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]
Introduction

" Proposal. The Federal Reserve, FDIC, OCC, CFTC and SEC (the Agencies) Vice Chairman for
recently issued proposed changes to the Volcker Rule regulations. Supervision Quarles
stated, “| view this
" Proprietary trading. The proposal is weighted towards proprietary trading and proposal as an

: . . . . important milestone in
includes many amendments to the proprietary trading portion of the final rule adopted 5 ehensive Volcker

in December 2013 (Final Rule), as well as a large number of requests for comment. rule reform, but not the
completion of our work.

" Covered funds. The Agencies propose few amendments to the covered funds The proposal seeks
comment on a variety of

POI"[IOI’] of the Final Rule. Similar to the proprietary trading sgctlon, hpyvever, they P S )
include a large number of requests for comment about possible additional narrow to broad, and |
amendments. encourage views from

all sides to weigh in on
how the proposal can be

" Invitation to comment. The proposal includes extensive requests for comment, with R T

1,008 questions contained in 342 numbered groups. maintaining the safety
and soundness of firms
" Bipartisan Banking Act. The Agencies state in the preamble that they plan to and complying with

address the statutory amendments made by the Economic Growth, Regulatory Relief, fl\t/at“t.ory requirements.
e will genuinely listen

and Consumer Protection Act—otherwise known as the Bipartisan Banking Act—ina  to those comments and
separate rulemaking process. The Agencies make it clear that to the extent the recent take them into account
statutory amendments conflict with the existing and proposed Volcker Rule e formulate a final
regulations, the statutory amendments control with immediate effect.
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Guide to this Visual Memorandum

" This visual memorandum incorporates elements of Davis Polk’s flowcharts on the proprietary
trading and covered funds provisions of the Final Rule.

" Visual depictions of the proposed changes to the Final Rule and key requests for comment on the
Final Rule are shown by overlaying red dotted lines and grey boxes over our Final Rule flowcharts,
as depicted in the example below.

I Market Risk Capital Rule Test I
would be expanded to apply to
FBOs subject to home-country
I market risk capital requirements I
that are based on Basel standards

See slide 12 I

MarreT Risk CapitaL RuLE TEST

If the banking entity, or any affiiate of the banking
antity, is an insured deposstory inetitution, a bank
holding company or a savings and loan company that

capital rule, is the account used to purchase or sell

financial instruments that are both market risk
capital rule covered positions and trading
positions (or hedges of such posibons)?

I
|
I
|
| | s subject to the S, banking agencies' markst risk
|
|
|

" Following each visual depiction, we describe the proposed changes and requests for comment in a
more detailed narrative.

" Topics covered by the Final Rule flowcharts that are not addressed in this visual memorandum would
not be changed by the proposal.
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Il. Three-Tiered Classification of Banking
Entities
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Three-Tiered Classification System
Overview

" The proposal would classify banking entities into three tiers, to facilitate a more tailored application of compliance
program and certain proprietary trading requirements.

Trading Assets and Method of Calculating Trading Assets and Liabilities

Banking Entity Tier T
Liaslitiestinnesnolas U.S. BHCs Foreign Banking Organizations

Banking entity with significant Worldwide
trading assets and liabilities $10 billion or more consolidated Combined U.S. operations
(Significant TAL Banking Entity) basis
Banking entity with moderate - Worldwide $10 billion ceiling determined by combined U.S.
trading assets and liabilities Atleast $1 billion but 1= 0 ated operations ($1 billion floor determined on a
) _ less than $10 billion . : . .
(Moderate TAL Banking Entity) basis worldwide consolidated basis)
Banking entity with limited trading Worldwide
assets and liabilities Less than $1 billion consolidated Worldwide consolidated basis
(Limited TAL Banking Entity) basis

" Expected size of compliance tiers. The Agencies estimate that about 40 of the largest banking groups would
have either significant or moderate trading assets and liabilities, and that the rest would be classified as having
limited trading assets and liabilities.

" Statutory exemption. The Bipartisan Banking Act exempts from the Volcker Rule any insured depository
institution and any affiliate of an insured depository institution that meets (and is not controlled by a company that
does not itself meet) the following requirements: (i) total consolidated assets of $10 billion or less and (ii) total
trading assets and liabilities of 5% or less of total assets.
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Three-Tiered Classification System
Impact

" Impact. The proposal would tailor the application of the following The Agencies explain that

. . e L through tailoring, the
requirements based on the three-tiered classification system: “aim t% further rgeducg

) ) ) ) ) compliance obligations for
" compliance requirements for the market-making exemption (see slides 18,  small and mid-sized firms

20). that do not have large
=7’ trading operations and
= compliance requirements for the underwriting exemption (see slides 22, therefore reduce costs and
_ uncertainty faced by
ﬁ), smaller and mid-size firms
. . . .. . . . in complying with the final
| -
compliance requirements for the risk-mitigating hedging exemption (see Ul R G e
slides 25-29); and amount of trading activity.”
" general compliance program requirements (see slides 52-54). The Agencies state that in

their experience, “the
costs and uncertainty
faced by smaller and mid-
sized firms in complying
with the 2013 final rule can
be disproportionately high
relative to the amount of
trading activity typically
undertaken by these
firms.”
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Three-Tiered Classification System
Calculation Details

" Calculation methodology for trading assets and liabilities unchanged. The method of

calculating trading assets and liabilities generally would remain unchanged from the Final Rule. As
IS currently the case:

" obligations of or guaranteed by the United States or any agency of the United States would be
excluded; and

" the relevant measure would be calculated over the trailing four quarters.

" Combined U.S. operations. Where the TAL of the combined U.S. operations is relevant, an FBO or
a subsidiary of an FBO would be required to measure the trading assets and liabilities of the
combined U.S. operations of its top-tier FBO (including all subsidiaries, affiliates, branches, and
agencies of the FBO operating, located or organized in the United States).

" This is the same scope of combined U.S. operations as under the Final Rule.

" The proposal clarifies that a U.S. branch, agency or subsidiary of an FBO would be deemed to
be located in the United States for this purpose, but the FBO that operates or controls that
branch, agency or subsidiary would not be considered to be located in the United States solely
by virtue of operating or controlling the U.S. branch, agency or subsidiary.
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Ill. Proprietary Trading
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* |s a banking entity trading?

IS A BANKING ENTITY ENGAGED IN PROPRIETARY TRADING

UNDER THE VOLCKER RULE?

= Does the activity or transaction involve a purchase or sale of one or more

financial instruments?

= |s the entity trading as principal for a trading account?
» Is an exclusion from proprietary trading available?

o ——————

IS THE TRADING PERMITTED UNDER THE VOLCKER RULE?

Market Making-Related
Activities

Underwriting Activities
Risk-Mitigating Hedging
Activities

Trading in Government Obligations
Trading on Behalf of Customers
Trading by a Regulated Insurance
Company

Trading Activities of Foreign Banking
Entities Outside the United States

IS THE ACTIVITY PRECLUDED BY A BACKSTOP PROHIBITION?

Does the activity:
Involve or result in a material conflict of interest between the banking
entity and its clients, customers or counterparties?

Result in a material exposure by the banking entity to high-risk assets

or trading strategies?

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

financial stability?

» definition of trading |
account (see slides 11— I
13); and |

e exclusions from definition |
of proprietary trading (see

slides 14-15). I
I _________ -

/

Lo = — — 1

I
| | Proposes changes to
’ | exemptions for:

Y |  market making-related
activities (see slides 18—
21);

|
|
|

o I

* underwriting activities |
(see slides 22-24);

» risk-mitigating hedging I
activities (see slides 25— |
29); and |

|
|
|

e trading activities of FBOs
outside the United States
(TOTUS) (see slides 30—
32).

Davis Polk

10



Definition of Trading Account
Current Definition and Overview of Proposed Amendments

s s T T e T
Would add new Agency authority to T T T T
- — — | designate atransaction, on a case-by-case | | Market Risk Capital Rule Test |
. basis, as either for or not for the trading | would be expanded to apply to
| would replace Purpose Test with | | account | FBOs subject to home-country |
| Accounting Test; would add new | | | market risk capital requirements |
presumption of compliance under _ | | that are basdedénn Basel
/ Absolute P&L Test | ] See slide 12 | standards |
/ I | See slide 12 |
/ | See slides 12-13 | I——————-‘————'
| Does the \
I activity meet \
any of the I
I following |
—J ———— — —— ——— — I
/ - \\ |
STATUS TEST —_————— —_—————
( PURPOSE TEST | — / \
Regardless of purpose, does the banking entity meet
I Is the account* used to purchase or sell one or more | either of the following descriptions? { l
I financial instruments principally for the purpose of any of I | MARKET Risk CAPITAL RULE TEST I
the following? = The banking entity is licensed or registered to
| I engage in the business of a dealer, a swap dealer, I I
=  Short-term resale or a security-based swap dealer (or required to If the banking entity, or any affiliate of the banking
I = Benefitting from actual or expected short-term price | be). I entity, is an insured depository institution, a bank |
I movements *  The banking entity engages in the business of a holding company or a savings and loan company that
=  Realizing short-term arbitrage profits IOR dealer, swap dealer or security-based swap dealer OR I is subject to the U.S. banking agencies’ market risk |
| =  Hedging one or more such positions I outside of the United States. | capital rule, is the account used to purchase or sell I
financial instruments that are both market risk
I | AND capital rule covered positions and trading I
I A rebuttable presumption that a trade is for a trading | I positions (or hedges of such positions)?
account arises if the banking entity: The financial instrument is purchased or sold in
I =  holds the instrument for fewer than 60 days, or connection with the activities that require the banking \ ,,
L substantially transfers its risk within 60 days. I entity to be licensed/registered as a dealer or are in V4
\ / connection with the activities of such business outside the ~N—_——————
\ United States, as relevant.
N
~N - - - Y
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Definition of Trading Account
Proposed Amendments: Overview

" The Agencies propose making the trading account tests more objective by:

= eliminating the Purpose Test, including the 60-day rebuttable
presumption;

" introducing a new Accounting Test, under which the purchase or sale
of a financial instrument is for the trading account if it is recorded at fair
value on a recurring basis under applicable accounting standards;

" retaining the Status Test without modification; and

" expanding the Market Risk Capital Rule Test by applying it to FBOs
subject to home-country market risk capital requirements that are based
on Basel standards.

" The Agencies propose adding a reservation of authority that would allow
an Agency to determine on a case-by-case basis that a purchase or sale of a
financial instrument is or is not for the trading account.

" An Agency using this authority to determine that a transaction is for the
trading account would need to provide the banking entity with a written
notice and explanation of such determination and an opportunity to
respond.

Impact of the Accounting Test

unclear. Banking entities will need

to analyze their portfolios to

determine the impact of replacing

the Purpose Test with the

Accounting Test.

= The preamble states that
financial instruments recorded at
fair value on a recurring basis
generally include but are not
limited to derivatives, trading
securities and available-for-sale
securities.

= The Agencies asked, among
other questions, whether there
are differences in the application
of IFRS and GAAP that they
should consider, whether the
proposal could incentivize
banking entities to modify their
accounting treatment of certain
financial instruments, and
whether they should include all
financial instruments that are
recorded at fair value (e.g.,
available-for-sale securities, all
derivatives) or whether the scope
should be narrowed.

Davis Polk .




Definition of Trading Account
Proposed Amendments: Presumption of Compliance

" For trading desks that are not subject to the Status Test or the Market Risk Capital Rule Test, the proposal
would introduce a presumption of compliance with the proprietary trading provisions.

The presumption would be available where a trading desk has a rolling 90-day Absolute P&L that
does not exceed $25 million.

Rolling 90-day Absolute P&L would be the sum of the absolute values of the daily net gain or loss on
the trading desk’s portfolio of financial instruments, reflecting realized and unrealized gains and losses
each business day since the previous business day, based on the banking entity’s fair value for such
financial instruments, aggregated over the preceding 90-calendar-day period.

A trading desk that operates under this presumption and exceeds the $25 million rolling 90-day
Absolute P&L threshold would be required to promptly notify the appropriate Agency and demonstrate
that the trading desk complies and will maintain compliance with the Volcker Rule’s proprietary trading
provisions.

The preamble states that the presumption is not intended to be a safe harbor from the prohibition on
proprietary trading.

An Agency would be able to rebut this presumption by providing written notice to the banking entity.

Davis Polk -



Exclusions from the Definition of Proprietary Trading
Current Exclusions and Overview of Proposed Amendments

REPO AND REVERSE REPO

Does the
purchase or sale

Repo or reverse repo pursuant to which the banking entity has simultaneously agreed, in

writing, to both purchase and sell a stated asset, at a stated price and on stated dates or on
meet any of the

following criteria? demand with the same counterparty. | Would be expanded to .|
SECURITIES LENDING | include physically-settled I
Securities lending transaction in which the banking entity lends or borrows a security FX derivatives
temporarily to or from another party pursuant to a written securities lending agreement under I
which the lender retains the economic interests of an owner of such security, and has the ) I
right to terminate the transaction and to recall the loaned security on terms agreed by the I .
parties. See slide g I
—_—— —— ——— —
r LiquiDiTY MANAGEMENT PLAN l I
Purchase or sale of a security for the purpose of liquidity management in accordance with a . — — — — — —
I documented liquidity management plan of the banking entity. I_

— — — — — — — — — — — — — —

_DCFCLETQMFAGENCY TRANSACTIONS
By a banking entity that is a derivatives clearing organization or a clearing agency in
connection with clearing financial instruments.

LIMITED CLEARING MEMBER ACTIVITIES

By a banking entity that is a member of a clearing agency, derivatives clearing organization
or designated financial market utility, in specified circumstances.

SATISFY AN EXISTING DELIVERY OR LEGAL OBLIGATION
To satisfy:
=  an existing delivery obligation of the banking entity or its customers, including to
prevent or close out a failure to deliver.
= an obligation of the banking entity in connection with a judicial, administrative, self-
regulatory organization or arbitration proceeding.

ACTING AS AGENT, BROKER OR CUSTODIAN
Acting solely as agent, broker or custodian.

EMPLOYEE COMPENSATION PLANS
Through a deferred compensation, stock-bonus, profit-sharing or pension plan of the

banking entity that is established in accordance with the law of the United States or a foreign — — — — — — — —
sovereign, if the purchase or sale is made directly or indirectly by the banking entity as trustee I Would add new error
for the benefit of persons who are or were employees of the banking entity. i luSi
raaes excliusion
DEBT PREVIOUSLY CONTRACTED I
In the ordinary course of collecting a debt previously contracted in good faith, provided that the | I
banking entity divests the financial instrument as soon as practicable, and does not retain such S lide 15 I
investment for longer than the period permitted by its primary regulatory agency. eesliae 1o
——— — — — — —

(” ERROR TRADES N\
I Made in error by a banking entity in the course of conducting a permitted or excluded activity or ‘ I

is a subsequent transaction to correct such an error, and the erroneously purchased (or sold) -

l financial instrument is promptly transferred to a separately-managed account for disposition.

e — — — — — — — — — — — — — — — — — — —

Davis Polk y




Exclusions from the Definition of Proprietary Trading
Proposed Amendments

" Eligibility of physically-settled FX derivatives for liquidity management exclusion. The proposal
would expand the liquidity management exclusion, currently available only for securities, to include
physically-settled FX forwards and FX swaps, and physically-settled cross-currency swaps, subject to the
requirements of the Final Rule’s liquidity management exclusion.

" Addition of error trade exclusion. The Agencies propose adding an exclusion for a purchase or sale by a
banking entity made in error in the course of conducting a permitted or excluded activity and a subsequent
transaction to correct such an error.

" The erroneously purchased or sold financial instrument would be required to be transferred promptly to
a separately-managed trade error account for disposition.

" The Agencies state that the separately-managed trade error account should be monitored and
managed by personnel independent from those who made the error, and the banking entity should be
required to monitor and manage trade error corrections and accounts.

Davis Polk -



Definition of Trading Desk

Current Definition and Overview of Requests for Comment on Potential Amendments

I Agencies request comment
| on potential changes to the
/I definition of trading desk

/| |

/ L See slide 17

| e

I

I

———— e — e —
([ =~ )
| The smallest discrete unit of organization of a banking entity |
| that purchases or sells financial instruments for the trading |
| account of the banking entity or its affiliates. Trading desk |
TRADING DESK |\ J does not capture multiple levels in the organization. >/,

In order to perform market making analysis, a firm must
first identify all relevant trading desks that may be ready
to engage in permitted market-making activities.

Davis Polk y



Definition of Trading Desk

Requests for Comment on Potential Amendments to Existing Definition

" Suggested definition. The preamble requests comment on the definition and suggests redefining trading
desk as a unit of organization of a banking entity that purchases or sells financial instruments for the
trading account of the banking entity or another entity and that is:

" structured by the banking entity to establish efficient trading for a market sector;

" organized to ensure appropriate setting, monitoring and management review of the desk’s trading and
hedging limits, current and potential future loss exposures, strategies, and compensation incentives;
and

" characterized by a clearly-defined unit of personnel that typically:
= engages in coordinated trading activity with a unified approach to its key elements;
= operates subject to a common and calibrated set of risk metrics, risk levels and joint trading limits;
= submits compliance reports and other information as a unit for monitoring by management; and

" books its trades together.

Davis Polk .



Market Making-Related Permitted Activity

Current Exemption and Overview of Proposed Amendments

I Would establish

~— - T T T T TN

CUSTOMERS OR COUNTERPARTIES

presumption of I

I rebuttable I { REASONABLY EXPECTED NEAR TERM DEMANDS OF CLIENTS, \
Is the aCt'V_'ty I RENTD based ‘On Are the amount, types and risks of the financial instruments I Is the banking Are the compensation
market making- | compllan ce with I I in the trading desk’s market-maker inventory designed not entity licensed arrangements of
related? internal risk limits to exceed, on an ongoing basis, the reasonably expected I or registered to persons performing the
I I near term demands of clients, customers or ES engage in YES market making-related
counterparties (as described on the following slide), based r g market-making activities designed not to
I X I I on: activity in reward or incentivize
See slide 19 = The liquidity, maturity and depth of the market for the I accordance with prohibited proprietary
= — — —\— 4 I relevant types of financial instruments; and applicable law? trading?
DOES THE RELEVANT TRADING DESK* ROUTINELY STAND - = Demonstrable analysis of specified factors? (See ,
READY, AND IS IT WILLING AND AVAILABLE? \ following slide for further detai!.) /, NO NO YES

Market-maker inventory means all of the positions in the
financial instruments for which the trading desk stands
ready to make a market in accordance with this permitted

Routinely stand ready

Does the trading desk that establishes and manages

_ N activity, that are managed by the trading desk, including the ACTIVITY IS NOT A PERMITTED
the financial exposure routinely stand ready to trading desk’s open positions or exposures arising from MARKET MAKING-RELATED
purchase and sell financial instruments related to YES open transactions. ACTIVITY
its financial exposure? TO
BOTH
Financial exposure means the aggregate risks of >
one or more financial instruments and any Market making-related hedging conducted or directed by

associated loans, commodities, or foreign exchange the same market-making trading desk does not need to —_—————

or currency, held by a banking entity or its affiliate separately comply with the risk-mitigating hedging

and managed by a particular trading desk as part of permitted activity. Instead, market making-related hedging To the extent that it
the trading desk’s market making-related activities. may be addressed by the market-making compliance has exceeded any

program and controls. limits, has the trading

desk taken action to

AND

—_————

NO - o | .
= a bring itself back into
Willing and available compliance with the
Is the trading desk willing and available to quote, / I:;::;Ss;;:{::::;?era:
purchase and sell, or otherwise enter into long and NO \ ’

short positions in those types of financial
instruments for its own account in commercially
reasonable amounts and throughout market
cycles on a basis appropriate for the liquidity,
maturity and depth of the market for the relevant
types of financial instruments?

YES

Has the banking entity established,
and does it implement, maintain and enforce,
an internal compliance program that is
reasonably designed to ensure compliance?

L=<
m
w

r——-
I
I
I
I
I
L
-

NOTO

EITHER

ACTIVITY IS NOT A PERMITTED MARKET MAKING-

Activity may be a permitted
market making-related activity.

Metrics required if
trading asset and liability
threshold met.

RELATED ACTIVITY

(
I
I
-NO - I
I
I
I
I

——— —

_—1——_/

N —
| Would only
apply if a
~I Significant
I TAL Banking
Entity

/I See slide 20 |

/I—————
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.|
Market Making-Related Permitted Activity

Proposed Amendments

" Presumption of RENTD based on compliance with internal risk limits. The proposal would create a
presumption that a banking entity is in compliance with the statutory requirement that permitted market-
making activities are designed not to exceed RENTD if it conducts such activities in compliance with
internal risk limits.

" The internal risk limits would be required to be “designed not to exceed the [RENTD] of clients, customers or
counterparties, based on the nature and amount of the trading desk’s market making-related activities, on the:

= amount, types and risks of its market-maker positions;

= amount, types and risks of the products, instruments and exposures the trading desk may use for risk
management purposes;

= level of exposures to relevant risk factors arising from its financial exposure; and
= period of time a financial instrument may be held.”

" There is no mandated analysis a banking entity would be required to follow for establishing internal risk limits;
however, the limits would be subject to Agency review to assess whether they are designed not to exceed the
RENTD of “clients, customers or counterparties” (the definition of which would remain unchanged).

" RENTD analysis. The proposal would remove the requirement to set RENTD limits in accordance with a
demonstrable analysis of historical demand, current inventory of financial instruments, and market and
other factors regarding the amount, types and risks of or associated with financial instruments in which the
trading desk makes a market, including through block trades.

Davis Polk .



Market Making-Related Permitted Activity

Proposed Amendments

" Supervision. A banking entity’s internal risk limits would be subject to ongoing supervisory review and
oversight by the appropriate Agency.

" Risk limit breach and limit increase reporting. The proposal would require a banking entity using
internal risk limits to promptly report breaches of and permanent and temporary increases to those limits to
the appropriate Agency.

" Agencies retain ability to rebut presumption. An Agency would be able to rebut the presumption of
compliance for market-making activities by providing written notice if it determined that a trading desk was
engaging in activity that was not based on the trading desk’s RENTD on an ongoing basis.

" Tailored compliance program for Moderate and Limited TAL Banking Entities. Although the preamble
makes clear that all banking entities would still be required to comply with the rule, the proposal seeks to
tailor the market-making exemption’s compliance program requirements by making them mandatory only
for Significant TAL Banking Entities.

= Significant TAL Banking Entities would be required, as under the Final Rule, to establish, implement,
maintain and enforce a comprehensive internal compliance program to rely on the market-making
exemption.

" For Moderate and Limited TAL Banking Entities, the proposal would provide more flexibility in how the
compliance requirements of this exemption are satisfied, including whether to take the steps necessary
to rely on the internal risk limit presumption of compliance with the RENTD requirement.

Davis Polk .




.|
Market Making-Related Permitted Activity

Requests for Comment

" Loan-related swaps. The preamble discusses the treatment of swaps entered into by a banking entity in
connection with a loan to a customer where the banking entity immediately offsets the swap with a third
party (loan-related swaps). The Agencies note various challenges in fitting this activity within the market-
making exemption and ask whether market making is the appropriate exemption for this activity or whether
loan-related swaps either should be excluded from the definition of proprietary trading or exempted through
a new permitted activity.

" Trading between affiliated trading desks. While not making any concrete proposals, the Agencies
recognize the interpretive challenges under the market-making exemption for trades within a banking entity
or among affiliates and, in particular, whether a trading desk may treat an affiliated trading desk as a client,
customer or counterparty for purposes of the RENTD requirement; and whether and under what
circumstances one trading desk may undertake market-making risk management activities for one or more
other trading desks. The preamble requests comment on how several scenarios should be treated under
the market-making exemption, including:

" transfer of a portion of risk from one market-making desk to another desk that may or may not
separately engage in market making-related activity;

" swaps entered into between two affiliated market-making desks within their applicable limits; and

" hedging by an affiliated desk on behalf of a market-making desk.

Davis Polk .



Underwriting Permitted Activity

Current Exemption and Overview of Proposed Amendments

———————————~

Is the banking entity acting as an underwriter (
for a distribution of securities and is the Are the amount and type of the securities in the I
trading desk’s underwriting position related to | trading desk’s underwriting position designed not to I Are the compensation
this distribution? exceed the reasonably expected near term arrangements of persons
Thdarwrtor YES_ I N demands of clients, customers or counterparties? I angg:;rgzgézzdu:til:rt\:r:irxgard
CEUCELIVMA - Aperson who has agreed with an issuer | [m=enceicn Settanddoes A RIna et | | e ficanlives ionied
underwriting? or selling sscurlty holdes to puichass I time required to carry out a distribution ma Iva -
securities, engage in a distribution of ; L q ry Y vary. I
securities, or manage a distribution of NS \ ; / —
securities on behalf of the issuer/selling N’O 7— —_——
security holder.
. A person who participates or agrees to / YE S
——————_—— participate in a distribution for or on |
Would establish I_ behalf of the issuer/selling security holder. / -
I oruebuettsaﬁl eIS e, [ ——t Are reasonable efforts made to sell or
o I Distribution otherwise reduce the underwriting h 4
I presumption of position within a reasonable period, J Is the banking entity
| RENTI:_) based on I «  An offering of securities, whether or not taking into account the liquidity, maturity YES licensed or registered to
compllance with subject to registration under the and depth of the market _for?the relevant NO engage in the undenertlrIg
I internal risk limits I Securities Act of 1933, that is type of security? activities |n. accordance with
eti i " : applicable law?
distinguished from ordinary trading Pp!
I I transactions by the presence of special [
q I selling efforts and selling methods, or NO
| Would CIarIfy‘ e  An offering of securities made pursuant to |
RENTD formulation I an effective registration statement under NO YES
| the Securities Act of 1933. |
I X I ACTIVITY IS NOT A PERMITTED .
L See slide 23 ndareiiingoaitsn L T, — — — — — — — — —

The long or short positions in one or more
securities held by a banking entity or its
affiliate, and managed by a particular trading
desk, in connection with a particular
distribution of securities for which such
banking entity or affiliate is acting as an

[
I
I
underwriter. N I
I
I
I
I

\
Has the banking entity established, I
and does it implement, maintain, and enforce,
an internal compliance program that is I Activity may be
reasonably designed to ensure compliance? a permitted
- YES ——I—p underwriting

activity.

I_Would apply only if I
I a Significant TAL

|
| Banking Entity

Metrics required if
trading asset and liability
threshold met.

See slide 24

=4 \
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Underwriting Permitted Activity

Proposed Amendments

" RENTD standard clarified. The proposal would clarify that, in determining RENTD for purposes of the
underwriting exemption, banking entities would be permitted to take into account the liquidity, maturity and
depth of the market for the relevant type of the security, matching the existing formulation of RENTD for the
market-making exemption.

" Presumption of RENTD based on compliance with internal risk limits. Similar to the proposed market-
making exemption, the proposal would create a presumption that a banking entity is in compliance with the
statutory requirement that permitted underwriting activities are designed not to exceed RENTD if it
conducts such activities in compliance with internal risk limits.

" The internal risk limits would be required to be “designed not to exceed the [RENTD] of clients,
customers or counterparties, based on the nature and amount of the trading desk’s underwriting
activities, on the:

= amount, types and risk of its underwriting position;
= |evel of exposures to relevant risk factors arising from its underwriting position; and
= period of time a security may be held.”

" There is no mandated analysis a banking entity would be required to follow for establishing internal risk
limits; however, the limits would be subject to Agency review to assess whether they are designed not
to exceed the RENTD of “clients, customers or counterparties” (the definition of which would remain
unchanged).
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Underwriting Permitted Activity

Proposed Amendments

" Supervision. A banking entity’s internal risk limits would be subject to ongoing supervisory review and
oversight by the appropriate Agency.

" Risk limit breach and limit increase reporting. The proposal would require a banking entity using
internal risk limits to promptly report breaches of and permanent and temporary increases to those limits to
the appropriate Agency.

" Agencies retain ability to rebut presumption. An Agency would be able to rebut the presumption of
compliance for underwriting activities by providing written notice if it determined that a trading desk was
engaging in activity that was not based on the trading desk’s RENTD on an ongoing basis.

" Tailored compliance program for Moderate and Limited TAL Banking Entities. Although the preamble
makes clear that all banking entities would still be required to comply with the rule, the proposal seeks to
tailor the underwriting exemption’s compliance program requirements by making them mandatory only for
Significant TAL Banking Entities.

= Significant TAL Banking Entities would be required (as under the Final Rule) to establish, implement,
maintain and enforce a comprehensive internal compliance program to rely on the underwriting
exemption.

" For Moderate and Limited TAL Banking Entities, the proposal would provide more flexibility in how the
compliance requirements of this exemption are satisfied, including whether to take the steps necessary
to rely on the internal risk limit presumption of compliance with the RENTD requirement.
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Risk-Mitigating Hedging Permitted Activity | ot
Current Exemption and Overview of Proposed Amendments | “Program :
_Wald__l /__——__——_1 See slides I
simplify | ACTIVITY IS NOT A PERMITTED RISK- I 26-29 |
Is rtlhz a_ctivity reqhuei?grlnngnts | MITIGATING HEDGING ACTIVITY — 11T
rdging ¢ Has the banking entity established,

and does it implement, maintain, and

No I
See slides I enforce, an internal compliance program I
26-29 I that is reasonably designed to ensure I
- Is the purchase or sale subject to continuing review, compliance? I
— — — w— £ - .
_'\ monitoring and management by the entity? YES I I
N
RELATIONSHIP TO RISKS I N The review, monitoring and management must: I Metrics required if I I
Risk-mitigating hedging activities are permitted if " Beconsistent with vyritten hedging policies‘and trading asset and liability I }
conducted in connection with and related to I \,—Procedures as required by the final requlations. I threshold met.
individual or aggregated positions, contracts or I * | Be designed to and demonstrably reduce or I /
other holdings of the banking entity and if designed Otherwise significantly mitigate specific, J I YES
to reduce the specific risks to the banking entity I 'r:"z_“ﬁf'm‘: Ts-fh_z‘ ﬁelop ov@m?ﬂ'og:_ﬂ e I v I /
in connection with and related to such positions, el eling pelsmiiEs A i sl ehrilts 3
e |
contracts and other holdings of the banking entity,
Is the hedging acti\mt_de__sign@o reduceor___ s based upon the relevant facts and circumstances. Additional documentation is required for any purchase or I
otherwise significgntly mlt!qate and glgmonstrably ) = Require ongoing recalibration of the hedging I sale of a financial instrument made in reliance on this
reduces or o_therwnse significantly mitigates oneor activity by the banking entity to ensure that the I permitted activity if the purchase or sgzlfe: ) I
‘MDFé'EpmlglﬂeMMaWrm éTISI'ng'IT'I' ] hedging activity is not prohibited proprietary = s not_es_tabllshed by t_he specific tradlqg desk I
connection with and re_lated to |dent|ﬁeq positions, trading. I establishing or responsible for the underlying
caontracts or other holdings of the banking entity, positions, contracts, or other holdings the risk of I
based upon the facts and circumstances of the which the hedging activity is designed to reduce;
identified underlying and hedging positions, contracts Nt) I = Is established by the specific trading desk I
or other holdings and the risks and liquidity of these | I establishing or responsible for the underlying
positions? positions, contracts, or other holdings the risks of
The specific, identified risks may include, among Are the I which t:fe pUIEhERes Of S?Ies fire drslanes i mducs, I
e compensation At the inception of but is effected th.rough a financial |ns.trument, I
_ arrangements of the hedge, does it I exposure, technique or strategy that is not
. Market risk persons performing give rise to specifically identified in the trading desk’s specific I
- Counterparty or F:redit risk ) YES B the hedging activity YES » significant new or I risk mitigating hedging policies and proggdures; or
. Currency or f(.)relgn exchange risk designed not to additional risk that ] Is established t_o hedge aggregated positions across l
- Interest rate risk reward or incentivize is not itself hedged \ two more trading desks.
- Commodity price risk proprietary risk- contemporaneously? N /
T Bemermk taking? ~————— -~
ny similar risks YES NO
This requirement must be met both at the inception |
of the hedging activity and when any adjustments NO YES
are made. ‘
v
Additional Activity may be a
ACTIVITY IS NOT A PERMITTED RISK- docum’;ﬁ;‘:ﬁon - permitted risk-
NO MITIGATING HEDGING ACTIVITY required mitigating hedging
' 2 activity.
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Risk-Mitigating Hedging Permitted Activity

Proposed Amendments

" Tailored and simplified compliance program. The proposal would require Significant TAL Banking Entities to
satisfy compliance requirements generally similar to the Final Rule, although it would remove some existing
requirements; it would require Moderate and Limited TAL Banking Entities to comply with a much simpler set of
compliance requirements. The table below, which continues on the next three pages, summarizes the proposed
changes.

Requirement Final Rule Proposal

» Applies to all banking entities
- Includes a requirement for analysis *  Would apply to Significant TAL Banking Entities only

and independent testing designed to | © As reflected in the blackline below showing proposed changes to rule text

ensure that positions, techniques (8__.5(b)(1)(i)(C)), would eliminate:
and strategies that may be used for » “Demonstrably” in analysis and independent testing requirement
o o hedging may reasonably be - Correlation analysis requirement
Estabhdsh, |fmplemer_1t,t maw;tam expected to demonstrably reduce or
and enforce an internal o o
otherwise significantly mitigate the
compliance program reasonably TR g. i y 9 - (#HC) The conduct of analysis-ncluding-correlation-analysis;
designed to ensure compliance specific, identifiable risk(s) being and independent testing designed to ensure that the positions,
with the exemption hedged techniques and strategies that may be used for hedging may
 Includes a requirement for reasonably be expected to demonstrably reduce or otherwise
correlation analysis that significantly mitigate the specific, identifiable risk(s) being
demonstrates that hedging activity hedged—and—suel%elaﬂenanalysu&demens&ates%haﬁhe
demonstrably reduces or otherwise
significantly mitigates the specific,

identifiable risk(s) being hedged

Conduct risk-mitigating hedging
activity in accordance with written
policies, procedures and internal

controls

Davis Polk .
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Risk-Mitigating Hedging Permitted Activity

Proposed Amendments

Requirement Final Rule

Proposal

*  Would apply to all banking entities

« As reflected in the blackline below showing proposed changes to rule text
(8__.5(b)(1)(ii)(B)), would eliminate the requirement for the hedging
position to demonstrably reduce or otherwise significantly mitigate one or
more specific, identifiable risks

At inception and when any
adjustments are made, design
hedging position to reduce or
otherwise significantly mitigate

one or more specific, identifiable
risks

» Applies to all banking entities

Also includes a requirement for the
hedging position to demonstrably
reduce or otherwise significantly
mitigate one or more specific,
identifiable risks

(4B) At the inception of the hedging activity, including, without
limitation, any adjustments to the hedging activity, is designed
to reduce or otherwise significantly mitigate and-demonstrably
reduces-or-otherwise-significanthymitigates-one or more
specific, identifiable risks, including market risk, counterparty or
other credit risk, currency or foreign exchange risk, interest rate
risk, commodity price risk, basis risk, or similar risks, arising in
connection with and related to identified positions, contracts, or
other holdings of the banking entity, based upon the facts and
circumstances of the identified underlying and hedging
positions, contracts or other holdings and the risks and liquidity
thereof;

At inception, hedging position
must not give rise to significant
new or additional risk that is not

itself hedged contemporaneously

Applies to all banking entities

Would apply to Significant TAL Banking Entities only
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Risk-Mitigating Hedging Permitted Activity

Proposed Amendments

Requirement Final Rule Proposal

*  Would apply to Significant TAL Banking Entities only

« As reflected in the blackline below showing proposed changes to rule text
(8__.5(b)(1)(i))(D)(2)), would eliminate the requirement for review,
monitoring and management to demonstrably reduce or otherwise
significantly mitigate one or more specific, identifiable risks

Hedaing activity must be subiect (ivD) Is subject to continuing review, monitoring and

to cgnti%]uing ré’view monitorling _ . N management by the banking entity that:

and management by the banking | Applies to all banking entities (B2) Is designed to reduce or otherwise significantly mitigate
entity and-demonstrablreduces-orotherwise-significanthmitigate

the specific, identifiable risks that develop over time from the

risk-mitigating hedging activities undertaken under this section

and the underlying positions, contracts, and other holdings of

the banking entity, based upon the facts and circumstances of

the underlying and hedging positions, contracts and other

holdings of the banking entity and the risks and liquidity thereof;

Hedging activity must be subject
to ongoing recalibration to ensure *  Would apply to all banking entities, but ongoing recalibration would only be

it satisfies requirements of * Applies to all banking entities required “as appropriate” for Moderate and Limited TAL Banking Entities
exemption

Compensation arrangements of
persons performing hedging
activity must be designed not to + Applies to all banking entities *  Would apply to Significant TAL Banking Entities only
reward or incentivize prohibited
proprietary trading
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Risk-Mitigating Hedging Permitted Activity

Proposed Amendments
Requirement Final Rule Proposal
*  Would apply to Significant TAL Banking Entities only
Create and retain additional *  Would add exception from additional documentation requirement when a
documentation if hedging activity trading desk is engaging in hedging activities that are commonly entered
involves one or more scenarios « Applies to all banking entities into by the banking entity, provided that the hedging activities are in
specified in the rule triggering instruments on a pre-approved list and subject to pre-approved limits
heightened requirements appropriate for the particular common hedging activity, and provided that
other specified conditions in the proposed rule are satisfied

Davis Polk .



TOTUS Permitted Activity

Current Exemption and Overview of Proposed Amendments

Is the activity
permitted for
foreign banking

entities?

CHARACTERISTICS OF
THE FOREIGN BANKING ENTITY

Is the entity organized, or directly or indirectly
—— controlled by a banking entity that is organized, under
the laws of the United States or of any State?

U.S. INVOLVEMENT OF THE FOREIGN BANKING ENTITY

Is the banking entity purchasing or selling as principal
~— P located in the United States?

- A U.S. branch, agency or subsidiary of a foreign
banking entity is considered to be located in the
United States.

Permitted activity analysis
continues on next slide.

NO

M= FOREIGN BANKING ORGANIZATIONS (FBOs)

For a banking entity that is a FBO for purposes of the
Federal Reserve Board’'s Regulation K, does the entity
meet the qualifying foreign banking organization
requirements of Regulation K?

OTHER FOREIGN ORGANIZATIONS

For a banking entity that is not an FBO for purposes of
Regulation K, does the entity meet at least two of the
following three requirements?

" Total assets held outside the United States
exceed total assets held in the United States.

" Total revenues derived from business outside the
United States exceed total revenues derived from
business in the United States.

- Total net income derived from business outside
the United States exceeds total net income
derived from business in the United States.

A
. However, the foreign bank that operates or controls
such a branch, agency or subsidiary is not
considered to be located in the United States solely NO TO ALL
by virtue of operating or controlling the U.S. branch, QUESTIONS
agency or subsidiary. |
| |
NO L —l Would replace |
/—— —— e ———— — — ANE restriction
| | LOCATION OF PERSONNEL ARRANGING/NEGOTIATING/EXECUTING \ |
YES I Are any personnel of the banking entity or its affiliate who I I See slide Q I
J \ arrange, negotiate or execute the purchase or sale located in I o el
-~ YES — l the United States?
N
DECISION-MAKING PERSONNEL
Are relevant personnel who make the decision to purchase or
sell as principal for the banking entity located in the United —_——— — —
! iS¢ Would remove |
NO TRANSACTION ACCOUNTING financi ng

ACTIVITY IS NOT A
PERMITTED FOREIGN

BANK ACTIVITY

Is the purchase or sale, including any transaction arising from
risk-mitigating hedging related to the instruments purchased or
sold, accounted for as principal directly or on a
consolidated basis by any branch or affiliate that is located in
the United States or organized under United States or State
laws?

SOURCE OF FINANCING OF THE BANKING ENTITY

Is financing for the banking entity’s purchases or sales
provided, directly or indirectly, by any branch or affiliate that
is located in the United States or organized under United
States or State law?

T T TN

YES TO ANY
QUESTION

— e — — — — S S S S S S S S —

| restriction

L See slide 32 |

===
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TOTUS Permitted Activity

Current Exemption and Overview of Proposed Amendments

CONTINUED FROM
PREVIOUS SLIDE

POTENTIAL U.S. INVOLVEMENT OF THE COUNTERPARTY

Would remove
limitation on
TOTUS-eligible
counterparties

See slide 32

Is the purchase or sale conducted with or through a U.S. entity?

U.S. entity means any entity that is, or is controlled by, or is acting on
behalf of, or at the direction of, any other entity that is, located in the
United States or organized under U.S. or State law.

N

R

AN
N

N\

I
I
I
I
I
I
I
I
I
I
\

\

|
YES

IF SO, DO ANY OF THE FOLLOWING APPLY?

Is the purchase or sale with the foreign operations of a U.S.
entity, where no personnel of the U.S. entity that are located in
the United States are involved in its arrangement, negotiation or
execution? Back-office functions such as clearing and
settlement of trades do not constitute arrangement, negotiation
or execution.

OR

Is it a purchase or sale with an unaffiliated market
intermediary acting as principal, where the transaction is
promptly cleared and settled through a clearing agency or

derivatives clearing organization acting as a central

counterparty?

An unaffiliated market intermediary is an unaffiliated entity
acting as an intermediary that is registered as a broker, dealer,
swap dealer, security-based swap dealer or FCM, or excluded

from regulation as such.

OR

Is it a purchase or sale through an unaffiliated market
intermediary acting as agent, where the transaction is
conducted anonymously on an exchange or similar trading
facility and is promptly cleared and settled through a clearing
agency or derivatives clearing organization acting as a central
counterparty?

3

— NO

\

Metrics not
required.

Has the banking entity established,
and does it implement, maintain and
enforce, an internal compliance program
that is reasonably designed to ensure
compliance?

I YES TO
ANY
UESTION

YES

h 4
Activity may be a permitted
foreign banking activity.

NO

/|

~N —
\ NO TO ALL ACTIVITY IS NOT A PERMITTED

QUESTIONS FOREIGN BANK ACTIVITY
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TOTUS Permitted Activity

Proposed Amendments and Requests for Comment

" Concern about lack of use. The Agencies express concern in the preamble that the TOTUS exemption as
crafted in the Final Rule is rarely used by foreign banking entities, suggesting that its requirements may be
overly restrictive.

" Removes limitation on TOTUS-eligible counterparties. The Agencies propose eliminating the additional
restrictions for a foreign banking entity that is trading “with or through” a U.S. entity.

" Replaces ANE restriction. The Final Rule requires that personnel of the banking entity that arrange,
negotiate or execute (ANE) a transaction or that make the decision to purchase or sell be located outside
of the United States. The proposal would remove the requirement that personnel who “arrange, negotiate
or execute” must be located outside the United States and would replace it with a requirement that
“relevant personnel” be located outside the United States, although the proposal would retain the
requirement that personnel making the decision to purchase or sell be located outside the United States.

" The Agencies state in the preamble that the purpose of the modification is to make clear that some
limited involvement by U.S. personnel, including arranging or negotiating, is permitted under the
TOTUS exemption.

" Removes financing restriction. The Agencies propose eliminating the requirement that no financing for a
banking entity’s purchase or sale of financial instruments under the TOTUS exemption may be provided by
a branch or affiliate in the United States.

" Competitive dynamics. The Agencies request comment on the impact of these changes to the competitive
landscape between U.S. and non-U.S. firms.
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V. Covered Funds
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Overview of Changes to Covered Funds Provisions

I_ _____ .
Agencies propose _
no changes, but -
request comment
on potential

changes to:

I

I

I

| o definition of

covered fund

see slides 35—

| 35

| 36); and

| e definition of
banking entity

| (see slides 40—

I

41).

Agencies propose
no changes, but
|requestcomment L
| on:

| e potential
changes to
existing
exclusions (see
slides 37-39);

and

e potential new
exclusions (see

slides 37—-39).

Is a banking entity engaged in any of the
following activities:

propose no
changes, but
request
comment on
potential
changes to
Super 23A
(see slides 49—

—
Agencies propose changes to

| prime brokerage exception and

request comment on additional

potential changes (see slides

| 49-50).

- — T T TN ——_———— —_———
GENERAL PROHIBITION I { SUPER 23A
= Acquiring or retaining as I I = Entering into a covered
principal an ownership | | transaction with a related
interest in a covered fund? | | covered fund or a covered
= Acting as sponsor of a fund controlled by such
covered fund? l l related covered fund?
— e — — — — — — — / \ _________
EXCLUSIONS I ( PRIME BROKERAGE EXCEPTION
» Does one of the exclusions | " s th_e covered transaction
from the definition of covered I a prime brokerage
fund apply? | | transaction with a
) covered fund in which
__________ I the related covered
———— === | fund has made an
PERMITTED ACTIVITIES | \ | investment?
— — — — — — — —
= |s the activity a permitted | N
activity under the Volcker I N
Rule? _——_——— —_——
J N |
—————————— N
v N
IS THE ACTIVITY PRECLUDED BY A BACKSTOP PROHIBITION? N N\
= Material conflict of interest between the banking

assets or trading strategies?

= Threat to the safety and soundness of the banking
entity or to U.S. financial stability?

entity and its clients, customers or counterparties?
= Material exposure of the banking entity to high-risk | Agencies propose changes to exemptions for:

e underwriting and market making (see slides 42—-43);

slides 47-48).

| « risk-mitigating hedging (see slides 44-46); and
| « activity solely outside the United States (SOTUS) (see
I

|_Agencies j
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Base Definition of Covered Fund
Current Definition and Overview of Requests for Comment on Potential Amendments

————————————————1
|

| Agencies propose no changes to base definition, but
request comment on potential changes

( / | See slide 36 |
e e e o o — ——————————
3(c)(1) OR 3(c)(7) ISSUER J = Anissuer that would be an investment company as defined in the Investment i\‘_ COVERED FUND

)

“\ Company Act of 1940 but for sections 3(c)(1) or 3(c)(7) of that Act (Y
An issuer that may rely on an exemption from the
definition of “investment company” under the 1940 |

< pe

Act other than sections 3(c)(1) or 3(c)(7) is not a
covered fund under this test

-

I Y
A commodity pool that satisfies either of the following tests:

= Exempt Pool Test: The commodity pool's registered CPO has claimed
exempt pool status under CFTC Rule 4.7(a)(1)(iii)

= Alternative Test: The commodity pool has a registered CPO, substantially all
units in the pool are owned by qualified eligible persons (QEPs) and no units
in the pool have been publicly offered to persons other than QEPs

. IS THE ISSUER EXCLUDED
~——YES= FROM THE DEFINITION OF
COVERED FUND?

CoVERED ComMMODITY PooL <

YES

A fund organized or established outside the United States that offers or sells
interests inside the United States in reliance on section 3(c)(1) or 3(c)(7) of the
1940 Act

OR

With respect to a U.S. Organized or Located Banking Entity only that
sponsors or owns an ownership interest in it, a fund that fulfills all of the NOT A COVERED FUND

COVERED FOREIGN FUND || > following criteria: —

= The fund is organized or established outside the United States.

\
l,
|
|
|
|

NO : ' YES
|
|
|
|
|
|
|
|
|
|
|

United States.

I = The ownership interests of the fund are offered and sold solely outside the

= The fund is, or holds itself out as being, an issuer or arrangement that raises
\ / money from investors primarily for the purpose of investing in securities
N —_ = 4_ —_—
\\

for resale or other disposition or otherwise trading in securities.
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Base Definition of Covered Fund
Requests for Comment on Potential Amendments to Existing Definition

" Base definition of covered fund. The Agencies do not directly propose any changes to the three-pronged
base definition of covered fund. Rather, the preamble includes numerous requests for comment on
possible approaches to modifying the base definition.

" Common characteristics. The Agencies ask whether they should adopt separate base definitions for
“hedge fund” and “private equity fund” based on characteristics commonly associated with a hedge
fund or private equity fund (e.g., those contained in the SEC’s Form PF).

" Foreign covered fund and commodity pool prongs. The Agencies ask whether the foreign covered
fund and covered commodity pool prongs of the base definition of covered fund should be modified to
better address the “circumvention concerns” that gave rise to these prongs.

" Compliance costs. The Agencies request comment on the compliance and other costs that banking
entities have incurred in analyzing whether particular issuers are covered funds and implementing
compliance programs for covered fund activities. They also ask whether banking entities would expect
to incur significant costs or burdens in order to become compliant with a modified base definition of
covered fund, if the Agencies were to adopt changes to that definition.
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Exclusions from the Definition of Covered Fund
Current Exclusions and Overview of Requests for Comment on Potential Amendments

» RIC orR BDC?

ForMED BY FDIC As
»  RECEIVER OR
CONSERVATOR?

| FOREIGN PuBLIC
l FunD? |

FOREIGN PENSION
FunD? \

WHOLLY OWNED \
SUBSIDIARY? \

| . JOINT N \
\ o VENTURE? |

B s -

Agencies propose no changes, but |
ACQUISITION ~

®  VEHicLE? ~ | request comment on potential changes

IS THE ISSUER EXCLUDED

FROM THE DEFINITION OF

LoaN - /// I
COVERED FUND?

securmmzation? | F 7 /// See slide 38 I

| Coverep Bonp

VEHICLE? l

SBIC oR PusLIC /

> WELFARE |'
INVESTMENT FUND?

INSURANCE

» COMPANY SEPARATE

ACCOUNT? l————————————-l

| | AgenC|es propose no new exclusmns,

» BANK OWNED LIFE | but request comment on several |

INSURANCE? potential new exclusions |

' OTHER EXCLUDED /
I s / | See slide 39 |
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Exclusions from the Definition of Covered Fund
Requests for Comment on Potential Amendments to Existing Exclusions

" The Agencies do not directly propose any changes to the existing exclusions from the base definition of covered
fund. The preamble does, however, include requests for comment on several existing exclusions.

" Requests for comment on potential amendments to the existing exclusions include:

" Foreign public funds (FPFs). The Agencies request comment on all aspects of the FPF exclusion, including
whether that exclusion is effective in identifying foreign funds that may be sufficiently similar to registered
investment companies (RICs) and permitting U.S. banking entities to engage in traditional asset management
businesses abroad.

= Of note, the Agencies acknowledge the compliance challenges posed by the existing exclusion’s
85 percent test and request comment on how to revise this requirement.

" Securitizations. The Agencies request comment on the existing exclusions for loan securitizations,
qualifying ABCP conduits and qualifying covered bonds. They ask whether permitting a loan securitization
vehicle to hold up to 5 percent or 10 percent of assets that are debt securities may be appropriate.

= The proposal asks whether the definition of “ownership interest” should be modified for securitization
vehicles. This is the only discussion of that definition in the proposal.

" Joint ventures. The Agencies request comment on whether the existing exclusion for joint ventures is
adequate and whether FAQ 15 (which provides additional details regarding the views of staffs of the Agencies
on joint ventures) should be incorporated into the rule text.

" SBICs. The Agencies ask for input on whether to modify the existing exclusion for small business investment
companies (SBICs) to include an SBIC whose license has been relinquished.
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Exclusions from the Definition of Covered Fund
Requests for Comment on Potential New Exclusions

" The Agencies do not propose any new exclusions from the base definition of covered fund. The preamble does
include, however, requests for comment on potential new exclusions.

" Requests for comment on potential new exclusions include:

" Absence of common characteristics. As an alternative to revising the base definition of covered fund based
on characteristics commonly associated with hedge funds or private equity funds, the Agencies seek comment
on whether to expressly exclude from that definition entities that lack characteristics commonly associated with
hedge funds or private equity funds. They cite to the SEC’s Form PF as a potential source for formulating this
exclusion.

" No proprietary trading or illiquid assets. The Agencies also seek comment on whether to add an exclusion
for a fund that (i) is not engaged in proprietary trading and (ii) does not invest in illiquid assets, such as portfolio
companies, real estate investments and venture capital investments.

" Family wealth vehicles. The Agencies recognize concerns about banking entities being subject to Super 23A
restrictions on covered transactions with family wealth management vehicles that fall within the definition of
covered fund and seek comment on whether such vehicles should be excluded from the definition of covered
fund.

= The proposal refers to the definition of “family client” under the Investment Advisers Act of 1940 as a
potential avenue to define family wealth management vehicles that should be excluded.

" TOBs and other issuers. The Agencies ask whether to add an exclusion for a municipal securities tender
option bond (TOB) vehicle. They do not address, however, whether an exclusion should apply to other vehicles
such as financing vehicles similar to muni TOBs or special purpose vehicles used to structure transactions.
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An insured depository

institution? 7YES~«,‘
NO
v
A company that controls an
insured depository institution | ygg

(e.g., a bank holding company)?

NO

A company 1hat'is treated as a
bank holding company for
purposes of Section 8 of the
International Banking Act?

= Any foreign bank with a U.S.
branch, U.S. agency, U.S.
commercial lending company
or Edge Act subsidiary

= Any parent company of such
foreign bank

NO

h 4

An affiliate or subsidiary as
defined in the Bank Holding
Company Act
of any of the above?

NO

-

Definition of Banking Entity

Current Definition and Overview of Requests for Comment on Potential Amendments

DOES THE INSURED DEPOSITORY INSTITUTION FUNCTION SOLELY IN A TRUST

OR FIDUCIARY CAPACITY?

Substantially all of its deposits are in trust funds and are received

in a bona fide fiduciary capacity

None of its insured deposits are offered or marketed by or
through an affiliate of the institution

The institution does not

o Accept demand deposits or deposits that can be withdrawn

by check or similar means for payment to third parties or
others or make commercial loans

o Obtain payment or payment-related services from any
Federal Reserve bank

o Exercise Federal Reserve discount or borrowing
privileges

BANKING ENTITY NOT A BANKING ENTITY

IS THE AFFILIATE OR SUBSIDIARY ANY OF THE FOLLOWING:

entity?

= A portfolio company held under the merchant
banking or insurance company investment authorities
of section 4(k) of the BHC Act, or any portfolio

= A covered fund that is not itself a core banking I
concern controlled by an SBIC, that is not itself a I

The FDIC acting in its corporate capacity or as
conservator or receiver?

7

/"_—_______________\\

core banking entity? I_
]

o i —— — — — —

RICs, BDCs or FOREIGN PusLIC FUNDS

Although the term “banking entity” is defined in the
final regulations to incorporate the terms “affiliate”
and “subsidiary” from the BHC Act, and therefore
the BHC Act’s definition of “control,” the agencies
indicated in the preamble that whether a banking
entity controls another entity under the BHC Act
may vary depending on the type of entity in
question.

The agencies indicated in the preamble that,
absent other facts and circumstances
establishing that a core banking entity or any of
its affiliates has control over a RIC, BDC or
foreign public fund, the RIC, BDC or foreign public
fund will not be treated as a banking entity or an
affiliate of a banking entity for purposes of the
Volcker Rule if all of the following conditions are
satisfied:

/= No core banking entity or any of its affiliates:

o Owns, controls or holds with the power to
vote 25% or more of the voting shares, or
appoints or has the power to appoint 25% or
more of the directors, trustees or other
managers, of the RIC, BDC or foreign public
fund, or

Provides any investment advisory, commodity
trading advisory, administrative or other
services to the RIC, BDC or foreign public
fund other than in compliance with any
limitations under applicable regulation, order
or other authority, and

= The RIC, BDC or foreign public fund is not itself
a core banking entity.

Such a RIC, BDC or foreign public fund would not
be subject to the prohibitions in the Volcker Rule
on proprietary trading or sponsoring or
investing in, or entering into a covered

o

\ transaction with, a covered fund.

e ————————

—_—— e . —— — — ——— ——— — ]

*
CORE BANKING ENTITY

" A “core banking entity’ means a banking
entity as defined in boxes 1, 2 or 3.

Davis Polk
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Definition of Banking Entity

Requests for Comment on Potential New Exclusions

" No concrete proposals for additional exclusions. The Agencies do not FAQ 14 provides the Agencies’ view that an FPF would

propose changes to the definition of banking entity. not be a banking entity if (i) the FPF meets the
. . . . ) requirements of the FPF exclusion from the definition of
® U.S.registered investment companies (RICs), foreign public funds (FPFS)  covered fundin section .10(c)(1) and (ii) no banking

and foreign excluded funds (FEFs). The Agencies appear open to comments entity owns 25% or more of the voting securities of the

on whether to completely exclude RICs, FPFs and FEFs from the definition of ~ FPF (after the permitted seeding period). It also clarifies
banking enti ty that the activities and investments of an FPF that meets

the above conditions would not be attributed to a

" The Agencies acknowledge concerns that certain funds that are not banking entity that owns less than 25% of the voting
captured by or are expressly excluded from the definition of covered fund—  Securities of the FPF (after the permitted seeding

h q Id b q banki . d period), even if the banking entity provides investment

such as RICs, FPFs and FEFs—could be treated as banking entities under  ,qisory. administrative or other services to the FPF.
he Final Rule an hat the pr I not modif lication of
the al Rule and state that the proposa do?s ot modify app C,at ono FAQ 16 provides that the Agencies would not treat a
the FAQs released by the staffs of the Agen_(:les to _address these issues RIC or FPF as a banking entity solely on the basis of the
(e.g., FAQ 14 on FPFs and FAQ 16 on seeding periods for RICs and FPFS). level of ownership of the RIC or FPF by a banking entity

during a seeding period and clarifies that the seeding

. . . : :
In the preamble, the Agencies also extended the relief provided in the July period may take some time, such as three years.

21, 2017 policy statement for foreign banking entities’ investments in and
activities with certain FEFs for another year until July 21, 2019.

The policy statement provides that the Agencies would
not propose to take action during the one-year period

= The proposal includes several requests for comment on the sufficiency of ~ €nding July 21, 2018 against a foreign banking entity
based on attribution of the activities and investments of a

the FAQs and the policy statement in dealing with the issues faced by qualffying forelgn excluded fundi(QFEF) (as defined in

applying the Volcker Rule to these funds. the policy statement) to the foreign banking entity, or
o _ _ against a QFEF as a banking entity, in each case where
" Employees’ securities companies (ESCs). The Agencies acknowledge that, the foreign banking entity’s acquisition or retention of

much as with RICs, FPFs and FEFs, a similar banking entity issue arises for any ownership interest in, or sponsorship of, the QFEF
ESCs. The Agencies request comment on whether other entities such as ESCs ~ Vould meetthe requirements of the Volcker Rule’s

. . . . .. SOTUS exemption, as if the QFEF were a covered fund.
should receive relief from being treated as banking entities.

Davis Polk u
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Underwriting and Market-Making Permitted Activities
Current Exemption and Overview of Proposed Amendments

A banking entity may acquire or retain ownership interests in a covered fund

—_——— —

|_See slides |
18-24 for
changes to |
| these

PERMITTED ACTIVITY

CONDUCTED IN ACCORDANCE WITH REQUIREMENTS
APPLICABLE TO THE RELEVANT PROP TRADING

The underwriting or market making-related activities
are conducted in accordance with the requirements ‘
for permitted underwriting or market making- N
related activities in the proprietary trading
provisions of the final regulations.

| proprietary
trading

| permitted |

L activities |
| |
I I
L I
I

AN
\~|

I
I
I
I
|
I
I
|

\
AN

~

SUMMARY OF KEY APPLICABLE
REQUIREMENTS — UNDERWRITING
(§_4(@)

Banking entity is acting as an
underwriter for a distribution of
ownership interests in a covered
fund and the trading desk's
underwriting position is related to
such distribution

Amount and type of ownership
interests in the trading desk's
underwriting position are designed
not to exceed the reasonably
expected near-term demands of
clients, customers or counterparties .

Reasonable efforts are made to
sell or otherwise reduce the
underwriting position within a
reasonable period

Internal compliance program
established and enforced (may
include metrics requirements)

Compensation arrangements
designed not to reward or
incentivize prohibited prop trading

Banking entity is licensed or
registered to engage in
underwriting, if required

pe

o ———— — — —

~

as underwriter or market marker if:

The underwriting and market-making exemption applies to
ownership interests in any covered fund, including covered funds -
organized, offered, sponsored, advised or controlled by an

SUMMARY OF KEY REQUIREMENTS —\ A

MARKET MAKING (§__.4(b))

Trading desk that acquires ownership
interests in a covered fund routinely
stands ready to purchase and sell
such ownership interests

Such trading desk is willing and
available to quote, purchase and sell
such ownership interests for its own
account in commercially reasonable
amounts throughout market cycles

Amount, types and risks of ownership
interests in the trading desk's market-
maker inventory are designed not to
exceed the reasonably expected near-
term demand of clients, customers or
counterparties

Internal compliance program
established and enforced (may
include metrics requirements)

Prompt return to compliance when
any limits exceeded

Compensation arrangements
designed not to reward or incentivize
prohibited prop trading

Banking entity is licensed or
registered to engage in market
making-related activities, if required
-

/V

\

|
I
I
I

4
I

SUBJECT TO INVESTMENT
LIMITS, AS APPLICABLE

THIRD PARTY COVERED FUNDS ‘

Aggregate limit
and capital

no longer apply

unaffiliated third party.

3% PER FuNnD LiMITs
Ownership interests acquired or retained by a banking entity pursuant to
the underwriting and market-making exemption are subject to the 3% per
fund limits if they are or were issued by a covered fund:

= Asset management or ABS issuer exemptions. As to which the
banking entity is a sponsor or in which the banking entity acquires and
retains an ownership interest pursuant to the asset management or
ABS issuer exemptions, or

= QOther related covered funds:

o  As to which the banking entity is otherwise a sponsor, investment

adviser or commodity trading advisor, or

As to which the banking entity directly or indirectly guarantees,
assumes or otherwise insures the obligations or performance of
such fund or any covered fund in which such fund invests.

e The agencies indicated in the preamble that a banking entity
would not be treated as guaranteeing the obligations or
performance of a covered fund if it enters into arrangements,
such as providing liquidity facilities or letters of credit, that are
not entered into for the purpose of guaranteeing the
obligations or performance of the covered fund

|
I(*
|
|
I

— — — — — — — — — — — — —

Tm% per fund limit does not apply to ownership interests acquired or

retained pursuant to the underwriting and market making exemption in
any covered fund organized and offered by the banking entity pursuant to

I the asset management or ABS exemptions during the seeding period for
such fund.

The 3% per fund limit is calculated as of the end of each quarter, but the
agencies indicated in the preamble that if a banking entity becomes
aware that it has exceeded the 3% limit for a given fund at any time, the
agencies expect the banking entity to take steps to ensure that it

| complies promptly with the 3% per fund limit.

,/

|  tothird-party
| covered funds

L See slide 43

" AGGREGATE 3% OF TIER 1 CAPITAL | /
LimMiT AND CAPITAL DEDUCTIONS

Ownership interests in any \I

r covered fund, including a third-
party fund, which are acquired I
and retained by a banking

I entity pursuant to the I
underwriting and market-
making exemption are subject I
to the aggregate 3% of Tier 1 ,

N capital limits and capital
J deductions.

B —
= The aggregate 3% of Tier 1
1 I capital limit is calculated as of
the end of each quarter, but
I the agencies indicated in the
preamble that they expect
banking entities to monitor their
investments in covered funds
regularly and remain in
s compliance with the aggregate
3% of Tier 1 capital limit
L throughout the quarter.

—_——_———————

| would remove this triggering |

| relationship
|
I See slide 43 |

-

| deduction would

|
|
|
|
|
|
|
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Underwriting and Market-Making Permitted Activities

Proposed Amendments

" Scope of aggregate limit and capital deduction. The Final Rule requires a banking entity to include within the
aggregate covered fund investment limit and Tier 1 capital deduction all covered fund ownership interests acquired
or retained under the market-making and underwriting exemptions. The proposal would eliminate this requirement
for ownership interests in third-party funds, but would retain it for ownership interests in related covered funds, as
summarized in the table below.

Applicable Limits and Deductions Under Final Rule | Applicable Limits and Deductions Under Proposal

~olated * 3% per fund limit * 3% per fund limit

elate _— -

Covered Funds A.ggregate. covered f_und limit A.ggregate. covered f_und limit
» Tier 1 capital deduction « Tier 1 capital deduction

Aggregate covered fund limit
Tier 1 capital deduction

Third-Party

Covered Funds - None

" Scope of related covered funds. The proposal would eliminate a guarantee as a triggering relationship that
requires a banking entity to treat a covered fund as a “related covered fund” for purposes of these exemptions.

® Guarantee. Under the proposal, a banking entity would no longer be required to treat a covered fund as a
related covered fund for purposes of these exemptions by virtue of directly or indirectly guaranteeing, assuming
or otherwise insuring the obligations or performance of the covered fund or of any covered fund in which that
fund invests.

® Sponsoring or advising. The proposal would retain the other existing triggering relationships for treatment of
a covered fund as a related covered fund, including sponsoring or advising the covered fund.

Davis Polk .




Risk-Mitigating Hedging Permitted Activity

Current Exemption and Overview of Proposed Amendments

o —————————— ——

"‘\

IN CONNECTION WITH
EMPLOYEE COMPENSATION
ARRANGEMENT

MITIGATES SPECIFIC,
IDENTIFIABLE RISKS

NO NEw OR ADDITIONAL
SIGNIFICANT UNHEDGED RISK

OFFSET OF LOSSES INCURRED

BY BANKING ENTITY

INTERNAL COMPLIANCE
PROGRAM

MADE IN COMPLIANCE WITH
PoLICIES, PROCEDURES AND
INTERNAL CONTROLS

CONTINUING OVERSIGHT

(T- he hedge is designed :B
demonstrably reduce or I
I otherwise significantly designed to reduce or

\_ mitigate the specific, ) therwise significant!
identifiable to the (Q mitigate and
banking en't‘i&m\ demonstrably reduces
connection witha ™~ « I or otherwise significantly
compensation mitigates one or more

At the inception of the
hedge, the hedge is

agreement with an spesiic, Identifiable Tisks
employee or former arising iMepnnection with

the comp@nsation
arrangement wilhnhe
employee or former
employee that directly
provides or provided
investment advisory,
commodity trading
advisory or other services
to the covered fund.

employee of the banking
entity or an affiliate
thereof that directly
provides or provided
investment advisory,
commodity trading
advisory or other
services to the covered
fund.

Risks
The agencies indicate in the preamble that a banking
entity may hedge its exposures to price and other risks
based on fund performance that arise from restricted
profit interest (carried interest) and other
performance based compensation arrangements with
its investment managers.

EXPOSURES TO PRICE AND OTHER FUND PERFORMANCE

7

The hedge does not give
rise, at the inception of the
hedge, to any significant
new or additional risk
that is not itself hedged
contemporaneously.

\‘
|_>_ —_——
| would simplify
|| hedging
requirements |
I
I

-
|

The compensation
arrangement relates
solely to the covered

fund in which the
banking entity has
acquired an ownership
interest pursuant to the
risk-mitigating hedging
permitted activity and such
compensation
arrangement provides that
any losses incurred by
the banking entity on
such ownership interest

compensation
arrangement.

The banking entity has
established and
implements, maintains
and enforces an internal
compliance program
that is reasonably
designed to ensure
compliance with the
requirements of the risk-
mitigating hedging
permitted activity,
including:

. Reasonably designed

written policies and

will be offset by procedures

_ I corresponding = Internal controls
I See slide 46 decreases in amounts and ongoing
d payable under such monitoring,

management and
authorization
procedures,
including relevant
escalation
procedures.

The hedge is acquired or
retained in accordance
with the written policies,
procedures and internal
controls required

The hedge is subject to
continuing review,
monitoring and
management by the
banking entity.

pursuant to the risk-
mitigating hedging
permitted activity.

~

N

) 4

TIERED
COMPLIANCE

=

MoDIFIED FROM RISK-MITIGATING HEDGING TRADING \
AcCTIVITIES REQUIREMENTS

The agencies indicate in the preamble that these

| requirements are based on the requirements for the risk- |

mitigating hedging exemption for trading activities, but
have been modified to reflect the more limited scope of
the risk-mitigating hedging exemption for covered fund
activities.

N

\\;-

|
|
|
L

A\

AND REPORTING
REQUIREMENTS APPLY

Would expand authority to permit hedging
exposures to customer-facing, fund-linked
products

See slide 45

—_— e — e — — — — — — — — — ]
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Risk-Mitigating Hedging Permitted Activity

Proposed Amendments and Request for Comment

" Hedging authority for fund-linked products. The proposal would expand the risk-mitigating hedging exemption
for ownership interests in covered funds, which is currently limited to hedging in connection with employee
compensation arrangements, to additionally permit banking entities to hedge exposures to customer-facing, fund-
linked products by hedging in covered fund ownership interests.

" The table below summarizes key criteria for the existing and proposed expanded risk-mitigating hedging
exemption.

A banking entity may acquire or retain an ownership |[At inception, the hedge must be designed to

interest in a covered fund to hedge in connection reduce or otherwise significantly mitigate one or
with: more specific, identifiable risks arising:
Existing * A compensation arrangement with an employee of * In connection with the compensation arrangement
Authority for the banking entity or an affiliate thereof that directly with the employee that directly provides
Compensation provides investment advisory, commodity trading investment advisory, commaodity trading advisory,
Arrangements advisory or other services to the covered fund or other services to the covered fund
Proposed

« A position taken by the banking entity when acting as .
Additional P y g y g + Out of a transaction conducted solely to

. intermediary on behalf of a customer that is not itself . .
Authority for 2 banking entitv to facilitate the exoosure by the accommodate a specific customer request with
Fund-Linked 9 y P y respect to the covered fund

Products customer to the profits and losses of the covered fund

Davis Polk .



Risk-Mitigating Hedging Permitted Activity

Proposed Amendments and Request for Comment

" Would simplify hedging requirements. The proposal would also simplify the hedging requirements, in line with
the proposed changes to the risk-mitigating hedging exemption from the proprietary trading requirements (see
slides 25-29), as reflected in the blackline below showing proposed changes to rule text (8 _ .13(a)(1), (a)(2)(i))B)).

" The proposal would remove the word “demonstrably” from the Final Rule’s requirement that a hedge be
designed to demonstrably reduce or otherwise significantly mitigate specific, identifiable risks to the banking
entity.

(1) The prohibition contained in 8 __.10(a) of this subpart does not apply with respect to an ownership interest in a covered
fund acquired or retained by a banking entity that is designed to demenstrably reduce or otherwise significantly mitigate the
specific, identifiable risks to the banking entity in connection with

" |t would also eliminate the requirement for a hedging position to demonstrably reduce or otherwise significantly
mitigate one or more specific, identifiable risks (as opposed to merely being designed to reduce or otherwise
significantly mitigate such risks).

(2) Requirements. The risk-mitigating hedging activities of a banking entity are permitted under this paragraph (a) only if:
[...]

(ii) The acquisition or retention of the ownership interest:

[.]

(B) At the inception of the hedge, is designed to reduce or otherwise significantly mitigate and-demonstrably-reduces-or
otherwise-significanthymitigates-one or more specific, identifiable risks arising (1) out of a transaction conducted solely to

accommodate a specific customer request with respect to the covered fund or (2) in connection with the compensation

arrangement with the employee that directly provides investment advisory, commaodity trading advisory, or other services to
the covered fund;

" Commentary on high-risk strategy. The Agencies request comment on whether banking entity activities involving
fund-linked products and related hedging in covered fund interests constitute a high-risk strategy or threaten safety
and soundness. The proposal encourages commenters to provide specific information on this issue.
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SOTUS Permitted Activity

Current Exemption and Overview of Proposed Amendments

(" How To COMPLY WITH SECTION 4(c)(9) OF THE BHC ACT FOR PURPOSES OF

OFFSHORE EXEMPTION U.S. BANKING ENTITY
The activity or investment is deemed to comply with the offshore exemption in Is the banking entity located in the U.S.
the BHC Act if or organized or directly or indirectly
= FBOs. If the banking entity is an FBO, it meets the qualifying foreign controlled by a banking entity
banking organization requirements of section 211.23(a), (c) or (e) of the organized under U.S. law?
Federal Reserve's Regulation K. YES
= Non-FBOs. If the banking entity is not an FBO, then the banking entity is . NOT A PERMITTED
not organized under U.S. law and it meets at least two of the following — NO P ACTIVITY UNDER
tests on a fully consolidated basis: v / OFFSHORE EXEMPTION
o Total assets held outside the U.S. exceed total assets held in the U.S. N‘O I_ R
o Total revenues derived from the business of the banking entity outside 4(c){9) oF THE BHC Act Would form a_.|IZE I
the U.S. exceed total revenues derived from business in the U.S. ; o uU.S. marketlng
] ) . . ) . Is the sponsorship of or acquisition or i
o Total net income derived from the business of the banking entity outside retention of an ownership interest in . restrlctl_on .
the U.S. exceeds total net income derived from business in the U.S. ‘ the covered fund by the foreign ‘ | interpretation in I
= The activity or investment is conducted in accordance with the | organized or located banking entity FAQ 13
requirements of the Volcker Rule regulations. conglucted or Tla'"ta'fmd ?furrsluant to | I
e exemptions for offshore
activities and investments PERMITTED FOREIGN I See slide 48 I
TARGET RESIDENTS OF THE U.S. 3 contained in Section 4(c)(9) of the ACTIVITY B —
BHC Act? —_—————
The agencies indicate in the preamble that the sponsor of a foreign fund would e
not be viewed as “targeting” residents of the U.S. if all of the following are true: T e
| = |t conducts an offering directed to residents of one or more countries other YES YES Ve
< than the U.S. > — 7
" |tincludes in the offering materials a prominent disclaimer that the OFFER OR SALE To U.S. RESIDENT —— -
securities are not being offered in the U.S. or to residents of the U.S. I e —— — — — _ _ — —
®* ltincludes other reasonable procedures to restrict access to offering and I Isanylowneshipinteiestinaiooveredyl = == = — YES Wo U| d eli minate
subscription materials to persons that are not residents of the U.S. fund sold pursuant to an offering that I fin ancing
targets “residents of the United restriction I
l States”*? , I
U.S. PERSONNEL 3 NS —=— =— == == == = =  Incorporates the definition of “U.S. person” I I
S ) NO in the SEC's Regulation S See slide 48
The agencies indicate in the preamble that the personnel of any U.S. Organized L e
or Located Banking Entities with a foreign top tier parent are permitted to act as v - = _I' - = =
investment adviser to a covered fund in certain circumstances. SOLELY QOUTSIDE THE U.S.
® For instance, such personnel may provide investment advice and Is any sponsorship of a covered fund performed or is an ownership interest in a covered fund acquired or retained solely by a I
recommend investment selections to the manager or general partner of a foreign organized or located banking entity with a foreign top tier parent?
covered fund so long as that investment advisory activity in the U.S. does = The banking entity acting as sponsor, or engaging as principal in the acquisition or retention of an ownership interest in the I
not result in such personnel participating in the control of the covered fund or covered fund, must not be a U.S. Organized or Located Banking Entity or controlled directly or indirectly by a banking entity
offering or selling an ownership interest to a resident of the U.S. organized under U.S. law I
The agencies indicate in the preamble that such personnel may engage in “back = The banking entity (including relevant personnel) that makes the decision to acquire or retain the ownership interest or act
office” activities in connection with one or more covered funds. as sponsor to the covered fund must not be a U.S. Organized or Located Banking Entity I
= This allows administrative services or similar functions to be provided by = The investment or sponsorship, including any transaction arising from risk-mitigating hedging related to an ownership /
such personnel to a covered fund as an incident to activity conducted under interest, must not be accounted for as principal directly or indirectly on a consolidated basis by any U.S. Organized or /
the offshore exemption (such as clearing and settlement, maintaining and Located Banking Entity /
preserving records of the fund, furnishing statistical and research data, or = "No financing for the banking entity’s ownership or sponsorship may be provided, directly or indirectly, by a U.S. Organized |
{ providing clerical support for the fund). J or Located Banking Entity
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SOTUS Permitted Activity

Proposed Amendments

" Financing restriction. The proposal would eliminate the restriction on a FAQ 13 clarified that the scope of the
. . . .. . . .- marketing restriction in the SOTUS
foreign banking entity receiving financing from a U.S. branch or U.S. affiliate T RS G (e TS

of the banking entity for the purchase or sale of a covered fund ownership the foreign banking entity to the covered

. . . . fund.
interest or for covered fund sponsorship under the exemption, similar to the .
. .. . ¢ Related covered funds. Where the
proposed TOTUS exemption revisions (see slides 30—-32). ey [T ) T ST @ ST
_ o _ directly or indirectly as the investment
" U.S. marketing restriction interpretation. The proposal would amend the manager, investment advisor or
. . o . commodity trading advisor to a covered
SOTUS exemption 'Fo forma!lzg FAQ 13’s interpretation of the SOTUS fund. the marketing restriction applies to
exemption’s marketing restriction, under which the SOTUS exemption is both the activities of the foreign banking
. . . ti dth tiviti f the related
available only for a banking entity that does not offer for sale or sell o o e actviies arie reale
ownership interests in the covered fund to a resident of the United States. Tk ceveEs s, TEe i

foreign banking entity does not sponsor

" As under FAQ 13, a foreign banking entity that sponsors or serves or serve directly or indirectly as the

directly or indirectly as investment manager, investment adviser or investment manager, investment advisor
. . . . or commodity trading advisor to a
commodity trading advisor to a covered fund will be deemed to T T O S e e G

participate in any offer or sale of that covered fund. foreign banking entity in offering or
selling interests will be subject to the

marketing restriction. The third-party
covered fund’s activities will not
otherwise be subject to the marketing
restriction.

Davis Polk .
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Super 23A

Current Restrictions and Overview of Proposed Amendments

organizes and offers a covered fund under the asset management or ABS issuer exemption, or that retains an ownership interest under the ABS issuer exemption, may enter into a

( No banking entity or its afmtmat serves, dwectly?lndlrectly, as the investment adviser, investment manager, commodity trading advisor, or sponsorto a covered_fund_or that

transaction with the covered fund, or with any other covered fund controlled by such covered fund, that would be a covered transaction as defined in Section 23A of the Federal Reserve Act as |f\

the banking entity were a member bank and the related covered fund were its affiliate

BANKING
Investment
RELATIONSHIP d 3
TO COVERED aaviser

FUND

I ENTITY

N\

Organize and offer | Organize and offer
Investment Commodity trading pursuant to asset or hold an interest
; Sponsor
manager advisor management under the ABS
exemption issuer exemption

___L____J___________I______‘______I__,

———————I
N

Formalizes guidance
that annual CEO
certification must be
provided by March

|
|
|
I\
|
|
|
:
|
31 of each year [

See slide 50

I
| ©
I
I
I
|

( EXCEPTION FOR PRIME BROKERAGE
TRANSACTIONS WITH ANY COVERED FUND IN
WHICH A RELATED COVERED FUND HAS TAKEN
\ AN OWNERSHIP INTEREST
_— —l subject to certain conditions )

Oﬁormre_momls?serv_k:es_promedTy a
| banking entity to a second-tier covered fund in
“ connection with:

= Custody

= Clearance and settlement

= Securities borrowing and lending services

= Trade execution

= Financing

= Data, operational and portfolio

management support

<
I N

I | AgenC|es propose
no changes, but
——————————————————————————————————————————— > FIRST-TIER FUND request comment
T T T T T on Su er23A,
I_ Preamble endorses relief for affiliated I ‘ I includping the
| FCMs and requests comment I Control | definition of
|
| | | covered
L iee_SIId_e E£ -—— - > SECOND-TIER FUND J eIl
 — ————— — — — — — — — — — — — — — — — — — —
4 “COVERED TRANSACTIONS” I .
/Loans or other extensions of credit to the covered fund See SIIde @
= Purchases of or an investment in securities issued by the covered fund, other than ownership interests that are acquired or retained in l
accordance with the final rules implementing the Volcker Rule — — — — —

= Acceptance of securities or other debt obligations issued by the related covered fund as collateral security for a loan or extension of credit to any
person or company, except as provided by the agencies in the preamble

Purchases of assets, including assets subject to a repurchase agreement, from a covered fund, except certain real estate assets

Issuances of guarantees, acceptances or letters of credit, including an endorsement or standby letter of credit, on behalf of the covered fund

Any credit exposure to the covered fund arising from a derivative transaction, repurchase agreement, reverse repurchase agreement,
securltles lending transaction, or securities borrowing transaction with the covered fund /

7

NoT A COVERED TRANSACTION

= The agencies stated in the preamble that an extension of credit to a third party secured by ownership interests in a related covered fund is not a
covered transaction under Super 23A, unless the third party is a related covered fund.

SECTION 23B

® Any banking entity that would be prohibited from entering into a covered transaction with a related covered fund pursuant to Super 23A is subject to
Section 23B of the Federal Reserve Act with respect to any of the following transactions as if the banking entity were a member bank and the related
covered fund were its affiliate:
o Sale of securities or other assets to a related covered fund, including assets subject to an agreement to repurchase
Payment of money or the furnishing of services to a related covered fund under contract, lease or otherwise
Any transaction in which a related covered fund acts as an agent or broker or receives a fee for its services to the banking entity or any other person
Any transaction or series of transactions with a third party if a related covered fund has an interest in the third party or if a related covered fund is a
participant in such transaction or series of transactions

= Any transaction that would be subject to Super 23A but for the exception for prime brokerage transactions is also subject to the requirements in

o 00

Section 23B of the Federal Reserve Act as if the banking entity were a member bank and the related covered fund were its affiliate.

/
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Super 23A

Proposed Amendments

" Super 23A. The Agencies do not directly propose any changes to Super 23A. The preamble includes a
wide range of questions about how Super 23A could or should be modified.

" The Agencies ask whether they should amend Super 23A, including the definition of “covered
transaction,” to incorporate some or all of the Section 23A and Regulation W exemptions or
guantitative limits, and what effect such a change would have on banking entities’ ability to meet client
needs and demands.

Prime brokerage exception. The Agencies propose amending the prime brokerage exception to formalize

in the regulations FAQ 18’s guidance that a banking entity must provide the annual CEO certification no
later than March 31 of each year.

" The Agencies also request comment on whether the Final Rule’s definition of prime brokerage
transaction is appropriate and whether any additional transactions should be included in the definition
of “prime brokerage transaction.”

" Relief for FCMs. The proposal endorses a no-action position taken by CFTC staff in 2017 with respect to
the applicability of Super 23A to futures commission merchants that provide clearing services to related
covered funds. The proposal provides that “[tlhe other Agencies do not object to the relief provided to the
FCMs” as set out in the CFTC staff letter.

Davis Polk .
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V. Compliance
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Compliance Program Requirements
Current Requirements and Overview of Proposed Amendments

r;LL COMPLIANCE PROGRAMS]VIUST, AT A MINIMUM, INCLUDE:

I G

l INTERNAL POLICIES AND PROCEDURES

| Written policies and procedures reasonably designed to document, describe, monitor and limit
exempted trading activities conducted by the banking entity (including setting, monitoring and

‘ managing limits required under the market making-related, underwriting and risk-mitigating hedging

permitted activities) to ensure that all activities comply with the Volcker Rule.

Would limit applicability of INTERNAL CONTROLS

I

| six-pillar compliance | : _ _ _
I program requirem ent to A system of |nte_rr_|e_zl controls reaspr_:ably designed to monitor compliance and to prevent the
Sig nificant TAL Banki ng I occurrence of activities that are prohibited by the Volcker Rule.
I Entities only | [ would remove |
I I MANAGEMENT FRAMEWORK—RESPONSIBILITY AND ACCOUNTABILITY I Append ix B I
| Would SubjeCt querate A management framework that clearly delineates responsibility and accountability for | requ!remen_ts_ for all I
TAL Banking Entities to I compliance with the Volcker Rule and that includes appropriate management review of trading limits, banking entities, but
I sSim p|lf|ed requirem ent strategies, hedging activities, investments, incentive compensation and other matters identified in the I would retain CEO I
availa_b!e for <$10B banking I Volcker Rule or by management as requiring attention. attestation
| entltlels:_on:yRu?der the | | requirementfor |
| Inal kuie | Significantand |
I INDEPENDENT TESTING Moderate TAL
| See slide & I Independent testing and audit of the effectiveness of the compliance program conducted periodically | Bankmg Entities I
|_ S | by qualified personnel of the banking entity or by a qualified outside party. I I
| See slide 54 |
The terms, scope and — — — — — —
detail of the compliance TRAINING _’
program must be - . . )
appropriate for the Training for trading personnel and managers, as well as other appropriate personnel, to effectively ,
< types, size, scopeand - implement and enforce the compliance program. ’
complexity of the
activities and business
structure of the banking ,
entity. RECORDKEEPING
~ Records sufficient to demonstrate compliance with the Volcker Rule, which a banking entity must ’
promptly provide to regulators upon request and retain for a period of no fewer than 5 years or such longer
period as required by regulators. This must include the specified records required to be maintained in ,
connection with the additional document requests for risk-mitigating hedging permitted activity, as applicable. ,

I BANKING ENTITIES SUBJECT TO THE ENHANCED PROGRAM REQUIREMENT UNDER APPENDIX B OF THE FINAL RULE ]_ - =
AND/OR METRICS REPORTING MUST SUPPLEMENT THE STANDARD PROGRAM WITH ADDITIONAL REQUIREMENTS. J
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Compliance Program Requirements
Current Requirements and Overview of Proposed Amendments

e — — — — — — — — — — — — — — — — — — — —— — — — — — — — — — —

—
/ - N N — —— — ——
/ ENHANCED COMPLIANCE PROGRAMS FOR PROPRIETARY TRADING MUST: \ I Would remove I
/ = Identify, document, monitor and report permitted trading activities, and promptly address risks and potential areas of noncompliance and prevent activities prohibited by, Ap pen dix B
or that do not comply with, the Volcker Rule. \ requ irements I
= Establish and enforce appropriate limits on covered trading activities, including limits on the size, scope, complexity and risks of the individual activities. \ for all bankin
. Provide for periodic independent review and testing and ensure the internal audit, corporate compliance and internal control functions are effective and independent. . g
= Make senior management and others, as appropriate, accountable and ensure review of the compliance program by the Board and CEO (or equivalent). entities, but I
=  Facilitate supervision and examination by regulators of permitted activities. | would retain the

REQUIREMENTS FOR COMPLIANCE PROGRAMS FOR PROPRIETARY TRADING

A banking entity must establish, maintain and enforce a compliance program that includes written policies and procedures

that are appropriate for the types, size, and complexity of, and risks associated with, its permitted trading activities. Adequate

resources and knowledgeable personnel must be used, and the program must be updated with a frequency sufficient to

account for changes in activities, testing results, identification of weaknesses and legal/regulatory/other changes. Must
provide for revision before expanding trading activities.

TRADING DESKS: A banking entity must have written policies governing each trading desk that include descriptions of
the financial instruments the desk may purchase and sell, the type of trading activity the desk may conduct, the risks that
the desk may take on, and other information relating to the desk’s trading activities.

DESCRIPTION OF RISKS AND RISk MANAGEMENT PROCESSES: The compliance program must include a comprehensive
description of the entity’s risk management program. This must include a description of the governance, approval,
reporting, escalation, review and other extensive procedures used to ensure compliance with the Volcker Rule.

AUTHORIZED RISKS, INSTRUMENTS AND PRODUCTS: A banking entity must implement and enforce limits and internal
controls for each trading desk that are reasonably designed to ensure that trading activity is conducted in compliance with
the law and the entity’s policies and procedures. Risk limits must be based on specified criteria.

HEDGING POLICIES AND PROCEDURES: A banking entity must establish, maintain and enforce written policies and
procedures regarding the use of risk-mitigating hedging instruments and strategies.

ANALYSIS AND QUANTITATIVE MEASUREMENTS: A banking entity must perform robust analysis and quantitative
measurement of trading activities reasonably designed to ensure that the trading activity of each trading desk is consistent
with the entity’s compliance program. This includes any quantitative metrics specifically tailored to the banking entity's
particular risks, practices and strategies

OTHER COMPLIANCE MATTERS: Additional requirements apply to identify and monitor permitted trading activities, activities
excluded from the definition of proprietary trading, high-risk assets and trading strategies and potential conflicts of interest.

REMEDIATION OF VIOLATIONS: The compliance program must describe procedures for identifying violations of the Volcker
Rule and require prompt documentation and remediation of any violation and document all proposed and actual
remediation efforts. Written policies and procedures must provide for assessment of the extent to which program

\ modifications are needed and implemented, as well as prompt notification of material weaknesses or significant
deflmencles in program design or implementation to senior management and the board of directors.

\
~

T — — — — — — — — — — — — — — — — — — — — — — — — — — — — — — —

A

.,ﬁ\

| CEO attestation

| requirement for
Significant and

Moderate TAL
Banking

I I
I ki I
| Entities |
I I
L |

INDEPENDENT TESTING

Independent testing of the compliance program, internal
controls and management procedures must occur with a
frequency appropriate to the size, scope and risk profile of the
banking entity’s trading and covered fund activities or
investments, at least annually. Testing may be conducted by
the banking entity’s internal audit department, compliance
personnel or risk managers outside the organizational unit
tested, outside auditors/consultants, or other qualified
independent parties.

See slide 54

—— e ——

TRAINING

A banking entity must provide adequate training to
personnel and managers of the banking entity engaged in
covered activities and to other appropriate supervisory, risk, -
independent testing, and audit personnel, to effectively
implement and enforce the compliance program. This training
should occur with a frequency appropriate to the size and the
risk profile of the banking entity’'s trading activities.

RECORDKEEPING

A banking entity must create and retain records sufficient to
demonstrate compliance and support the operations and
effectiveness of the compliance program. A banking entity

must retain these records for a period of no fewer than 5
years or such longer period as required by regulators in a /
form that allows it to promptly produce such records to /

regulators on request. /

7

|

-
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Compliance Program Requirements

Proposed Amendments

" Tailored, three-tiered approach to
compliance obligations. The proposal
would apply different Volcker compliance
program requirements to each of the
three tiers of banking entities (described
on slide 6), as summarized in the chart to
the right.

" Agency authority to review applicable
tier. The Agencies would reserve the
authority to review the tier applicable to a
banking entity and could require a
banking entity to comply with
requirements otherwise applicable to a
“higher” tier entity.

" Increased flexibility for compliance programs through removal of
Appendix B. The proposal would remove Appendix B, the detailed enhanced Significant TAL Banking Entities would

Banking Entity Tier

Proposed Compliance Requirements

Significant TAL
Banking Entities

CEO attestation

Existing 8 _.20(b) six-pillar compliance program, appropriately
tailored to risks and activities of each banking entity

Metrics reporting

Covered fund documentation requirements in existing § .20(e)

Moderate TAL
Banking Entities

CEO attestation

Simplified compliance program that is available for banking
entities with $10 billion or less in total consolidated assets under
the Final Rule

Limited TAL
Banking Entities

Presumed compliance (no ongoing obligation to demonstrate
compliance unless directed by primary Agency)

compliance program requirements of the Final Rule.

= CEO attestation would remain for Significant and Moderate TAL Banking requirement, the Moderate TAL
.. . . ) o Banking Entity tier may pick up some
Entities. The CEO attestation requirement would remain for Significant and banking organizations that are not

Moderate TAL Banking Entities and any other banking entity as notified by its currently required to submit a CEO

primary Volcker regulator.

Scope of entities subject to CEO
attestation requirement. While all

be entities that are currently subject to
the Final Rule’s CEO attestation

attestation.

Davis Polk




Metrics Requirements
Current Requirements and Overview of Proposed Amendments

METRICS

Risk Management

Risk and Position Limits and Usage
Risk Factor Sensitivities
Value at Risk (VaR) and Stress Value at Risk (Stress VaR)

Would replace the metrics for
customer-facing activities with
Positions, Securities Inventory Aging
and Transaction Volumes metrics that
would apply only to trading desks that

rely on the underwriting or market-

—

Source of Revenue

Comprehensive Profit and Loss Attribution

making exemptions

Customer-Facing
Activity

Inventory Turnover
Inventory Aging
Customer-Facing Trade Ratio — Trade Count Based and Value Based

Certain Reporting
Remains Optional

—-—-_—-—-—-_—-—-—-_—-—-—-_—-—-—-_—-—-—-_-‘

Trading Desk Information
Quantitative Measurements Identifying Information

Narrative Statement

KEY PROCEDURES AND LOGISTICS

Reporting required: Metrics in respect of trading conducted pursuant to the
underwriting-related, market making-related, risk-mitigating hedging and U.S./
foreign government obligation permitted activities

Reporting optional: Metrics in respect of trading conducted pursuant to an exclusion
from the scope of proprietary trading, or pursuant to the on behalf of customers,
regulated insurance company or foreign bank permitted activities

A

See slide 57

I
I
I
I
o

Would add new I
_I informational requirements |

See slide 56

Would expand option to
include additional
positions and
instruments

Level of Measurement

Each trading desk, defined as the smallest discrete unit of organization of a banking
entity that purchases or sells financial instruments for the trading account of the
banking entity or an affiliate of the banking entity. This may span across legal entities.

Regulatory Reporting
Frequency

For banking entities with $50 billion or more in trading assets and liabilities: for each
calendar month, within 30 days of the end of the relevant month (beginning with

For other banking entities: for each calendar quarter, within 30 days of quarter end

Record Retention

5 years; records documenting preparation/content of reports submitted and
information necessary to permit regulators to verify accuracy of reports

See slide 57

— — — — — — —
r— — — — — — — — —

| Would revise to require reporting
within 20 days of end of calendar

I month for banking entities with |

| $50B or more of TAL I

See slide 57
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Metrics Requirements
Proposed Amendments

" Modified metrics requirements; significant new obligations. The Agencies propose extensive changes to the
Appendix A metrics reporting requirements. These include not only revisions to some of the metrics themselves
(and their names) in recognition of the limited utility of existing requirements, but also additions of several granular
informational requirements likely to require new procedures and programming and increase reporting burdens.

" New informational requirements. The proposal would require a banking entity to provide a significant amount of
new qualitative data in addition to the seven quantitative metrics.

" Extensive new trading desk information. The proposal would require a banking entity to provide a significant
amount of identifying information about each trading desk and the desk’s associated metrics, including name,
identifier, description of the desk’s general trading strategy, types of financial instruments and other products
traded by the desk, and the legal entities to which the desk books transactions, among other information.

" Quantitative measurements identifying information. The proposal would require a banking entity to provide
descriptive information about the desk’s reported quantitative metrics, including schedules describing risk
limits, risk factor sensitivities, risk factor attribution information, and schedules cross-referencing between
() limits and risk factor sensitivities and (ii) risk factor sensitivities and risk factor attribution.

" Narrative statement. The proposal would require a banking entity to provide a narrative statement describing
(i) any changes in metrics calculation methods, trading desk structure and trading desk strategy, and the
reasons and timing for any of these changes, (ii) an explanation for the inability to report any quantitative
measurement, (iii) a notice if the banking entity changes its approach to including or excluding metrics on non-
financial instruments and (iv) any other information the banking entity views as relevant.
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Metrics Requirements
Proposed Amendments

" Changes to existing metrics and processes.

Inventory Turnover = Positions. The proposal would replace the Inventory Turnover metric with a daily Positions
metric.

Customer-Facing Trade Ratio = Transaction Volumes. The proposal would replace the Customer-Facing Trade
Ratio metric with a daily Transaction Volumes metric.

Inventory Aging = Securities Inventory Aging. The proposal would limit the scope of the Inventory Aging metric to a
trading desk’s securities positions (excluding derivatives) and would rename that metric Securities Inventory Aging.

Some metrics apply based on activity. The Positions, Transaction Volumes and Securities Inventory Aging metrics
generally would apply only to trading desks that rely on the underwriting or market-making exemptions. In-scope
trading desks would be required to reflect all covered trading activities conducted by that desk, not only underwriting or
market making-related activity.

Option to include additional positions and instruments. Banking entities would have the discretion, but not the
obligation, to report metrics on activities including liquidity management and trading conducted under the trading on
behalf of customers, insurance company, or TOTUS exemptions. The Agencies also note that a banking entity would
be permitted to calculate metrics based on positions in products that are not financial instruments or positions that do
not represent covered trading activity; however, a banking entity would be permitted to decide to include these metrics
where doing so provides a more accurate picture of the risks associated with the trading desk, though the Agencies
caution that any such approach should be consistent over time.

Reporting deadline. Banking entities with $50 billion or more in trading assets and liabilities would be required to
report the information required by the Appendix within 20 days after the end of each calendar month, as opposed to the
current 10 days.
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If you have any questions regarding the matters covered in this publication, please contact any of the lawyers listed below or your

regular Davis Polk contact.
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