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SUMMARY: The OCC, Board, FDIC, and
SEC (individually, an “Agency,” and
collectively, “the Agencies”) are
adopting a rule that would implement
section 13 of the BHC Act, which was
added by section 619 of the Dodd-Frank
Wall Street Reform and Consumer
Protection Act (“Dodd-Frank Act”).
Section 13 contains certain prohibitions
and restrictions on the ability of a
banking entity and nonbank financial
company supervised by the Board to
engage in proprietary trading and have
certain interests in, or relationships
with, a hedge fund or private equity
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DATES: The final rule is effective April
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I. Background

The Dodd-Frank Act was enacted on
July 21, 2010.* Section 619 of the Dodd-

1Dodd-Frank Wall Street Reform and Consumer
Protection Act, Public Law 111-203, 124 Stat. 1376
(2010).

Frank Act added a new section 13 to the
Bank Holding Company Act of 1956
(“BHC Act”) (codified at 12 U.S.C. 1851)
that generally prohibits any banking
entity from engaging in proprietary
trading or from acquiring or retaining an
ownership interest in, sponsoring, or
having certain relationships with a
hedge fund or private equity fund
(“‘covered fund”), subject to certain
exemptions.2 New section 13 of the BHC
Act also provides that a nonbank
financial company designated by the
Financial Stability Oversight Council
(“FSOC”) for supervision by the Board
(while not a banking entity under
section 13 of the BHC Act) would be
subject to additional capital
requirements, quantitative limits, or
other restrictions if the company
engages in certain proprietary trading or
covered fund activities.?

Section 13 of the BHC Act generally
prohibits banking entities from engaging
as principal in proprietary trading for
the purpose of selling financial
instruments in the near term or
otherwise with the intent to resell in
order to profit from short-term price
movements.* Section 13(d)(1) expressly
exempts from this prohibition, subject
to conditions, certain activities,
including:

e Trading in U.S. government, agency
and municipal obligations;

e Underwriting and market making-
related activities;

¢ Risk-mitigating hedging activities;

e Trading on behalf of customers;

¢ Trading for the general account of
insurance companies; and

e Foreign trading by non-U.S.
banking entities.®

Section 13 of the BHC Act also
generally prohibits banking entities
from acquiring or retaining an
ownership interest in, or sponsoring, a
hedge fund or private equity fund.
Section 13 contains several exemptions
that permit banking entities to make
limited investments in hedge funds and
private equity funds, subject to a
number of restrictions designed to
ensure that banking entities do not
rescue investors in these funds from loss
and are not themselves exposed to

2See 12 U.S.C. 1851.

3See 12 U.S.C. 1851(a)(2) and (f)(4). The Agencies
note that two of the three companies currently
designated by FSOC for supervision by the Board
are affiliated with insured depository institutions,
and are therefore currently banking entities for
purposes of section 13 of the BHC Act. The
Agencies are continuing to review whether the
remaining company engages in any activity subject
to section 13 of the BHC Act and what, if any,
requirements apply under section 13.

4 See 12 U.S.C. 1851(a)(1)(A) and (B).

5 See id. at 1851(d)(1).
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significant losses from investments or
other relationships with these funds.

Section 13 of the BHC Act does not
prohibit a nonbank financial company
supervised by the Board from engaging
in proprietary trading, or from having
the types of ownership interests in or
relationships with a covered fund that a
banking entity is prohibited or restricted
from having under section 13 of the
BHC Act. However, section 13 of the
BHC Act provides that these activities
be subject to additional capital charges,
quantitative limits, or other
restrictions.®

II. Notice of Proposed Rulemaking:
Summary of General Comments

Authority for developing and
adopting regulations to implement the
prohibitions and restrictions of section
13 of the BHC Act is divided among the
Board, the Federal Deposit Insurance
Corporation (“FDIC”), the Office of the
Comptroller of the Currency (“OCC”),
the Securities and Exchange
Commission (“SEC”), and the
Commodity Futures Trading
Commission (“CFTC”).” As required by
section 13(b)(2) of the BHC Act, the
Board, OCC, FDIC, and SEC in October
2011 invited the public to comment on
proposed rules implementing that
section’s requirements.8 The period for
filing public comments on this proposal
was extended for an additional 30 days,
until February 13, 2012.9 In January
2012, the CFTC requested comment on
a proposal for the same common rule to
implement section 13 with respect to
those entities for which it is the primary
financial regulatory agency and invited
public comment on its proposed
implementing rule through April 16,

6See 12 U.S.C. 1851(a)(2) and (d)(4).

7 See 12 U.S.C. 1851(b)(2). Under section
13(b)(2)(B) of the BHC Act, rules implementing
section 13’s prohibitions and restrictions must be
issued by: (i) The appropriate Federal banking
agencies (i.e., the Board, the OCC, and the FDIC),
jointly, with respect to insured depository
institutions; (ii) the Board, with respect to any
company that controls an insured depository
institution, or that is treated as a bank holding
company for purposes of section 8 of the
International Banking Act, any nonbank financial
company supervised by the Board, and any
subsidiary of any of the foregoing (other than a
subsidiary for which an appropriate Federal
banking agency, the SEC, or the CFTC is the
primary financial regulatory agency); (iii) the CFTC
with respect to any entity for which it is the
primary financial regulatory agency, as defined in
section 2 of the Dodd-Frank Act; and (iv) the SEC
with respect to any entity for which it is the
primary financial regulatory agency, as defined in
section 2 of the Dodd-Frank Act. See id.

8 See 76 FR 68846 (Nov. 7, 2011) (“Joint
Proposal”).

9 See 77 FR 23 (Jan. 23, 2012) (extending the
comment period to February 13, 2012).

2012.10 The statute requires the
Agencies, in developing and issuing
implementing rules, to consult and
coordinate with each other, as
appropriate, for the purposes of
assuring, to the extent possible, that
such rules are comparable and provide
for consistent application and
implementation of the applicable
provisions of section 13 of the BHC
Act.11

The proposed rules invited comment
on a multi-faceted regulatory framework
to implement section 13 consistent with
the statutory language. In addition, the
Agencies invited comments on the
potential economic impacts of the
proposed rule and posed a number of
questions seeking information on the
costs and benefits associated with each
aspect of the proposal, as well as on any
significant alternatives that would
minimize the burdens or amplify the
benefits of the proposal in a manner
consistent with the statute. The
Agencies also encouraged commenters
to provide quantitative information and
data about the impact of the proposal on
entities subject to section 13, as well as
on their clients, customers, and
counterparties, specific markets or asset
classes, and any other entities
potentially affected by the proposed
rule, including non-financial small and
mid-size businesses.

The Agencies received over 18,000
comments addressing a wide variety of
aspects of the proposal, including
definitions used by the proposal and the
exemptions for market making-related
activities, risk-mitigating hedging
activities, covered fund activities and
investments, the use of quantitative
metrics, and the reporting proposals.
The vast majority of these comments
were from individuals using a version of
a short form letter to express support for
the proposed rule. More than 600
comment letters were unique comment
letters, including from members of
Congress, domestic and foreign banking
entities and other financial services
firms, trade groups representing
banking, insurance, and the broader
financial services industry, U.S. state
and foreign governments, consumer and
public interest groups, and individuals.
To improve understanding of the issues
raised by commenters, the Agencies met
with a number of these commenters to
discuss issues relating to the proposed
rule, and summaries of these meetings

10 See 77 FR 8332 (Feb. 14, 2012) (“CFTC
Proposal”).

11 See 12 U.S.C. 1851(b)(2)(B)(ii). The Secretary of
the Treasury, as Chairperson of the FSOC, is
responsible for coordinating the Agencies’
rulemakings under section 13 of the BHC Act. See
id.

are available on each of the Agency’s
public Web sites.12 The CFTC staff also
hosted a public roundtable on the
proposed rule.’3 Many of the
commenters generally expressed
support for the broader goals of the
proposed rule. At the same time, many
commenters expressed concerns about
various aspects of the proposed rule.
Many of these commenters requested
that one or more aspects of the proposed
rule be modified in some manner in
order to reflect their viewpoints and to
better accommodate the scope of
activities that they argued were
encompassed within section 13 of the
BHC Act. The comments addressed all
major sections of the proposed rule.
Section 13 of the BHC Act also
required the FSOC to conduct a study
(“FSOC study”’) and make
recommendations to the Agencies by
January 21, 2011 on the implementation
of section 13 of the BHC Act. The FSOC
study was issued on January 18, 2011.
The FSOC study included a detailed
discussion of key issues related to
implementation of section 13 and
recommended that the Agencies
consider taking a number of specified
actions in issuing rules under section 13
of the BHC Act.1* The FSOC study also
recommended that the Agencies adopt a
four-part implementation and
supervisory framework for identifying
and preventing prohibited proprietary
trading, which included a programmatic
compliance regime requirement for
banking entities, analysis and reporting
of quantitative metrics by banking
entities, supervisory review and
oversight by the Agencies, and

12 See http://www.regulations.gov/#!docketDetail;
D=0CC-2011-0014 (OCQC); http://www.federal
reserve.gov/newsevents/reform_systemic.htm
(Board); http://www.fdic.gov/regulations/laws/
federal/2011/11comAD85.html (FDIC); http://
www.sec.gov/comments/s7-41-11/s74111.shtml
(SEC); and http://www.cftc.gov/LawRegulation/
DoddFrankAct/Rulemakings/DF_28_VolckerRule/
index.htm (CFTC).

13 See Commodity Futures Trading Commission,
CFTC Staff to Host a Public Roundtable to Discuss
the Proposed Volcker Rule (May 24, 2012),
available at http://www.cftc.gov/PressRoom/
PressReleases/pr6263-12; transcript available at
http://www.cftc.gov/ucm/groups/public/@
newsroom/documents/file/transcript053112.pdf.

14 See Financial Stability Oversight Counsel,
Study and Recommendations on Prohibitions on
Proprietary Trading and Certain Relationships with
Hedge Funds and Private Equity Funds (Jan. 18,
2011), available at http://www.treasury.gov/
initiatives/Documents/Volcker%20sec% 20619 %
20study%20final %201 %2018 %2011 %20rg.pdf.
(“FSOC study”). See 12 U.S.C. 1851(b)(1). Prior to
publishing its study, FSOC requested public
comment on a number of issues to assist in
conducting its study. See 75 FR 61,758 (Oct. 6,
2010). Approximately 8,000 comments were
received from the public, including from members
of Congress, trade associations, individual banking
entities, consumer groups, and individuals.
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enforcement procedures for violations.5
The Agencies carefully considered the
FSOC study and its recommendations.

In formulating this final rule, the
Agencies carefully reviewed all
comments submitted in connection with
the rulemaking and considered the
suggestions and issues they raise in light
of the statutory restrictions and
provisions as well as the FSOC study.
The Agencies have sought to reasonably
respond to all of the significant issues
commenters raised. The Agencies
believe they have succeeded in doing so
notwithstanding the complexities
involved. The Agencies also carefully
considered different options suggested
by commenters in light of potential
costs and benefits in order to effectively
implement section 13 of the BHC Act.
The Agencies made numerous changes
to the final rule in response to the issues
and information provided by
commenters. These modifications to the
rule and explanations that address
comments are described in more detail
in the section-by-section description of
the final rule. To enhance uniformity in
both rules that implement section 13
and administration of the requirements
of that section, the Agencies have been
regularly consulting with each other in
the development of this final rule.

Some commenters requested that the
Agencies repropose the rule and/or
delay adoption pending the collection of
additional information.1® As described
in part above, the Agencies have
provided many and various types of
opportunities for commenters to provide
input on implementation of section 13
of the BHC Act and have collected
substantial information in the process.
In addition to the official comment
process described above, members of
the public submitted comment letters in
advance of the official comment period
for the proposed rules and met with
staff of the Agencies to explain issues of
concern; the public also provided
substantial comment in response to a
request for comment from the FSOC
regarding its findings and
recommendations for implementing
section 13.17 The Agencies provided a
detailed proposal and posed numerous

15 See FSOC study at 5-6.

16 See, e.g., SIFMA et al. (Prop. Trading) (Feb.
2012); ABA (Keating); Chamber (Nov. 2011);
Chamber (Nov. 2013); Members of Congress (Dec.
2011); IIAC; Real Estate Roundtable; Ass’n. of
German Banks; Allen & Overy (Clearing); JPMC;
Goldman (Prop. Trading); BNY Mellon et al.; State
Street (Feb. 2012); ICI Global; Chamber (Feb. 2012);
Société Générale; HSBC; Western Asset Mgmt.;
Abbott Labs et al. (Feb. 2012); PUC Texas; Columbia
Mgmt.; ICI (Feb. 2012); IIB/EBF; British Bankers’
Ass'n.; ISDA (Feb. 2012); Comm. on Capital Markets
Regulation; Ralph Saul (Apr. 2012); BPC.

17 See 75 FR 61,758 (Oct. 6, 2010).

questions in the preamble to the
proposal to solicit and explore
alternative approaches in many areas. In
addition, the Agencies have continued
to receive comment letters after the
extended comment period deadline,
which the Agencies have considered.
Thus, the Agencies believe interested
parties have had ample opportunity to
review the proposed rules, as well as the
comments made by others, and to
provide views on the proposal, other
comment letters, and data to inform our
consideration of the final rules.

In addition, the Agencies have been
mindful of the importance of providing
certainty to banking entities and
financial markets and of providing
sufficient time for banking entities to
understand the requirements of the final
rule and to design, test, and implement
compliance and reporting systems. The
further substantial delay that would
necessarily be entailed by reproposing
the rule would extend the uncertainty
that banking entities would face, which
could prove disruptive to banking
entities and the financial markets.

The Agencies note, as discussed more
fully below, that the final rule
incorporates a number of modifications
designed to address the issues raised by
commenters in a manner consistent
with the statute. The preamble below
also discusses many of the issues raised
by commenters and explains the
Agencies’ response to those comments.

To achieve the purpose of the statute,
without imposing unnecessary costs, the
final rule builds on the multi-faceted
approach in the proposal, which
includes development and
implementation of a compliance
program at each banking entity engaged
in trading activities or that makes
investments subject to section 13 of the
BHC Act; the collection and evaluation
of data regarding these activities as an
indicator of areas meriting additional
attention by the banking entity and the
relevant agency; appropriate limits on
trading, hedging, investment and other
activities; and supervision by the
Agencies. To allow banking entities
sufficient time to develop appropriate
systems, the Agencies have provided for
a phased-in schedule for the collection
of data, limited data reporting
requirements only to banking entities
that engage in significant trading
activity, and agreed to review the merits
of the data collected and revise the data
collection as appropriate over the next
21 months. Importantly, as explained in
detail below, the Agencies have also
reduced the compliance burden for
banking entities with total assets of less
than $10 billion. The final rule also
eliminates compliance burden for firms

that do not engage in covered activities
or investments beyond investing in U.S.
government obligations, agency
guaranteed obligations, or municipal
obligations.

Moreover, the Agencies believe the
data that will be collected in connection
with the final rule, as well as the
compliance efforts made by banking
entities and the supervisory experience
that will be gained by the Agencies in
reviewing trading and investment
activity under the final rule, will
provide valuable insights into the
effectiveness of the final rule in
achieving the purpose of section 13 of
the BHC Act. The Agencies remain
committed to implementing the final
rule, and revisiting and revising the rule
as appropriate, in a manner designed to
ensure that the final rule faithfully
implements the requirements and
purposes of the statute.18

Finally, the Board has determined, in
accordance with section 13 of the BHC
Act, to provide banking entities with
additional time to conform their
activities and investments to the statute
and the final rule. The restrictions and
prohibitions of section 13 of the BHC
Act became effective on July 21, 2012.19
The statute provided banking entities a
period of two years to conform their
activities and investments to the
requirement of the statute, until July 21,
2014. Section 13 also permits the Board
to extend this conformance period, one
year at a time, for a total of no more than
three additional years.2° Pursuant to this
authority and in connection with this
rulemaking, the Board has in a separate
action extended the conformance period
for an additional year until July 21,
2015.21 The Board will continue to
monitor developments to determine
whether additional extensions of the
conformance period are in the public
interest, consistent with the statute.
Accordingly, the Agencies do not
believe that a reproposal or further
delay is necessary or appropriate.

Commenters have differing views on
the overall economic impacts of section
13 of the BHC Act.

18If any provision of this rule, or the application
thereof to any person or circumstance, is held to be
invalid, such invalidity shall not affect other
provisions or application of such provisions to
other persons or circumstances that can be given
effect without the invalid provision or application.

19 See 12 U.S.C. 1851(c)(1).

20 See 12 U.S.C. 1851(c)(2); See also, A
Conformance Period for Entities Engaged in
Prohibited Proprietary Trading or Private Equity
Fund or Hedge Fund Activities, 76 FR 8265 (Feb.
14, 2011) (citing 156 Cong. Rec. S5898 (daily ed.
July 15, 2010) (statement of Sen. Merkley)).

21 See, Board Order Approving Extension of
Conformance Period, available at http://
www.federalreserve.gov/newsevents/press/bcreg/
bcreg20131210b1.pdf.
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Some commenters remarked that
proprietary trading restrictions will
have detrimental impacts on the
economy such as: reduction in
efficiency of markets, economic growth,
and in employment due to a loss in
liquidity.22 In particular, a commenter
expressed concern that there may be
high transition costs as non-banking
entities replace some of the trading
activities currently performed by
banking entities.23 Another commenter
focused on commodity markets
remarked about the potential reduction
in commercial output and curtailed
resource exploration due to a lack of
hedging counterparties.2¢ Several
commenters stated that section 13 of the
BHC Act will reduce access to debt
markets—especially for smaller
companies—raising the costs of capital
for firms and lowering the returns on
certain investments.25 Further, some
commenters mentioned that U.S. banks
may be competitively disadvantaged
relative to foreign banks due to
proprietary trading restrictions and
compliance costs.26

On the other hand, other commenters
stated that restricting proprietary
trading activity by banking entities may
reduce systemic risk emanating from the
financial system and help to lower the
probability of the occurrence of another
financial crisis.?” One commenter
contended that large banking entities
may have a moral hazard incentive to
engage in risky activities without
allocating sufficient capital to them,
especially if market participants believe
these institutions will not be allowed to
fail.28 Commenters argued that large
banking entities may engage in activities
that increase the upside return at the
expense of downside loss exposure
which may ultimately be borne by
Federal taxpayers 29 and that subsidies
associated with bank funding may
create distorted economic outcomes.3°
Furthermore, some commenters
remarked that non-banking entities may
fill much of the void in liquidity

22 See, e.g., Oliver Wyman (Dec. 2011); Chamber
(Dec. 2011); Thakor Study; Prof. Duffie; IHS.

23 See Prof. Duffie.

24 See THS.

25 See, e.g., Chamber (Dec. 2011); Thakor Study;
Oliver Wyman (Dec. 2011); IHS.

26 See, e.g., RBC; Citigroup (Feb. 2012); Goldman
(Covered Funds).

27 See, e.g., Profs. Admati & Pfleiderer; AFR (Nov.
2012); Better Markets (Dec. 2011); Better Markets
(Feb. 2012); Occupy; Johnson & Prof. Stiglitz; Paul
Volcker.

28 See Occupy.

29 See Profs. Admati & Pfleiderer; Better Markets
(Feb. 2012); Occupy; Johnson & Prof. Stiglitz; Paul
Volcker.

30 See Profs. Admati & Pfleiderer; Johnson & Prof.
Stiglitz.

provision left by banking entities if
banking entities reduce their current
trading activities.31 Finally, some
commenters mentioned that hyper-
liquidity that arises from, for instance,
speculative bubbles, may harm the
efficiency and price discovery function
of markets.32

The Agencies have taken these
concerns into account in the final rule.
As described below with respect to
particular aspects of the final rule, the
Agencies have addressed these issues by
reducing burdens where appropriate,
while at the same time ensuring that the
final rule serves its purpose of
promoting healthy economic activity. In
that regard, the Agencies have sought to
achieve the balance intended by
Congress under section 13 of the BHC
Act. Several comments suggested that a
costs and benefits analysis be performed
by the Agencies.33 On the other hand,
some commenters 34 correctly stated
that a costs and benefits analysis is not
legally required.3° However, the
Agencies find certain of the information
submitted by commenters concerning
costs and benefits and economic effects
to be relevant to consideration of the
rule, and so have considered this
information as appropriate, and, on the
basis of these and other considerations,
sought to achieve the balance intended
by Congress in section 619 of the Dodd-
Frank Act. The relevant comments are
addressed therein.

III. Overview of Final Rule

The Agencies are adopting this final
rule to implement section 13 of the BHC
Act with a number of changes to the
proposal, as described further below.
The final rule adopts a risk-based
approach to implementation that relies
on a set of clearly articulated
characteristics of both prohibited and
permitted activities and investments
and is designed to effectively
accomplish the statutory purpose of
reducing risks posed to banking entities
by proprietary trading activities and
investments in or relationships with
covered funds. As explained more fully

31 See AFR et al. (Feb. 2012); Better Markets (Apr.
16, 2012); David McClean; Public Citizen; Occupy.

32 See Johnson & Prof. Stiglitz (citing Thomas
Phillipon (2011)); AFR et al. (Feb. 2012); Occupy.

33 See SIFMA et al. (Covered Funds) (Feb. 2012);
BoA; ABA (Keating); Chamber (Feb. 2012); Société
Générale; FTN; SVB; ISDA (Feb. 2012); Comm. on
Capital Market Regulation; Real Estate Roundtable.

34 See, e.g., Better Markets (Feb. 2012); Randel
Pilo.

35 For example, with respect to the CFTC, Section
15(a) of the CEA requires such consideration only
when “promulgating a regulation under this
[Commodity Exchange] Act.”” This final rule is not
promulgated under the CEA, but under the BHC
Act. CEA section 15(a), therefore, does not apply.

below in the section-by-section analysis,
the final rule has been designed to
ensure that banking entities do not
engage in prohibited activities or
investments and to ensure that banking
entities engage in permitted trading and
investment activities in a manner
designed to identify, monitor and limit
the risks posed by these activities and
investments. For instance, the final rule
requires that any banking entity that is
engaged in activity subject to section 13
develop and administer a compliance
program that is appropriate to the size,
scope and risk of its activities and
investments. The rule requires the
largest firms engaged in these activities
to develop and implement enhanced
compliance programs and regularly
report data on trading activities to the
Agencies. The Agencies believe this will
permit banking entities to effectively
engage in permitted activities, and the
Agencies to enforce compliance with
section 13 of the BHC Act. In addition,
the enhanced compliance programs will
help both the banking entities and the
Agencies identify, monitor, and limit
risks of activities permitted under
section 13, particularly involving
banking entities posing the greatest risk
to financial stability.

A. General Approach and Summary of
Final Rule

The Agencies have designed the final
rule to achieve the purposes of section
13 of the BHC Act, which include
prohibiting banking entities from
engaging in proprietary trading or
acquiring or retaining an ownership
interest in, or having certain
relationships with, a covered fund,
while permitting banking entities to
continue to provide, and to manage and
limit the risks associated with
providing, client-oriented financial
services that are critical to capital
generation for businesses of all sizes,
households and individuals, and that
facilitate liquid markets. These client-
oriented financial services, which
include underwriting, market making,
and asset management services, are
important to the U.S. financial markets
and the participants in those markets.
At the same time, providing appropriate
latitude to banking entities to provide
such client-oriented services need not
and should not conflict with clear,
robust, and effective implementation of
the statute’s prohibitions and
restrictions.

As noted above, the final rule takes a
multi-faceted approach to implementing
section 13 of the BHC Act. In particular,
the final rule includes a framework that
clearly describes the key characteristics
of both prohibited and permitted
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activities. The final rule also requires
banking entities to establish a
comprehensive compliance program
designed to ensure compliance with the
requirements of the statute and rule in
a way that takes into account and
reflects the banking entity’s activities,
size, scope and complexity. With
respect to proprietary trading, the final
rule also requires the large firms that are
active participants in trading activities
to calculate and report meaningful
quantitative data that will assist both
banking entities and the Agencies in
identifying particular activity that
warrants additional scrutiny to
distinguish prohibited proprietary
trading from otherwise permissible
activities.

As a matter of structure, the final rule
is generally divided into four subparts
and contains two appendices, as
follows:

e Subpart A of the final rule describes
the authority, scope, purpose, and
relationship to other authorities of the
rule and defines terms used commonly
throughout the rule;

e Subpart B of the final rule prohibits
proprietary trading, defines terms
relevant to covered trading activity,
establishes exemptions from the
prohibition on proprietary trading and
limitations on those exemptions, and
requires certain banking entities to
report quantitative measurements with
respect to their trading activities;

e Subpart C of the final rule prohibits
or restricts acquiring or retaining an
ownership interest in, and certain
relationships with, a covered fund,
defines terms relevant to covered fund
activities and investments, as well as
establishes exemptions from the
restrictions on covered fund activities
and investments and limitations on
those exemptions;

e Subpart D of the final rule generally
requires banking entities to establish a
compliance program regarding
compliance with section 13 of the BHC
Act and the final rule, including written
policies and procedures, internal
controls, a management framework,
independent testing of the compliance
program, training, and recordkeeping;

¢ Appendix A of the final rule details
the quantitative measurements that
certain banking entities may be required
to compute and report with respect to
certain trading activities;

¢ Appendix B of the final rule details
the enhanced minimum standards for
programmatic compliance that certain
banking entities must meet with respect
to their compliance program, as
required under subpart D.

B. Proprietary Trading Restrictions

Subpart B of the final rule implements
the statutory prohibition on proprietary
trading and the various exemptions to
this prohibition included in the statute.
Section .3 of the final rule contains
the core prohibition on proprietary
trading and defines a number of related
terms, including “proprietary trading”
and “trading account.” The final rule’s
definition of proprietary trading
generally parallels the statutory
definition and covers engaging as
principal for the trading account of a
banking entity in any transaction to
purchase or sell specified types of
financial instruments.36

The final rule’s definition of trading
account also is consistent with the
statutory definition.3” In particular, the
definition of trading account in the final
rule includes three classes of positions.
First, the definition includes the
purchase or sale of one or more
financial instruments taken principally
for the purpose of short-term resale,
benefitting from short-term price
movements, realizing short-term
arbitrage profits, or hedging another
trading account position.38 For purposes
of this part of the definition, the final
rule also contains a rebuttable
presumption that the purchase or sale of
a financial instrument by a banking
entity is for the trading account of the
banking entity if the banking entity
holds the financial instrument for fewer
than 60 days or substantially transfers
the risk of the financial instrument
within 60 days of purchase (or sale).3?
Second, with respect to a banking entity
subject to the Federal banking agencies’
Market Risk Capital Rules, the
definition includes the purchase or sale
of one or more financial instruments
subject to the prohibition on proprietary
trading that are treated as “covered
positions and trading positions” (or
hedges of other market risk capital rule
covered positions) under those capital
rules, other than certain foreign
exchange and commodities positions.40
Third, the definition includes the
purchase or sale of one or more
financial instruments by a banking
entity that is licensed or registered or
required to be licensed or registered to
engage in the business of a dealer, swap
dealer, or security-based swap dealer to
the extent the instrument is purchased
or sold in connection with the activities
that require the banking entity to be
licensed or registered as such or is

36 See final rule §  .3(a).
37 See final rule § )
38 See final rule §  .3(b)(1)().
39 See final rule § )
)

engaged in those businesses outside of
the United States, to the extent the
instrument is purchased or sold in
connection with the activities of such
business.1

The definition of proprietary trading
also contains clarifying exclusions for
certain purchases and sales of financial
instruments that generally do not
involve the requisite short-term trading
intent, such as the purchase and sale of
financial instruments arising under
certain repurchase and reverse
repurchase arrangements or securities
lending transactions and securities
acquired or taken for bona fide liquidity
management purposes.42

In Section .3, the final rule also
defines a number of other relevant
terms, including the term “financial
instrument.” This term is used to define
the scope of financial instruments
subject to the prohibition on proprietary
trading. Consistent with the statutory
language, such financial instruments
include securities, derivatives,
commodity futures, and options on such
instruments, but do not include loans,
spot foreign exchange or spot physical
commodities.*3

In Section .4, the final rule
implements the statutory exemptions for
underwriting and market making-related
activities. For each of these permitted
activities, the final rule defines the
exempt activity and provides a number
of requirements that must be met in
order for a banking entity to rely on the
applicable exemption. As more fully
discussed below, these include
establishment and enforcement of a
compliance program targeted to the
activity; limits on positions, inventory
and risk exposure addressing the
requirement that activities be designed
not to exceed the reasonably expected
near term demands of clients,
customers, or counterparties; limits on
the duration of holdings and positions;
defined escalation procedures to change
or exceed limits; analysis justifying
established limits; internal controls and
independent testing of compliance with
limits; senior management
accountability and limits on incentive
compensation. In addition, the final rule
requires firms with significant market-
making or underwriting activities to
report data involving several metrics
that may be used by the banking entity
and the Agencies to identify trading
activity that may warrant more detailed
compliance review.

These requirements are generally
designed to ensure that the banking

41 See final rule § .3(b)(1)(iii).
42 See final rule § .3(d).
43 See final rule § .3(c).



Federal Register/Vol. 79, No. 21/Friday, January 31, 2014/Rules and Regulations

5543

entity’s trading activity is limited to
underwriting and market making-related
activities and does not include
prohibited proprietary trading.#¢ These
requirements are also intended to work
together to ensure that banking entities
identify, monitor and limit the risks
associated with these activities.

In Section .5, the final rule
implements the statutory exemption for
risk-mitigating hedging. As with the
underwriting and market-making
exemptions, § .5 of the final rule
contains a number of requirements that
must be met in order for a banking
entity to rely on the exemption. These
requirements are generally designed to
ensure that the banking entity’s hedging
activity is limited to risk-mitigating
hedging in purpose and effect.45 Section
.5 also requires banking entities to
document, at the time the transaction is
executed, the hedging rationale for
certain transactions that present
heightened compliance risks.46 As with
the exemptions for underwriting and
market making-related activity, these
requirements form part of a broader
implementation approach that also
includes the compliance program
requirement and the reporting of
quantitative measurements.

In Section .6, the final rule
implements statutory exemptions for
trading in certain government
obligations, trading on behalf of
customers, trading by a regulated
insurance company, and trading by
certain foreign banking entities outside
of the United States. Section _ .6(a) of
the final rule describes the government
obligations in which a banking entity
may trade, which include U.S.
government and agency obligations,
obligations and other instruments of
specified government sponsored
entities, and State and municipal
obligations.4” Section  .6(b) of the
final rule permits trading in certain
foreign government obligations by
affiliates of foreign banking entities in
the United State and foreign affiliates of
a U.S. banking entity abroad.48 Section

.6(c) of the final rule describes
permitted trading on behalf of
customers and identifies the types of
transactions that would qualify for the
exemption.4? Section  .6(d) of the
final rule describes permitted trading by
a regulated insurance company or an
affiliate thereof for the general account
of the insurance company, and also

44 See final rule § .4(a), (b).

45 See finalrule § 5.
46 See final rule § .5
47 See finalrule§ .6
48 See final rule § .6
.6

49 See final rule §

permits those entities to trade for a
separate account of the insurance
company.5? Finally, §  .6(e) of the
final rule describes trading permitted
outside of the United States by a foreign
banking entity.5! The exemption in the
final rule clarifies when a foreign
banking entity will qualify to engage in
such trading pursuant to sections 4(c)(9)
or 4(c)(13) of the BHC Act, as required
by the statute, including with respect to
a foreign banking entity not currently
subject to the BHC Act. As explained in
detail below, the exemption also
provides that the risk as principal, the
decision-making, and the accounting for
this activity must occur solely outside of
the United States, consistent with the
statute.

In Section .7, the final rule
prohibits a banking entity from relying
on any exemption to the prohibition on
proprietary trading if the permitted
activity would involve or result in a
material conflict of interest, result in a
material exposure to high-risk assets or
high-risk trading strategies, or pose a
threat to the safety and soundness of the
banking entity or to the financial
stability of the United States.52 This
section also describes the terms material
conflict of interest, high-risk asset, and
high-risk trading strategy for these
purposes.

C. Restrictions on Covered Fund
Activities and Investments

Subpart C of the final rule implements
the statutory prohibition on, directly or
indirectly, acquiring and retaining an
ownership interest in, or having certain
relationships with, a covered fund, as
well as the various exemptions to this
prohibition included in the statute.
Section .10 of the final rule contains
the core prohibition on covered fund
activities and investments and defines a
number of related terms, including
“covered fund” and “ownership
interest.”” 53 The definition of covered
fund contains a number of exclusions
for entities that may rely on exclusions
from the Investment Company Act of
1940 contained in section 3(c)(1) or
3(c)(7) of that Act but that are not
engaged in investment activities of the
type contemplated by section 13 of the
BHC Act. These include, for example,
exclusions for wholly owned
subsidiaries, joint ventures, foreign
pension or retirement funds, insurance
company separate accounts, and public
welfare investment funds. The final rule
also implements the statutory rule of

50 See final rule § .6(d).
51 See final rule § .6(e).
52 See final rule § 7.

53 See final rule § .10(b).

construction in section 13(g)(2) and
provides that a securitization of loans,
which would include loan
securitization, qualifying asset backed
commercial paper conduit, and
qualifying covered bonds, is not covered
by section 13 or the final rule.5¢

The definition of “ownership
interest” in the final rule provides
further guidance regarding the types of
interests that would be considered to be
an ownership interest in a covered
fund.?® As described in this
Supplementary Information, these
interests may take various forms. The
definition of ownership interest also
explicitly excludes from the definition
“restricted profit interest” that is solely
performance compensation for services
provided to the covered fund by the
banking entity (or an employee or
former employee thereof), under certain
circumstances.5¢ Section .10 of the
final rule also defines a number of other
relevant terms, including the terms
“prime brokerage transaction,”
“sponsor,” and “trustee.”

Section .11 of the final rule
implements the exemption for
organizing and offering a covered fund
provided for under section 13(d)(1)(G)
of the BHC Act. Section  .11(a) of the
final rule outlines the conditions that
must be met in order for a banking
entity to organize and offer a covered
fund under this authority. These
requirements are contained in the
statute and are intended to allow a
banking entity to engage in certain
traditional asset management and
advisory businesses, subject to certain
limits contained in section 13 of the
BHC Act.57 The requirements are
discussed in detail in Part IV.B.2. of this
SUPPLEMENTARY INFORMATION. Section
.11 also explains how these
requirements apply to covered funds
that are issuing entities of asset-backed
securities, as well as implements the
statutory exemption for underwriting
and market-making ownership interests
of a covered fund, including explaining
the limitations imposed on such
activities under the final rule.

In Section .12, the final rule
permits a banking entity to acquire and

54 The Agencies believe that most securitization
transactions are currently structured so that the
issuing entity with respect to the securitization is
not an affiliate of a banking entity under the BHC
Act. However, with respect to any securitization
that is an affiliate of a banking entity and that does
not meet the requirements of the loan securitization
exclusion, the related banking entity will need to
determine how to bring the securitization into
compliance with this rule.

55 See final rule §  .10(d)(6).

56 See final rule §  .10(b)(6)(ii).

57 See 156 Cong. Rec. S5889 (daily ed. July 15,
2010) (statement of Sen. Hagan).
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retain, as an investment in a covered
fund, an ownership interest in a covered
fund that the banking entity organizes
and offers or holds pursuant to other
authority under § .11.58 This section
implements section 13(d)(4) of the BHC
Act and related provisions. Section
13(d)(4)(A) of the BHC Act permits a
banking entity to make an investment in
a covered fund that the banking entity
organizes and offers, or for which it acts
as sponsor, for the purposes of (i)
establishing the covered fund and
providing the fund with sufficient
initial equity for investment to permit
the fund to attract unaffiliated investors,
or (ii) making a de minimis investment
in the covered fund in compliance with
applicable requirements. Section
.12 of the final rule implements this
authority and related limitations,
including limitations regarding the
amount and value of any individual per-
fund investment and the aggregate value
of all such permitted investments. In
addition, § .12 requires that the
aggregate value of all investments in
covered funds, plus any earnings on
these investments, be deducted from the
capital of the banking entity for
purposes of the regulatory capital
requirements, and explains how that
deduction must occur. Section .12
of the final rule also clarifies how a
banking entity must calculate its
compliance with these investment
limitations (including by deducting
such investments from applicable
capital, as relevant), and sets forth how
a banking entity may request an
extension of the period of time within
which it must conform an investment in
a single covered fund. This section also
explains how a banking entity must
apply the covered fund investment
limits to a covered fund that is an
issuing entity of asset backed securities
or a covered fund that is part of a
master-feeder or fund-of-funds
structure.

In Section .13, the final rule
implements the statutory exemptions
described in sections 13(d)(1)(C), (D),
(F), and (I) of the BHC Act that permit
a banking entity: (i) to acquire and
retain an ownership interest in a
covered fund as a risk-mitigating
hedging activity related to employee
compensation; (ii) in the case of a non-
U.S. banking entity, to acquire and
retain an ownership interest in, or act as
sponsor to, a covered fund solely
outside the United States; and (iii) to
acquire and retain an ownership interest
in, or act as sponsor to, a covered fund

58 See final rule § 12,

by an insurance company for its general
or separate accounts.59

In Section .14, the final rule
implements section 13(f) of the BHC Act
and generally prohibits a banking entity
from entering into certain transactions
with a covered fund that would be a
covered transaction as defined in
section 23A of the Federal Reserve
Act.60 Section  .14(a)(2) of the final
rule describes the transactions between
a banking entity and a covered fund that
remain permissible under the statute
and the final rule. Section _ .14(b) of
the final rule implements the statute’s
requirement that any transaction
permitted under section 13(f) of the
BHC Act (including a prime brokerage
transaction) between the banking entity
and a covered fund is subject to section
23B of the Federal Reserve Act,% which,
in general, requires that the transaction
be on market terms or on terms at least
as favorable to the banking entity as a
comparable transaction by the banking
entity with an unaffiliated third party.

In Section .15, the final rule
prohibits a banking entity from relying
on any exemption to the prohibition on
acquiring and retaining an ownership
interest in, acting as sponsor to, or
having certain relationships with, a
covered fund, if the permitted activity
or investment would involve or result in
a material conflict of interest, result in
a material exposure to high-risk assets
or high-risk trading strategies, or pose a
threat to the safety and soundness of the
banking entity or to the financial
stability of the United States.62 This
section also describes material conflict
of interest, high-risk asset, and high-risk
trading strategy for these purposes.

D. Metrics Reporting Requirement

Under the final rule, a banking entity
that meets relevant thresholds specified
in the rule must furnish the following
quantitative measurements for each of
its trading desks engaged in covered
trading activity calculated in accordance
with Appendix A:

e Risk and Position Limits and Usage;

¢ Risk Factor Sensitivities;

e Value-at-Risk and Stress VaR;

e Comprehensive Profit and Loss
Attribution;

e Inventory Turnover;

¢ Inventory Aging; and

e Customer Facing Trade Ratio.

The final rule raises the threshold for
metrics reporting from the proposal to
capture only firms that engage in

59 See final rule §  .13(a)—(c).

60 See 12 U.S.C. 371c; see also final rule
§ .14.

6112 U.S.C. 371¢-1.

62 See final rule §  .15.

significant trading activity, identified at
specified aggregate trading asset and
liability thresholds, and delays the dates
for reporting metrics through a phased-
in approach based on the size of trading
assets and liabilities. Specifically, the
Agencies have delayed the reporting of
metrics until June 30, 2014 for the
largest banking entities that, together
with their affiliates and subsidiaries,
have trading assets and liabilities the
average gross sum of which equal or
exceed $50 billion on a worldwide
consolidated basis over the previous
four calendar quarters (excluding
trading assets and liabilities involving
obligations of or guaranteed by the
United States or any agency of the
United States). Banking entities with
$25 billion or more in trading assets and
liabilities and banking entities with $10
billion or more in trading assets and
liabilities would also be required to
report these metrics beginning on April
30, 2016, and December 31, 2016,
respectively.

Under the final rule, a banking entity
required to report metrics must
calculate any applicable quantitative
measurement for each trading day. Each
banking entity required to report must
report each applicable quantitative
measurement to its primary supervisory
Agency on the reporting schedule
established in the final rule unless
otherwise requested by the primary
supervisory Agency for the entity. The
largest banking entities with $50 billion
in consolidated trading assets and
liabilities must report the metrics on a
monthly basis. Other banking entities
required to report metrics must do so on
a quarterly basis. All quantitative
measurements for any calendar month
must be reported no later than 10 days
after the end of the calendar month
required by the final rule unless another
time is requested by the primary
supervisory Agency for the entity except
for a transitional six month period
during which reporting will be required
no later than 30 days after the end of the
calendar month. Banking entities
subject to quarterly reporting will be
required to report quantitative
measurements within 30 days of the end
of the quarter, unless another time is
requested by the primary supervisory
Agency for the entity in writing.63

63 See final rule § ~ .20(d)(3). The final rule
includes a shorter period of time for reporting
quantitative measurements than was proposed for
the largest banking entities. Like the monthly
reporting requirement for these firms, this is
intended to allow for more effective supervision of
their large-scale trading operations.
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E. Compliance Program Requirement

Subpart D of the final rule requires a
banking entity engaged in covered
trading activities or covered fund
activities to develop and implement a
program reasonably designed to ensure
and monitor compliance with the
prohibitions and restrictions on covered
trading activities and covered fund
activities and investments set forth in
section 13 of the BHC Act and the final
rule.54 To reduce the overall burden of
the rule, the final rule provides that a
banking entity that does not engage in
covered trading activities (other than
trading in U.S. government or agency
obligations, obligations of specified
government sponsored entities, and
state and municipal obligations) or
covered fund activities and investments
need only establish a compliance
program prior to becoming engaged in
such activities or making such
investments.%° In addition, to reduce the
burden on smaller banking entities, a
banking entity with total consolidated
assets of $10 billion or less that engages
in covered trading activities and/or
covered fund activities or investments
may satisfy the requirements of the final
rule by including in its existing
compliance policies and procedures
appropriate references to the
requirements of section 13 and the final
rule and adjustments as appropriate
given the activities, size, scope and
complexity of the banking entity.66

For banking entities with total assets
greater than $10 billion and less than
$50 billion, the final rule specifies six
elements that each compliance program
established under subpart D must, at a
minimum, include. These requirements
focus on written policies and
procedures reasonably designed to
ensure compliance with the final rules,
including limits on underwriting and
market-making; a system of internal
controls; clear accountability for
compliance and review of limits,
hedging, incentive compensation, and
other matters; independent testing and
audits; additional documentation for
covered funds; training; and
recordkeeping requirements.

A banking entity with $50 billion or
more total consolidated assets (or a
foreign banking entity that has total U.S.
assets of $50 billion or more) or that is
required to report metrics under
Appendix A is required to adopt an
enhanced compliance program with
more detailed policies, limits,
governance processes, independent
testing and reporting. In addition, the

64 See final rule § .20.
65 See final rule § .20()(1).
66 See final rule § .20(f)(2).

Chief Executive Officer of these larger
banking entities must attest that the
banking entity has in place a program
reasonably designed to achieve
compliance with the requirements of
section 13 of the BHC Act and the final
rule.

The application of detailed minimum
standards for these types of banking
entities is intended to reflect the
heightened compliance risks of large
covered trading activities and covered
fund activities and investments and to
provide clear, specific guidance to such
banking entities regarding the
compliance measures that would be
required for purposes of the final rule.

IV. Final Rule

A. Subpart B—Proprietary Trading
Restrictions

1. Section .3: Prohibition on
Proprietary Trading and Related
Definitions

Section 13(a)(1)(A) of the BHC Act
prohibits a banking entity from engaging
in proprietary trading unless otherwise
permitted in section 13.67 Section
13(h)(4) of the BHC Act defines
proprietary trading, in relevant part, as
engaging as principal for the trading
account of the banking entity in any
transaction to purchase or sell, or
otherwise acquire or dispose of, a
security, derivative, contract of sale of a
commodity for future delivery, or other
financial instrument that the Agencies
include by rule.68

Section  .3(a) of the proposed rule
implemented section 13(a)(1)(A) of the
BHC Act by prohibiting a banking entity
from engaging in proprietary trading
unless otherwise permitted under
§§ .4 through .6 of the proposed
rule. Section __ .3(b)(1) of the
proposed rule defined proprietary
trading in accordance with section
13(h)(4) of the BHC Act and clarified
that proprietary trading does not
include acting solely as agent, broker, or
custodian for an unaffiliated third party.
The preamble to the proposed rule
explained that acting in these types of
capacities does not involve trading as
principal.69

Several commenters expressed
concern about the breadth of the ban on
proprietary trading.”® Some of these
commenters stated that proprietary
trading must be carefully and narrowly
defined to avoid prohibiting activities

6712 U.S.C. 1851(a)(1)(A).

6812 U.S.C. 1851(h)(4).

69 See Joint Proposal, 76 FR 68,857.

70 See, e.g., Ass'n. of Institutional Investors (Feb.
2012); Capital Group; Comm. on Capital Markets
Regulation; IAA; SIFMA et al. (Prop. Trading) (Feb.
2012); SVB; Chamber (Feb. 2012); Wellington.

that Congress did not intend to limit
and to preclude significant, unintended
consequences for capital markets,
capital formation, and the broader
economy.”! Some commenters asserted
that the proposed definition could result
in banking entities being unwilling to
take principal risk to provide liquidity
for institutional investors; could
unnecessarily constrain liquidity in
secondary markets, forcing asset
managers to service client needs
through alternative non-U.S. markets;
could impose substantial costs for all
institutions, especially smaller and mid-
size institutions; and could drive risk-
taking to the shadow banking system.72
Others urged the Agencies to determine
that trading as agent, broker, or
custodian for an affiliate was not
proprietary trading.”3

Commenters also suggested
alternative approaches for defining
proprietary trading. In general, these
approaches sought to provide a bright-
line definition to provide increased
certainty to banking entities74 or make
the prohibition easier to apply in
practice.”> One commenter stated the
Agencies should focus on the economics
of banking entities’ transactions and ban
trading if the banking entity is exposed
to market risk for a significant period of
time or is profiting from changes in the
value of the asset.”6 Several
commenters, including individual
members of the public, urged the
Agencies to prohibit banking entities
from engaging in any kind of proprietary
trading and require separation of trading
from traditional banking activities.””
After carefully considering comments,
the Agencies are defining proprietary
trading as engaging as principal for the
trading account of the banking entity in
any purchase or sale of one or more

71 See Ass’n. of Institutional Investors (Feb. 2012);
GE (Feb. 2012); Invesco; Sen. Corker; Chamber (Feb.
2012).

72 See Chamber (Feb. 2012).

73 See Japanese Bankers Ass’n.

74 See, e.g., ABA (Keating); Ass'n. of Institutional
Investors (Feb. 2012); BOK; George Bollenbacher;
Credit Suisse (Seidel); NAIB et al.; SSgA (Feb.
2012); JPMC.

75 See Public Citizen.

76 See Sens. Merkley & Levin (Feb. 2012).

77 See generally Occupy; Public Citizen; AFR et
al. (Feb. 2012). The Agencies received over fifteen
thousand form letters in support of a rule with few
exemptions, many of which expressed a desire to
return to the regulatory scheme as governed by the
Glass-Steagall affiliation provisions of the U.S.
Banking Act of 1933, as repealed through the
Graham-Leach-Bliley Act of 1999. See generally
Sarah McGee; Christopher Wilson; Michael Itlis;
Barry Rein; Edward Bright. Congress rejected such
an approach, however, opting instead for the more
narrowly tailored regulatory approach embodied in
section 13 of the BHC Act.
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financial instruments.”® The Agencies
believe this effectively restates the
statutory definition. The Agencies are
not adopting commenters’ suggested
modifications to the proposed definition
of proprietary trading or the general
prohibition on proprietary trading
because they generally appear to be
inconsistent with Congressional intent.
For instance, some commenters
appeared to suggest an approach to
defining proprietary trading that would
capture only bright-line, speculative
proprietary trading and treat the
activities covered by the statutory
exemptions as completely outside the
rule.”® However, such an approach
would appear to be inconsistent with
Congressional intent because, for
instance, it would not give effect to the
limitations on permitted activities in
section 13(d) of the BHC Act.8° For
similar reasons, the Agencies are not
adopting a bright-line definition of
proprietary trading.8?

A number of commenters expressed
concern that, as a whole, the proposed
rule may result in certain negative
economic impacts, including: (i)
Reduced market liquidity; 82 (ii) wider
spreads or otherwise increased trading
costs; 83 (iii) higher borrowing costs for

78 See final rule §  .3(a). The final rule also
replaces all references to the proposed term
“covered financial position” with the term
“financial instrument.” This change has no
substantive impact because the definition of
“financial instrument” is substantially identical to
the proposed definition of “covered financial
position.” Consistent with this change, the final
rule replaces the undefined verbs “acquire” or
“take” with the defined terms “purchase” or “sale”
and “sell.” See final rule §§ .3(c), .2(u), (x).

79 See, e.g., Ass’n. of Institutional Investors (Feb.
2012); GE (Feb. 2012); Invesco; Sen. Corker;
Chamber (Feb. 2012); JPMC.

80 See 156 Cong. Rec. S5895-96 (daily ed. July 15,
2010) (statement of Sen. Merkley) (stating the
statute ‘“permits underwriting and market-making-
related transactions that are technically trading for
the account of the firm but, in fact, facilitate the
provision of near-term client-oriented financial
services.”).

81 See ABA (Keating); Ass'n. of Institutional
Investors (Feb. 2012); BOK; George Bollenbacher;
Credit Suisse (Seidel); NAIB et al.; SSgA (Feb.
2012); JPMC.

82 See, e.g., AllianceBernstein; Obaid Syed; Rep.
Bachus et al.; EMTA; NASP; Sen. Hagan; Investure;
Lord Abbett; Sumitomo Trust; EFAMA; Morgan
Stanley; Barclays; BoA; Citigroup (Feb. 2012);
STANY; ABA (Keating); ICE; ICSA; SIFMA (Asset
Mgmt.) (Feb. 2012); Putnam; ACLI (Feb. 2012);
Wells Fargo (Prop. Trading); Capital Group; RBC;
Columbia Mgmt.; SSgA (Feb. 2012); Fidelity; ICI
(Feb. 2012); ISDA (Feb. 2012); Comm. on Capital
Markets Regulation; Clearing House Ass'n.; Thakor
Study. See also CalPERS (acknowledging that the
systemic protections afforded by the Volcker Rule
come at a price, including reduced liquidity to all
markets).

83 See, e.g., AllianceBernstein; Obaid Syed;
NASP; Investure; Lord Abbett; CalPERS; Credit
Suisse (Seidel); Citigroup (Feb. 2012); ABA
(Keating); SIFMA (Asset Mgmt.) (Feb. 2012);

businesses or increased cost of

capital; 8¢ and/or (iv) greater market
volatility.85 The Agencies have carefully
considered commenters’ concerns about
the proposed rule’s potential impact on
overall market liquidity and quality. As
discussed in more detail in Parts IV.A.2.
and IV.A.3., the final rule will permit
banking entities to continue to provide
beneficial market-making and
underwriting services to customers, and
therefore provide liquidity to customers
and facilitate capital-raising. However,
the statute upon which the final rule is
based prohibits proprietary trading
activity that is not exempted. As such,
the termination of non-exempt
proprietary trading activities of banking
entities may lead to some general
reductions in liquidity of certain asset
classes. Although the Agencies cannot
say with any certainty, there is good
reason to believe that to a significant
extent the liquidity reductions of this
type may be temporary since the statute
does not restrict proprietary trading
activities of other market participants.s6
Thus, over time, non-banking entities
may provide much of the liquidity that
is lost by restrictions on banking
entities’ trading activities. If so,
eventually, the detrimental effects of
increased trading costs, higher costs of
capital, and greater market volatility
should be mitigated.

To respond to concerns raised by
commenters while remaining consistent
with Congressional intent, the final rule
has been modified to provide that
certain purchases and sales are not

Putnam; Wells Fargo (Prop. Trading); Comm. on
Capital Markets Regulation.

84 See, e.g., Rep. Bachus et al.; Members of
Congress (Dec. 2011); Lord Abbett; Morgan Stanley;
Barclays; BoA; Citigroup (Feb. 2012); ABA
(Abernathy); ICSA; SIFMA (Asset Mgmt.) (Feb.
2012); Chamber (Feb. 2012); Putnam; ACLI (Feb.
2012); UBS; Wells Fargo (Prop. Trading); Capital
Group; Sen. Carper et al.; Fidelity; Invesco; Clearing
House Ass'n.; Thakor Study.

85 See, e.g., CalPERS (expressing the belief that a
decline in banking entity proprietary trading will
increase the volatility of the corporate bond market,
especially during times of economic weakness or
periods where risk taking declines, but noting that
portfolio managers have experienced many different
periods of market illiquidity and stating that the
market will adapt post-implementation (e.g.,
portfolio managers will increase their use of CDS
to reduce economic risk to specific bond positions
as the liquidation process of cash bonds takes more
time, alternative market matching networks will be
developed)); Morgan Stanley; Capital Group;
Fidelity; British Bankers’ Ass’n.; Invesco.

86 See David McClean; Public Citizen; Occupy. In
response to commenters who expressed concern
about risks associated with proprietary trading
activities moving to non-banking entities, the
Agencies note that section 13’s prohibition on
proprietary trading and related exemptions apply
only to banking entities. See, e.g., Chamber (Feb.
2012).

proprietary trading as described in more
detail below.8”

a. Definition of “Trading Account”

As explained above, section 13
defines proprietary trading as engaging
as principal “for the trading account of
the banking entity” in certain types of
transactions. Section 13(h)(6) of the
BHC Act defines trading account as any
account used for acquiring or taking
positions in financial instruments
principally for the purpose of selling in
the near-term (or otherwise with the
intent to resell in order to profit from
short-term price movements), and any
such other accounts as the Agencies
may, by rule, determine.88

The proposed rule defined trading
account to include three separate
accounts. First, the proposed definition
of trading account included, consistent
with the statute, any account that is
used by a banking entity to acquire or
take one or more covered financial
positions for short-term trading
purposes (the “short-term trading
account”).89 The proposed rule
identified four purposes that would
indicate short-term trading intent: (i)
Short-term resale; (ii) benefitting from
actual or expected short-term price
movements; (iii) realizing short-term
arbitrage profits; or (iv) hedging one or
more positions described in (i), (ii) or
(iii). The proposed rule presumed that
an account is a trading account if it is
used to acquire or take a covered
financial position (other than a position
in the market risk rule trading account
or the dealer trading account) that the
banking entity holds for 60 days or
less.90

Second, the proposed definition of
trading account included, for certain
entities, any account that contains
positions that qualify for trading book
capital treatment under the banking
agencies’ market risk capital rules other
than positions that are foreign exchange
derivatives, commodity derivatives or
contracts of sale of a commodity for
delivery (the “market risk rule trading
account”).9 “Covered positions” under
the banking agencies’ market-risk
capital rules are positions that are
generally held with the intent of sale in
the short-term.

Third, the proposed definition of
trading account included any account
used by a banking entity that is a
securities dealer, swap dealer, or

87 See final rule § ~ .3(d).
88 See 12 U.S.C. 1851(h)(6).

89 See proposed rule § _ .3(b)
90 See proposed rule §  .3(b)

91 See proposed rule §§ .3(b
.3(b)(3).
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security-based swap dealer to acquire or
take positions in connection with its
dealing activities (the ““dealer trading
account”).92 The proposed rule also
included as a trading account any
account used to acquire or take any
covered financial position by a banking
entity in connection with the activities
of a dealer, swap dealer, or security-
based swap dealer outside of the United
States.?3 Covered financial positions
held by banking entities that register or
file notice as securities or derivatives
dealers as part of their dealing activity
were included because such positions
are generally held for sale to customers
upon request or otherwise support the
firm’s trading activities (e.g., by hedging
its dealing positions).9+

The proposed rule also set forth four
clarifying exclusions from the definition
of trading account. The proposed rule
provided that no account is a trading
account to the extent that it is used to
acquire or take certain positions under
repurchase or reverse repurchase
arrangements, positions under securities
lending transactions, positions for bona
fide liquidity management purposes, or
positions held by derivatives clearing
organizations or clearing agencies.95

Overall, commenters did not raise
significant concerns with or objections
to the short-term trading account.
Several commenters argued that the
definition of trading account should be
limited to only this portion of the
proposed definition of trading
account.?¢ However, a few commenters
raised concerns regarding the treatment
of arbitrage trading under the proposed
rule.97 Several commenters asserted that
the proposed definition of trading
account was too broad and covered
trading not intended to be covered by
the statute.9® Some of these commenters
maintained that the Agencies exceeded
their statutory authority under section
13 of the BHC Act in defining trading
account to include the market risk rule
trading account and dealer trading
account, and argued that the definition
should be limited to the short-term
trading account definition.99
Commenters argued, for example, that

92 See proposed rule § _ .3(b)(2)(i)(C).

93 See proposed rule § _ .3(b)(2)(H)(C)(5).

94 See Joint Proposal, 76 FR 68,860.

95 See proposed rule § _.3(b)(2)(iii).

96 See ABA (Keating); JPMC.

97 See AFR et al. (Feb. 2012); Paul Volcker; Credit
Suisse (Seidel); ISDA (Feb. 2012); Japanese Bankers
Ass'n.

98 See ABA (Keating); Allen & Overy (on behalf
of Large Int’l Banks with U.S. Operations); Am.
Express; BoA; Goldman (Prop. Trading); ISDA (Feb.
2012); Japanese Bankers Ass'n.; JPMC; SIFMA et al.
(Prop.Trading) (Feb. 2012); State Street (Feb. 2012).

99 See ABA (Keating); JPMC; SIFMA et al.
(Prop.Trading) (Feb. 2012); State Street (Feb. 2012).

an overly broad definition of trading
account may cause traditional bank
activities important to safety and
soundness of a banking entity to fall
within the prohibition on proprietary
trading to the detriment of banking
organizations, customers, and financial
markets.’°9 A number of commenters
suggested modifying and narrowing the
trading account definition to remove the
implicit negative presumption that any
position creates a trading account, or
that all principal trading constitutes
prohibited proprietary trading unless it
qualifies for a narrowly tailored
exemption, and to clearly exempt
activities important to safety and
soundness.1°! For example, one
commenter recommended that a
covered financial position be considered
a trading account position only if it
qualifies as a GAAP trading position.102
A few commenters requested the
Agencies define the phrase “short term”
in the rule.103

Several commenters argued that the
market risk rule should not be
referenced as part of the definition of
trading account.104 A few of these
commenters argued instead that the
capital treatment of a position be used
only as an indicative factor rather than
a dispositive test.195 One commenter
thought that the market risk rule trading
account was redundant because it
includes only positions that have short-
term trading intent.1°6 Commenters also
contended that it was difficult to
consider and comment on this aspect of
the proposal because the market risk
capital rules had not been finalized.107

A number of commenters objected to
the dealer trading account prong of the
definition.108 Commenters asserted that
this prong was an unnecessary and

100 See ABA (Keating); Credit Suisse (Seidel).

101 See ABA (Keating); Ass’n. of Institutional
Investors (Feb. 2012); BoA; Capital Group; IAA;
Credit Suisse (Seidel); ICI (Feb. 2012); ISDA