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Introduction

 Title VII of the Dodd-Frank Act governs the regulation of derivatives markets Title VII of the Dodd-Frank Act governs the regulation of derivatives markets 
and their participants

• Creates parallel regulatory regimes for the CFTC and SEC.  In general, CFTC is 
applying many aspects of the existing regulatory framework for on-exchange 
f t t d th SEC i l ti it b d itifutures to swaps and the SEC is regulating security-based swaps as securities.

• Through not identical, the two regimes have many common elements
• Product (e.g., swap and security-based swap) and Entity (e.g., swap dealer 

and major swaps participants) definitions.j p p p )
• Swap Dealer/Major Swap Participant regulation:  Margin Requirements, 

Capital Requirements and Business Conduct Standards.
• Market regulation:  Clearing, Trade Execution, Swap Data Reporting and 

Real Time Transaction ReportingReal-Time Transaction Reporting.
 Threshold Inquiry:  Is it a swap or a security-based swap?
 For convenience, when I refer to “swaps”, I mean both swaps and security–

based swaps; when I refer to “swap dealers” I mean both swap dealers andbased swaps; when I refer to swap dealers , I mean both swap dealers and 
security-based swap dealers; and when I refer to “major swap participants” or 
“MSPs”, I refer to both major swap participants and major security-based 
swap participants.
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Swaps

 Broad definition that includes (among other things): Broad definition that includes (among other things):
• Options, with certain exclusions
• Any agreement, contract, or transaction that provides for any purchase, sale, 

payment, or delivery (other than a dividend on an equity security) that is dependent 
on the occurrence, nonoccurrence, or the extent of the occurrence of an event or 
contingency associated with a potential financial, economic or commercial 
consequence

• Swapsp
• Security-based swap agreements

 But excludes (among other things):
• Sales of a nonfinancial commodity or security for deferred shipment or delivery, so 

long as the transaction is intended to be physically settled
• Any option on any security or group or index of securities that is subject to the 

33/34 Acts
• Any forward on one or more securities that is subject to the 33/34 Acts
• Any note, bond, or evidence of indebtedness that is a security
• “Identified banking products”, including CDs
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Treatment of FX Contracts
 FX swaps and FX forwards constitute “swaps”s aps a d o a ds co st tute s aps

• Unless the Secretary of the Treasury determines that they:
– Should not be regulated as swaps; and
– Are not structured to evade the Dodd-Frank Act in violation of any ruleAre not structured to evade the Dodd Frank Act in violation of any rule

 April 2011, Treasury Department issued a proposed determination 
that would exempt FX swaps and FX forwards from the definition ofthat would exempt FX swaps and FX forwards from the definition of 
“swap”.  This proposal would not exempt other FX derivatives such 
as currency options, currency swaps and non-deliverable forwards.

 Notwithstanding any such determination:
• All FX swaps and FX forwards must be reported to a swap data repository 

or, in the absence of one, the CFTC, ,
• Parties to FX swaps and FX forwards that are swap dealers or major 

swap participants must conform to CFTC business conduct standards
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Security-based Swaps

 Any agreement contract or transaction that is a swap Any agreement, contract, or transaction that is a swap 
and is based on:
• Narrow-based security index (generally, 9 or fewer component securities)
• Single security or loan
• CDS relating to:

– Single issuer of a security 
– Issuers of securities in a narrow-based security index
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Swap Dealers

 Any person who: Any person who: 
• Holds itself out as a dealer in swaps;
• Makes a market in swaps;
• Regularly enters into swaps with counterparties as an ordinary course of business g y p p y

for its own account; or
• Engages in any activity causing the person to be commonly known in the trade as 

a dealer or market maker in swaps

R i CFTC/SEC t ib d i i i ti Requires CFTC/SEC to prescribe de minimis exception
 Only for swap dealers (not security-based swap dealers)

• Excludes an insured depository institution to the extent that it offers to enter into a 
swap with a customer in connection with originating a loan with that customerswap with a customer in connection with originating a loan with that customer.

 In October 2011, SEC estimated that there will be about fifty security-
based swap dealers (See Registration of Security-Based Swap Dealers and Major Security-Based 

Participants 76 Fed Reg 65808 (Oct 24 2011)Participants, 76 Fed Reg. 65808 (Oct. 24, 2011).
 In November 2010, CFTC Chairman Gensler estimated that as many 

as 200 entities will register with the CFTC as swap dealers (See Remarks 
before the Practicing Law Institute’s 42nd Annual Institute on Securities Regulation, November 11, 2010).
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Major Swap Participants

 Any person who is not a swap dealer and meets any of the following:Any person who is not a swap dealer and meets any of the following:
• Maintains a substantial position (to be defined by rule) in swaps for any of the major swap 

categories (i.e. rates, credit, equity and other commodities), excluding:
• Positions held for hedging or mitigating commercial risk
• Positions maintained by any pension plan for the primary purpose of hedging or• Positions maintained by any pension plan for the primary purpose of hedging or 

mitigating any risk directly associated with the operation of the plan
• Its outstanding swaps create substantial counterparty exposure that could have serious 

adverse effects on the financial stability of the US banking system or financial markets
• Its financial entity that (i) is highly leveraged relative to the amount of capital that it holds, (ii) is y ( ) g y g p , ( )

not subject to a Federal banking agency’s capital requirements, and (iii) maintains a substantial 
position on outstanding swaps in any major category

 Only for MSPs (not major security-based swap participants)
E cl des q alif ing finance affiliates of man fact rers sing deri ati es to hedge commercial• Excludes qualifying finance affiliates of manufacturers using derivatives to hedge commercial 
risks relating to interest rate and FX exposures

 CFTC and SEC have indicated on a preliminary basis that they do not believe that asset managers 
or investment advisers should be deemed MSPs by virtue of the swaps held by the accounts they 
manage. (See 75 Fed.Reg. 80201 (Dec. 21, 2010).manage. (See 75 Fed.Reg. 80201 (Dec. 21, 2010).

 At December 2010 CFTC public meeting, its General Counsel indicated that they expect only a 
“handful”, or at most, “two handfuls” of market participants to qualify as MSPs.

 In October 2011, SEC estimated that there will be up to five major security-based swap participants 
(See Registration of Security-Based Swap Dealers and Major Security-Based Participants, 76 Fed.Reg. 65808 (Oct. 24, 2011).
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Margin Requirements
 Swap dealers and MSPs will be subject to initial and variation margin requirements for 

non-cleared swaps
• Banking regulators to adopt rules for bank swap dealers and bank MSPs
• CFTC or SEC to adopt rules for non-bank swap dealers and non-bank MSPs

 The banking regulators and the CFTC have proposed rules whereby the amount of 
margin to be collected, the frequency of collection of variation margin and the 
segregation requirements for collected initial margin vary depending upon the type of 
counterparty.  The SEC has not yet issued its proposal.  There are three proposed 
types of counterparties: (1) swap dealers and MSPs, (2) financial end users which are 
further divided into high and low risk financial end users, and (3) non-financial or 
commercial end users.  Under these proposals, most funds, pension funds, broker-
dealers, futures commission merchants (“FCMs”) are expected to be high risk financial 
end users who would be required to post initial and daily variation margin with no 
minimum threshold of swap exposure.

 The Dodd-Frank Act permits use of noncash collateral and the banking regulators and 
the CFTC have generally adopted this approach for commercial end users in their rule 
proposals.p p

 Issue as to whether margin requirements apply retroactively not yet fully resolved
 Absence of Exception to Margin Requirements

• Senate bill provided an exception to the margin requirements if one of the counterparties is a commercial end 
user
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• Act does not appear to have this exception, though it could be implemented via rulemaking.  CFTC has 

proposed to take this approach while the banking regulators have proposed a narrower exception.



Segregation of Margin

 For non-cleared swaps, if requested by the p , q y
counterparty, a swap dealer or MSP must hold its 
counterparty’s initial margin in a segregated 

i d d hi d diaccount at an independent third-party custodian
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Capital Requirements

 Swap dealers and MSPs will be subject to minimum capital Swap dealers and MSPs will be subject to minimum capital 
requirements
• Banking regulators to adopt rules for bank swap dealers and bank MSPs
• CFTC or SEC to adopt rules for non-bank swap dealers and non-bank• CFTC or SEC to adopt rules for non-bank swap dealers and non-bank 

MSPs
• April 2011, Federal banking regulators proposed to apply the existing 

regulatory capital regime applicable to OTC derivatives and noted that they 
will be updating this regime shortly based on Basel III

• May 2011, CFTC proposed that swap dealers and MSPs which are: (1) 
FCMs to comply with the CFTC’s existing capital requirements for FCMs, 
(2) non-bank subsidiaries of bank holding companies to comply with the 
Fed’s capital requirements subject to a minimum $20 million Tier 1 capital 
requirement, and (3) neither FCMs nor part of a bank holding company to 
have capital measured by tangible net equity equal or in excess of $20 
million plus its OTC derivatives credit and market risk requirements as 
determined by the CFTC.

• SEC expected to propose capital requirements shortly
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Business Conduct Standards

 Swap dealers and MSPs will be subject to new business conduct Swap dealers and MSPs will be subject to new business conduct 
standards to be adopted by the applicable regulators

 December 2010, CFTC proposed regulations for swap dealers and 
MSPsMSPs

 June 2011, SEC proposed regulations for security-based swap 
dealers and major security-based swap participants
Among other things the new standards and requirements shall: Among other things, the new standards and requirements shall:  

• Require swap dealers and MSPs to disclose to non-swap dealer and non-MSPs:
• Information about the material risks and characteristics of the swap
• Any material incentives or conflicts of interest that the swap dealer or MSP may havey p y
• Upon request, the daily mark from the clearing organization for cleared swaps
• The daily mark for non-cleared swaps

• Establish a duty for a swap dealer or MSP to communicate in a fair and balanced 
manner based on principles of fair dealing and good faithmanner based on principles of fair dealing and good faith

• Require swap dealers and MSPs when making any recommendation to a 
counterparty of a swap to have a reasonable basis to believe it is suitable for the 
counterparty
P hibit f d i l ti d th b i ti i l i
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Business Conduct Standards

 New standards with respect to special entities New standards with respect to special entities
• States, municipalities, and State and Federal agencies
• Pension plans, governmental plans, and endowments 

 A swap dealer that acts as an “advisor” to a special entity must act in 
the best interest of the special entity

 A swap dealer or MSP that acts as a counterparty to a special entity 
must  have a reasonable basis to believe that the special entity is 
d i d b lifi d i d d t t tiadvised by a qualified independent representative
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Clearing

 Swaps must be cleared if:Swaps must be cleared if:
• Applicable regulator determines that it is required to be cleared; AND
• Clearing organization accepts it for clearing
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Commercial Hedging Exception

 Mandatory clearing requirement does not apply if one of the partiesa dato y c ea g equ e e t does ot app y o e o t e pa t es
• Is not a “financial entity”
• Is using swaps to hedge or mitigate commercial risk; AND
• Notifies the applicable regulator how it generally meets its financial obligations 

associated with entering into non-cleared swaps
• Note – Application of the clearing exception is solely at the discretion of the 

commercial hedging entity

 Financial entity
• Swap dealers, MSPs, commodity pools, certain private funds as defined under 

Section 202(a) of the Investment Advisers Act of 1940, pension plans
• Persons predominantly engaged in activities that are in the business of banking or 

in activities that are financial in nature
• CFTC/SEC must consider whether to exempt small banks, savings associations, 

farm credit system institutions, and credit unions with total assets of $10B or lessy , $
• Excludes qualifying finance affiliates of manufactures (only for swaps; see MSP 

definition)
• It is likely that hedge funds, 40 Act registered investment companies and insurance 

companies will be financial entities subject to the mandatory clearing requirement
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Trade Execution

 If a swap is subject to the clearing requirement, it must be 
t d h ti f ilitexecuted on an exchange or swap execution facility 

(“SEF”)
• Exception if no exchange or swap execution facility makes the swap 

available for trading
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Swap Data Reporting
 The reporting of swap data to swap data repositories (“SDRs”) by clearinghouses, exchanges, 

SEFs swap dealers MSPs and swap counterparties who are not swap dealers or MSPs is requiredSEFs, swap dealers, MSPs and swap counterparties who are not swap dealers or MSPs is required 
so that the regulators can effectively oversee the markets in terms of systemic risk mitigation, 
market monitoring, and market abuse prevention.  Generally, the entity which has the easiest, 
fastest, and cheapest access to the data will be required to report.

• No exemption for inter-affiliate transactions.
• Trades with asset managers must be reported twice; once at the manager level and again at the underlying 

counterparty level.
 December 2011, CFTC finalized its swap data reporting rules.
 What must be reported:

C ti d t i i t d fi ti d t ti f th• Creation data: primary economic terms and confirmation data upon creation of the swap
• Continuation data:  all changes to primary economic terms and all valuation data through the life of the swap

 Who must report data to the SDR:
• Creation Data:

• Swaps executed on a SEF or exchange: the SEF or exchange• Swaps executed on a SEF or exchange:  the SEF or exchange
• OTC swaps accepted for clearing:  the clearinghouse
• OTC swaps not cleared or not accepted for clearing:  the reporting counterparty
• The reporting counterparty will be determined as follows:

» If one party is a swap dealer and the other an MSP, the swap dealer is the reporting 
counterparty

» If one party is a swap dealer/MSP and the other is not a swap dealer/MSP, the swap 
dealer/MSP is the reporting counterparty

» If neither party is a swap dealer or a MSP but one party is a financial entity (as defined under 
Section 723 of Dodd-Frank and is an entity that is required to clear), the financial entity is the 
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Swap Data Reporting

 Continuation Data: Continuation Data:
• Cleared swaps:  clearinghouse (plus swap dealer and MSP reporting 

valuation data)
• Uncleared swaps: the reporting counterpartyUncleared swaps:  the reporting counterparty

 Compliance Dates:
• SEFs, Exchanges, Clearinghouses, Swap Dealers, MSPs, and SDRs 

must come into compliance as follows:must come into compliance as follows:
• Date 1:  For credit and interest rate swaps, the later of (a) July 16, 2012 or 

(b) 60 days after publication of the CFTC’s relevant definitions (swap, swap 
dealer and MSP)
D t 2 F it FX d th dit 90 l d d• Date 2:  For equity, FX, and other commodity swaps, 90 calendar days 
after Date 1

• Non Swap Dealer/MSP counterparties must come into compliance as 
follows: 

• Date 3:  90 days after Date 2
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Real-Time Reporting
 Real-time public reporting of swap transaction and pricing data for all swap transactions is required in order to 

enhance price discovery.enhance price discovery.  
 December 2011, CFTC finalized its real-time swap reporting rules.

• The rules require real time reporting of price and other trade data relating to a “publicly reportable swap 
transaction” to a SDR as soon as technologically practicable, by either:  (i) for trades executed on a SEF or 
exchange, the SEF/exchange, or (ii) for trades not executed on a SEF or exchange, the reporting party 
identified under the rules.identified under the rules.

• The reporting party varies depending upon the parties to the transaction:  (i) if only one counterparty is a swap 
dealer/MSP, the swap dealer/MSP is the reporting party; (ii) if one counterparty is a swap dealer and the other 
is a MSP, the swap dealer is the reporting party, and (iii) in all other cases, the parties will select  the reporting 
party (except that where both parties are non-swap dealers/MSPs and one is a financial entity, the financial 
entity will be the reporting party).  y p g p y)

• A publically reportable swap transaction must be either:  (i) an arm’s length transaction between two parties 
that results in a change to the market risk position between the two parties, or (ii) a termination, assignment, 
novation, exchange, transfer, amendment, conveyance or extinguishing of rights and obligations of a swap that 
changes the pricing of the swap.  The CFTC has indicated that certain inter-affiliate transactions and portfolio 
compression exercises may not be publically reportable.

• In addition, the final rules require the SDR to publically disseminate such data, within specified  timeframes 
depending on:  (i) the manner of execution (i.e., on a SEF/exchange versus OTC, and block v. non-block 
trades); (ii) underlying asset class; and (iii) type of market participant (i.e., swap dealer/MSP vs. non-swap 
dealer/MSP).  Reporting is anonymous and does not identify the parties to the transaction.

• While, the methodology for determining block-size thresholds is not included in the final rules, the timeframes 
within which block trades must be reported are addressed in the rules.

• The final rule includes a masking of the publicly displayed swap notional sizes above specified thresholds, with 
the thresholds varying by asset class and a provision for phase in of the rule during the second half of 2012 
depending upon  asset class and entity type. 
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Real-Time Reporting

 Effective dates and phased implementation: Effective dates and phased implementation:
• For trades in the rates/credit asset classes and executed on a SEF/exchange, the 

compliance date for these final rules is the later of (i) July 16, 2012 and (ii) 60 days 
after publication of final rules defining the term “swap” (i.e., product definitions).  
F t / dit t d th t t t d SEF/ h th liFor rates/credit trades that are not executed on a SEF/exchange, the compliance 
date for these final rules is the later of (i) 180 days after publication of final rules on 
real-time public reporting and (ii) 60 days after publication of final rules defining the 
terms “swap”, “swap dealer” and “major swap participant” (i.e., product and entity 
d fi iti )definitions). 

• For trades in the equity/FX/other asset classes, and either executed on a 
SEF/exchange or with at least one swap dealer/MSP counterparty, the compliance 
date is the relevant compliance date described above  plus 90 days.

• For trades in any asset class that are not executed on a SEF/exchange and are 
solely between non-swap dealers/MSP, the compliance date is the relevant 
compliance date describe above  plus 180 days.
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Effective Dates of the New Swap Rules

• Dodd Frank made its swap provisions contained in Title VII effective onDodd Frank made its swap provisions contained in Title VII effective on 
the later of July 16, 2011 or, to the extent an implementing rule is 
required, not less than 60 days after publication of final rules.

• July 16, 2011, while a few provisions of Title VII became effective (e.g., 
anti-disruption, anti-fraud and anti-manipulation), by virtue of orders from 
the CFTC and SEC, the remaining provisions to become effective when 
the relevant rule making is completed with a current CFTC sunset date of 
July 16 2012July 16, 2012.

• CTFC has proposed an implementation schedule and the SEC is 
expected to do so shortly.  While CFTC has finalized several rules (e.g., 
core rules for clearinghouses and SDRs, swap data and real-time trade g p
reporting), many key rules are yet to be finalized; most importantly of 
which are the definitions of swap, security-based swap, swap dealers and 
MSPs.
M t f th l t d t b fi li d i 2012 i l di• Most of the new swap rules are expected to be finalized in 2012 including 
mandatory clearing of standardized swaps.
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The Volcker Rule



Overview

 Section 619 of the Dodd-Frank Act The Volcker Rule aims to accomplish Section 619 of the Dodd-Frank Act, The Volcker Rule, aims to accomplish 
four principal goals:

• Prohibit insured depository institutions, bank holding companies, and their subsidiaries or affiliates (banking 
entities) from engaging in short-term proprietary trading of any security, derivative, and certain other financial 
instruments for a banking entity’s own account, subject to certain exemptions

• Prohibit owning, sponsoring, or having certain relationships with a hedge fund or private equity fund, subject to 
certain exemptions.

• Continue to allow market marketing, underwriting, and relate hedging activities so long as it is not proprietary 
trading

• Subject entities designated as systemically important institutions by the Financial Stability Oversight Council to j g y y p y y g
additional capital requirements and quantitative limitations based on their proprietary trading and relationships 
with hedge or private equity funds.

 July 2012 statutory effective date of the Rule.
 February 2011, Federal Reserve issued final transition or conformanceFebruary 2011, Federal Reserve issued final transition or conformance 

period rules providing for an automatic two year period in which to conform to 
the Rule, up to three one year extensions upon application to the Fed and 
the possibility of an additional five year extension for illiquid funds such as 

t i t it f dmost private equity funds.
 October/November 2011, the federal banking regulators and the SEC issued 

a proposed rulemaking to implement the Volcker Rule.  Comment period 
currently scheduled to expire February 13 2012
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Restrictions on Proprietary Trading

 Proprietary trading restrictions prohibit banking entities from engaging Proprietary trading restrictions prohibit banking entities from engaging 
as principal for the trading account of a banking entity, unless the 
trading fits into a permitted exemption
• A banking entity is a bank holding company and its affiliates as well asA banking entity is a bank holding company and its affiliates as well as 

international banks which are treated as a bank holding company under 
Section 8 of the International Banking Act of 1978 which includes foreign 
banks with a U.S. branch or agency.

• A trading account is an account that meets one of the following criteria:
• Holds positions or economic risk for less than 60 days, or
• An account that holds positions covered by the Federal banking agencies, 

market risk capital rules if the banking entity or its affiliates calculates riskmarket risk capital rules, if the banking entity or its affiliates calculates risk-
based capital under the market risk capital rules.  The market risk capital 
rules are requirements that U.S. national banks with significant trading 
activity measure the market risk of the debt and equity positions in its 
trading accounttrading account.

• A broker-dealer or swaps dealer and is of a type that would require the 
broker-dealer to register as such

• Activities that meet these tests are prohibited unless either they are 
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Restrictions on Proprietary Trading

 List of activities not subject to the Rule: List of activities not subject to the Rule:
• Trading in loans, spot commodities, and spot FX but not related 

derivatives
• Trading in accounts used exclusively for repos and reverse repos or forTrading in accounts used exclusively for repos and reverse repos or for 

securities lending transactions
• Trading in accounts used for liquidity management activities that meet 

certain requirements
 Activities that are in-scope, but are otherwise permissible:

• Exemptions that allow principal risk taking as long as certain criteria are 
met include market making, hedging, underwriting and offshore activities

• Certain other permitted activities include trading in US government 
obligations, but not the related derivatives, as well as riskless principal 
trades.  Riskless principal trades are essentially synthetic agency 
transactions and involve offsetting principal transactions occurring at thetransactions, and involve offsetting principal transactions occurring at the 
same price
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Restrictions on Proprietary Trading

 Market making exemption – Desks must meet seven criteria to qualify; Market making exemption Desks must meet seven criteria to qualify; 
including:

• Regular or continuous quotes for purchase and sales of the position provided
• Revenues derived principally from fees, commissions, and spread
• Activities design not to exceed reasonably expected near-term customer demand
• Compensation design should not reward proprietary risk taking, though effective 

management of principal risk can be rewarded

 Transactions that are traditional market making activities although they do 
not involve customer interaction or hedging, such as building an inventory of 
positions in anticipation of customer flow, are contemplated.  In addition, p p , p ,
block positioning, the practice of acquiring large long or short positions from 
or for customers from time to time, is also specifically referred to as a bona 
fide market-making activity, despite not meeting the technical definition of 
market making set out in the regulations because block positioners do notmarket making set out in the regulations because block positioners do not 
quote continuous two-sided markets
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Restrictions on Proprietary Trading

 Compliance framework for trading desks that meet the market Compliance framework for trading desks that meet the market 
making criteria:

• Tiered regime based on size of trading operations
• For largest participants, quantitative data must be monitored and reported to the o a ges pa c pa s, qua a e da a us be o o ed a d epo ed o e

regulators
• 17 metrics in broad categories of risk, revenue-to-risk, revenue, customer 

interaction, and spreads
• Metrics to be calculated daily and reported monthly• Metrics to be calculated daily and reported monthly
• Calculation to take place at trading unit, intermediate division, and across trading 

operations

 Hedging exemptionHedging exemption
• Generally hedges must correlate to the targeted risk, and many not give rise to 

risks that are not also hedged
• The rule lays out seven specific requirements that must be met, including 

ti i f th h d t i t i l ti d iti ti fcontinuous review of the hedge to maintain correlation and mitigation of any new 
exposure

• Portfolio, dynamic, and anticipatory hedges are permitted
• There are documentation requirement for hedges that present heightened 
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Restrictions on Proprietary Trading

 Underwriting exemption Underwriting exemption
• Available for purchases and sales in connection with a  distribution for 

which the banking entity acts as an underwriter
• Exemption generally follows the statute though the Rule sets out sevenExemption generally follows the statute, though the Rule sets out seven 

criteria that must be met
• Distribution and Underwriter definitions follow Regulation M and look to 

the presence of special selling efforts to establish that an underwriting is 
taking place

• Unsold allotments and stabilization are contemplated
 Extraterritorial Reach and Offshore exemption

• Available for the offshore operations of non-US headquartered banks
• Foreign banks may apply for an exemption but only if no party to the trade 

is a US resident and execution of the trade being wholly outside the US
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Restrictions on Proprietary Trading

 Backstop provisions Backstop provisions
• Transactions that otherwise meet the conditions for exemption may 

nevertheless be prohibited if they present a material conflict of interest or 
involve a high risk asset or trading strategyg g gy

• Material conflict of interest may be mitigated in most circumstances 
through disclosure or informational barriers

 Negative Impact on Market Liquidityg p q y
• December 2011, Oliver Wyman study regarding impact of an overly 

restrictive implementation of the proprietary trading ban on the U.S. 
corporate bond market which found any meaningful reduction in liquidity 

ld h i ifi t ff t f i t d t icould have significant effects for investors and corporate issuers:
• Cost investors between $90 - $315 billion on mark-to-market loss in value 

of existing holdings and an additional $1 - $4 billion in annual transaction 
costs in the form of wider bid-offer spreads.

• Cost corporate issuers between $12 - $43 billion per annum in borrowing 
costs.
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Restrictions on Hedge Funds and Private 
Equity Activities
 Regulations prohibit ownership interests in covered funds by banking Regulations prohibit ownership interests in covered funds by banking 

entities
• “Covered funds” are funds that would require registration under the 

Investment Company Act, but for exemptions under 3(c)(1) “100 personInvestment Company Act, but for exemptions under 3(c)(1) 100 person 
test” or 3(c)(7) “qualified purchaser test” which also includes commodity 
pools and similar foreign funds (a fund that would be a covered fund if 
organized or offered in the US)

• The Rule excludes joint ventures, acquisition vehicles, and loan 
securitization vehicles

• Fund of funds is included in the definition of covered fund, but neither the 
fund nor any entity controlled by the fund is a banking entityfund nor any entity controlled by the fund is a banking entity

 Ownership interests include equity, derivatives, and equity-like debt, 
but excludes carried interest and investments by employees andbut excludes carried interest and investments by employees and 
directors actively involved in the fund
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Restrictions on Hedge Funds and Private 
Equity Activities
 There are exemptions for asset management permitting banking There are exemptions for asset management permitting banking 

entities to take or retain a 3% or lower de minimis investment, 
hedging and offshore fund investments by non-US headquartered 
banks. Backstop provisions described under the proprietary tradingbanks.  Backstop provisions described under the proprietary trading 
restrictions also can preclude fund investments that are otherwise 
permitted.

 The Fed limits on transactions between a Federal Reserve member 
bank and its affiliates contained in Section 23A of the Federal  
Reserve Act have been expanded to what is referred to as “SuperReserve Act have been expanded to what is referred to as Super 
23A”.  While 23A limits the aggregate amount of credit exposure a 
member bank can have to its affiliates, “Super 23 A” prohibits loans, 
extensions of credit and other similar transactions between a banking 
entity and a covered fund that it advises, sponsors, manages, 
organizes or offers.
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Restrictions on Hedge Funds and Private 
Equity Activities
 Super 23A contains an exception for prime brokerage transactions Super 23A contains an exception for prime brokerage transactions 

that meet certain conditions.  Prime brokerage is defined to include 
custody, clearance, securities borrowing or lending services, trade 
execution, or financing, and data operational, and portfolioexecution, or financing, and data operational, and portfolio 
management support.  

 Section 23B of the Federal Reserve Act requires that transactions Section 23B of the Federal Reserve Act requires that transactions 
between a Federal Reserve member bank and an affiliate must be on 
prevailing terms for comparable transactions
• It applies to transactions (including prime brokerage) between bankingIt applies to transactions (including prime brokerage) between banking 

entities and covered funds they advise, sponsor, manage, organize or 
offer.
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Paul Volker’s Reaction

“I don’t like it, but there it is… I’d write a much simpler bill.  I’d love to 
see a four-page bill that bans proprietary trading and makes the 
board and chief executive responsible for compliance And I’d haveboard and chief executive responsible for compliance.  And I d have 
strong regulators.  If the banks didn’t comply with the spirit of the bill, 
they’d go after them…If they think it’s too complicated, they have no 
one to blame but themselves”one to blame but themselves

Paul Volcker Volcker Rule Once Simple Now Boggles The New YorkPaul Volcker, Volcker Rule, Once Simple, Now Boggles, The New York 
Times, October 22, 2011
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