detailed compliance
 

review.
 

These requirements are generally designed to ensure thatthe banking entity's trading
 

activity is limited to underwriting and market-making-related activities and does not include
 

prohibited proprietary trading. These requirements are also intended to work together to ensure
 

that banking entities identify, monitor,and limit the risks associated with these activities.
 

Section .5 ofthe final rule implements the statutory exemption for risk-mitigating
 

hedging. As with the underwriting and market-making exemptions,§ _.5 ofthe final rule
 

contains a number ofrequirements that mustbe metin order for a banking entity to rely on the
 

exemption. These requirements are generally designed to ensure thatthe banking entity's
 

hedging activity is limited to risk-mitigating hedging in purpose and effect. Section _.5 also
 

requires banking entities to document,atthe time the transaction is executed,the hedging
 

rationale for certain transactions that present heightened compliance risks. As with the
 

exemptions for underwriting and market making-related activity,these requirementsform part of
 

a broader implementation approach that also includes the compliance program requirement and
 

the reporting ofquantitative measurements.
 

Section _.6ofthe final rule implements statutory exemptions for trading in certain
 

government obligations,trading on behalfofcustomers,trading by aregulated insurance
 

company,and trading by certain foreign banking entities outside ofthe United States. Section
 

.6(a)ofthe final rule describes the government obligations in which a banking entity may
 

trade,which include U.S.government and agency obligations,obligations and other instruments
 

ofspecified government sponsored entities,and State and municipal obligations. This exemption
 

includes banking entities' trading in obligations ofthe FDIC,or any entity formed by or on
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behalfofthe FDIC for purpose offacilitating the disposal ofassets acquired or held by the FDIC
 

in its corporate,receivership,or conservatorship capacity.
 

Section _.6(b)ofthe final rule permits trading in certain foreign government obligations
 

by affiliates offoreign banking entities in the United States and foreign affiliates ofa U.S.
 

banking entity abroad. Section _.6(c)ofthe final rule describes permitted trading on behalfof
 

customers and identifies the types oftransactions that would qualify for the exemption. Section
 

_.6(d)ofthe final rule describes permitted trading by a regulated insurance company or an
 

affiliate thereoffor the general account ofthe insurance company,and also permits those entities
 

to trade for a separate accountofthe insurance company.
 

Section _.6(e)ofthe final rule describes certain permitted proprietary trading activities
 

ofaforeign banking entity. The exemption in the final rule clarifies when aforeign banking
 

entity will qualify to engage in such trading pursuantto sections 4(c)(9)or 4(c)(13)ofthe BHC
 

Act,as required by the statute,including with respectto a foreign banking entity not currently
 

subjectto the BHC Act. The exemption also requires thatthe risk as principal,the decision-


making,the accounting for this activity, and transaction financing mustnot occur inside the
 

United States or through any affiliate located in the United States. Under this exemption,such
 

trading activity by aforeign banking entity must not be conducted with or through any U.S.
 

entity other than(1)an unaffiliated U.S.marketintermediary acting as principal,(2)an
 

unaffiliated U.S.marketintermediary as agent that is conducted anonymously on an exchange,or
 

(3)the foreign operations ofa U.S.entity ifno personnel ofsuch U.S.entity that are located in
 

the United States are involved in the arrangement,negotiation,or execution ofsuch trading
 

activity.
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Section _.7ofthe final rule prohibits a banking entityfrom relying on any exemption to
 

the prohibition on proprietary trading ifthe permitted activity would involve or result in a
 

material conflict ofinterest,result in a material exposure to high-risk assets or high-risk trading
 

strategies,or pose a threat to the safety and soundness ofthe banking entity or to the financial
 

stability ofthe United States. This section also describes the terms material conflict ofinterest,
 

high-risk asset,and high-risk trading strategy for these purposes.
 

C. Covered Fund Activities and Investments.
 

SubpartCofthe final rule implements the statutory prohibition on,directly or indirectly,
 

acquiring and retaining an ownership interest in,or having certain relationships with,a covered
 

fund,as well as the various exemptionsfrom this prohibition included in the statute. Section
 

.10 ofthe final rule contains the core prohibition on covered fund activities and investments
 

and defines a number ofrelated terms,including"covered fund"and"ownership interest." The
 

definition ofcovered fund contains a number ofexclusions for entities that may rely on
 

exclusionsfrom the Investment Company Act of1940,contained in section 3(c)(1)or 3(c)(7)of
 

that Act,butthat are not engaged in the types ofinvestment activities typically conducted by
 

hedgefunds or private equity funds. These include exclusionsfor wholly owned subsidiaries,
 

joint ventures,acquisition vehicles,foreign pension or retirement funds,insurance company
 

separate accounts,and public welfare investmentfunds. In addition,this final rule excludesfrom
 

the definition ofcovered fund an issuer that is an entityformed by or on behalfofthe FDIC for
 

the purpose offacilitating the disposal ofassets acquired in the FDIC's corporate,
 

conservatorship,or receivership capacity. The final rule also implements the statutory rule of
 

construction in section 13(g)(2)and provides that a loan securitization, qualifying asset-backed
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commercial paper conduit,and qualifying covered bonds are notcovered by section 13 or the
 

final rule.
 

The definition of"ownership interest"in the final rule provides further guidance
 

regarding the types ofinterests that would be considered to be an ownership interest in a covered
 

fund. These interests may take various forms. The definition ofownership interest also
 

explicitly excludes"carried interest"that is solely performance compensationfor services
 

provided to the covered fund by the banking entity(or an affiliate, subsidiary,or employee
 

thereof,under certain circumstances. Section .10 ofthe final rule also defines a number of
 

other relevantterms,including the terms"prime brokerage transaction,""sponsor,"and
 

"trustee."
 

Section _.11 ofthe final rule implementsthe exemption for organizing and offering a
 

covered fund provided for under section 13(d)(1)(G)ofthe BHC Act. Section _.l1(a)ofthe
 

final rule outlines the conditions that mustbe metin order for a banking entity to organize and
 

offer a covered fund under this authority. These requirements are contained in the statute and are
 

intended to allow a banking entity to engage in certain traditional asset managementand
 

advisory businesses,subject to certain limits contained in section 13 ofthe BHC Act. Section
 

11 also explains how these requirements apply to issuers ofasset-backed securities that are
 

covered funds,implements the statutory exemption for underwriting and market-making
 

ownership interests ofa covered fund,and explains the limitations imposed on such activities
 

under the final rule.
 

Section _.12ofthe final rule permits a banking entity to acquire and retain,as an
 

investment in a covered fund,an ownership interest in a covered fund thatthe banking entity
 

organizes and offers or holds pursuantto other authority under § _.l1. This section implements
 



section 13(d)(4)ofthe BHC Actand related provisions. Section 13(d)(4)(A)ofthe BHC Act
 

permits a banking entity to make an investment in a covered fund thatthe banking entity
 

organizes and offers,or for which it acts as sponsor,for the purposes of(i)establishing the
 

covered fund and providing the fund with sufficient initial equity for investmentto permitthe
 

fund to attract unaffiliated investors,or(ii)making a de minimisinvestmentin the covered fund
 

in compliance with applicable requirements. Section .12ofthe final rule implements this
 

authority and related limitations,including limitations regarding the amountand value ofany
 

individual per-fund investment and the aggregate value ofall such permitted investments. In
 

addition,§ _.12requires thatthe aggregate value ofall investments in covered funds,plus any
 

earnings on these investments,be deducted from the capital ofthe banking entity for purposes of
 

the regulatory capital requirements,and explains how that deduction must occur. Section .12
 

ofthe final rule also clarifies how a banking entity must calculate its compliance with these
 

investment limitations(including by deducting such investmentsfrom Tier 1 capital)and sets
 

forth how a banking entity mayrequestan extension ofthe period oftime within which it must
 

conform an investmentin a single covered fund. This section also explains how a banking entity
 

must apply the covered fund investmentlimits to a covered fund that is an issuing entity ofasset
 

backed securities or a covered fund that is part ofamaster-feeder or fund-of-funds structure.
 

Section _.13 ofthe final rule implements the statutory exemptions described in sections
 

13(d)(1)(C),(D),(F),and(I)ofthe BHC Actthat permit a banking entity:(i)to acquire and
 

retain an ownership interest in a covered fund as arisk-mitigating hedging activity related to
 

employee compensation;(ii)in the case ofa non-U.S.banking entity,to acquire and retain an
 

ownership interest in,or act as sponsor to,a covered fund solely outside the United States; and
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(iii)in the case ofan insurance company for its general or separate accounts,to acquire and
 

retain an ownership interest in,or act as sponsor to,a covered fund.
 

Section .14 ofthe final rule implements section 13(~ ofthe BHC Actand generally
 

prohibits a banking entity from entering into certain transactions with a covered fund that would
 

be a covered transaction as defined in section 23A ofthe Federal Reserve Act. Section
 

.14(a)(2)ofthe final rule describes the transactions between a banking entity and a covered
 

fund thatremain permissible under the statute and the final rule. Section _.14(b)ofthe final
 

rule implements the statute's requirementthat any transaction permitted under section 13(~ of
 

the BHC Act(including a prime brokerage transaction)between the banking entity and a covered
 

fund is subjectto section 23B ofthe Federal Reserve Act,which,in general,requires that the
 

transaction be on marketterms or onterms at least as favorable to the banking entity as a
 

comparable transaction by the banking entity with an unaffiliated third party.
 

Section _.15 ofthe final rule prohibits a banking entity from relying on any exemption
 

to the prohibition on acquiring and retaining an ownership interest in,acting as sponsor to,or
 

having certain relationships with,a covered fund,ifthe permitted activity or investment would
 

involve or result in a material conflict ofinterest,result in a material exposure to high-risk assets
 

or high-risk trading strategies,or pose a threat to the safety and soundness ofthe banking entity
 

or to the financial stability ofthe United States. This section also describes material conflict of
 

interest,high-risk asset,and high-risk trading strategy for these purposes.
 

18 



D. Metrics Reporting Requirement
 

Under the final rule,a banking entity that meets relevantthresholds specified in the rule,
 

and as further described below,mustfurnish the following quantitative measurements for each of
 

its trading desks engaged in covered trading activity calculated in accordance with Appendix A:
 

• Risk and Position Limits and Usage;
 

• Risk Factor Sensitivities;
 

• Value-at-Risk and Stress VaR;
 

• Comprehensive Profit and Loss Attribution;
 

• Inventory Turnover;
 

• Inventory Aging;and
 

• Customer Facing Trade Ratio.
 

The final rule raises the threshold for metrics reporting from the proposal to capture only
 

firms that engage in significant trading activity, identified at specified aggregate trading asset
 

and liability thresholds,and delays the datesfor reporting metrics through aphased-in approach
 

based onthe size oftrading assets and liabilities. In addition,the Agencies have delayed the
 

reporting ofmetrics until June 30,2014,for the largest banking entities that,together with their
 

affiliates and subsidiaries,have trading assets and liabilities,the average gross sum ofwhich
 

equals or exceeds $50 billion on a worldwide consolidated basis over the previous four calendar
 

quarters(excluding trading assets and liabilities involving obligations ofor guaranteed by the
 

United States or any agency ofthe United States). Banking entities with $25 billion or more in
 

trading assets and liabilities and banking entities with $10 billion or more in trading assets and
 

liabilities would also be required to reportthese metrics beginning on April 30,2016,and
 

December 31,2016,respectively.
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Under the final rule,a banking entity required to report metrics mustcalculate any
 

applicable quantitative measurementfor each trading day. Each banking entity required to report
 

mustreport each applicable quantitative measurementto its primary supervisory Agency on the
 

reporting schedule established in the final rule unless otherwise requested by the primary
 

supervisory Agencyfor the entity. The largest banking entities with $50 billion in consolidated
 

trading assets and liabilities mustreportthe metrics on a monthly basis. Other banking entities
 

required to report metrics must do so on a quarterly basis. All quantitative measurements for any
 

calendar month must be reported no later than 10 days after the end ofthe calendar month
 

required by the final rule,exceptfor a transitional six-month period during which reporting will
 

be required no later than 30 days after the end ofthe calendar month. Banking entities subject to
 

quarterly reporting will be required to report quantitative measurements within 30 days ofthe
 

end ofthe quarter,unless another time is requested in writing by the primary supervisory Agency
 

for the entity.
 

E. Compliance Program Requirement.
 

SubpartD ofthe final rule requires a banking entity engaged in covered trading activities
 

or covered fund activities to develop and implementa program reasonably designed to ensure
 

and monitor compliance with the prohibitions and restrictions on covered trading activities and
 

covered fund activities and investments setforth in section 13 ofthe BHC Actand the final rule.
 

To reduce the overall burden ofthe rule,the final rule provides that a banking entity that does
 

not engage in covered trading activities(other than trading in U.S.government or agency
 

obligations,obligations ofspecified governmentsponsored entities,and state and municipal
 

obligations)or covered fund activities and investments need only establish a compliance
 

program prior to becoming engaged in such activities or making such investments. In addition,
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to reduce the burden on smaller banking entities,a banking entity with total consolidated assets
 

of$10 billion or less that engages in covered trading activities and/or covered fund activities
 

may satisfy the requirements ofthe final rule by including in its existing compliance policies and
 

procedures appropriate references to the requirements ofsection 13 and the final rule and
 

adjustments as appropriate given the activities, size,scope,and complexity ofthe banking entity.
 

For banking entities with total assets greater than $10 billion and less than $50 billion,the
 

final rule specifies elements that each compliance program established under subpartD ofthe
 

final rule must,at a minimum,include. These requirements focus on written policies and
 

procedures reasonably designed to ensure compliance with the final rules,including limits on
 

underwriting and market—making;a system ofinternal controls; clear accountability for
 

compliance and review oflimits,hedging,incentive compensation,and other matters;
 

independenttesting and audits; additional documentation addressing all covered fund activities
 

and limits;training; and recordkeeping requirements.
 

A banking entity with $50 billion or more total consolidated assets(or aforeign banking
 

entity that has total U.S. assets of$50 billion or more)or that is required to report metrics under
 

Appendix A is required to adoptan enhanced compliance program under Appendix B with more
 

detailed policies,limits,governance processes,independenttesting,and reporting. In addition,
 

the ChiefExecutive Officer ofthese larger banking entities must attest thatthe banking entity
 

has in place a program reasonably designed to ensure compliance with the requirements of
 

section 13 ofthe BHC Actand the final rule.
 

The application ofdetailed minimum standards for these types ofbanking entities is
 

intended to reflectthe heightened compliance risks oflarge covered trading activities and
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covered fund activities and investments and to provide clear, specific guidance to such banking
 

entities regarding the compliance measures that would be required for purposes ofthe final rule.
 

III. Conclusion
 

Staffrecommends thatthe FDIC Board approve for publication in the FederalRegister
 

the attached final rule to implement section 13 ofthe BHC Act.
 

Contacts
 

RMS/Capital Markets: Bobby Bean,Associate Director(ext. 8-6705) 
Karl Reitz,Chief,Capital Markets Strategies(ext.8-6775) 

Legal: Michael Phillips, Counsel(ext. 8-3581) 
Gregory Feder,Counsel(ext. 8-8724) 

Concurrence:
 

~_ ~ ~ .F ~„~
' 


Ric and J. Osten ,Jr.
 
Acting General sel
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