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Federal Reserve Extends Volcker Rule Conformance Period for Legacy Funds

On December 18, 2014, the Federal Reserve Board (“FRB”) announced a blanket extension of
the Volcker Rule’s conformance period to give banking entities until July 21, 2016 to conform
investments in and relationships with covered funds and foreign funds that were in place pre-
2014. The extension order has been eagerly anticipated by the industry, and is generally good
news for banking entities that have sponsored and/or invested in covered funds and foreign
funds. At the same time, the extension order does not address the many significant interpretive
issues presented by the agencies’ final rule implementing the VVolcker Rule, and indeed has
generated fresh interpretive questions of its own, as described below.*

e The order grants banking entities an additional year (until July 21, 2016) “to conform
investments in and relationships with covered funds and foreign funds that may be
subject to the provisions of section 13 and that were in place prior to December 31, 2013
(“legacy covered funds™).”?

e The order states that the FRB will act next year to provide a second one-year extension,
giving banking organizations until July 21, 2017 to conform legacy covered fund
investments and relationships.

e The extension order does not address secondary market trading in covered fund interests,
an issue that the agencies are considering through a separate workstream. However, we
do not believe the FRB’s failure to provide an extension for secondary market trading in
the order should be read to suggest that the agencies are disinclined to address secondary
market trading issues.

e Some questions have been raised regarding the treatment of covered transactions that are
subject to the so-called “Super 23A” prohibition.® At a minimum, it appears that covered
transactions should benefit from the extension where the relationship giving rise to the
covered transaction existed on or before December 31, 2013.

e As aresult of the extension, banking entities should not be required to deduct legacy
covered fund interests from their Tier 1 capital, or to apply the aggregate and per-fund
3% limits on legacy covered fund interests, until the end of the extended conformance

s 14
period.

e Although the order does not explicitly refer to the issue of whether controlled foreign
excluded funds and foreign public funds should be treated as “banking entities” (an issue
the agencies are considering), the broad reference to “investments in and relationships
with . . . foreign funds” suggests that the FRB intended the extension to cover all VVolcker
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Rule compliance requirements with respect to legacy foreign funds, including any
potential “banking entity” implications of being a controlled foreign fund.

e The order does not appear to address U.S. investment vehicles that are not covered funds,
some of which have raised questions about their potential treatment as “banking entities”
if controlled—e.g., registered investment companies (“RI1Cs”), employee securities
companies (“ESCs”) and business development companies (“BDCs”). However, the
order’s apparent policy rationale, in particular as reflected in its coverage of foreign funds
that are not covered funds, would seem to apply equally to controlled U.S. vehicles that
are not covered funds. In some cases, such as RICs, there are pending interpretive
questions regarding how or whether the banking entity definition should be applied that
remain open and that would warrant an extension of the conformance period pending
their resolution. In other cases, the relevant types of legacy U.S. vehicles, if treated as
banking entities, would seem to warrant an extension on the same grounds as legacy
covered funds.

e The FRB has not yet proposed a revised conformance rule with a new broader definition
of “illiquid funds” eligible for an additional five-year extension. FRB legal staff
indicated earlier this year that staff was preparing such a proposal, and it was expected to
be released this year. Yesterday’s extension order states that the FRB “will consider
whether to take action regarding illiquid funds”. In the meantime, legacy illiquid fund
investments and relationships should benefit from the newly extended conformance
period for legacy covered funds.

e Based on the scope of the extension order, we expect that many banking organizations
will continue to prepare extension requests for submission in January 2015 that include at
least certain of the following categories:

0 Secondary market trading. SIFMA has proposed to the agencies an approach to
identify covered funds in the context of secondary market trading to facilitate
compliance with the Volcker Rule’s covered funds provisions. Most banking
organizations engaged in secondary market trading plan to request an extension of the
conformance period to provide time to implement an industry solution.

0 Non-legacy controlled foreign funds that may present a “banking entity” issue.
Questions remain whether controlled foreign funds (both public and private) that are
not covered funds could be deemed banking entities. Such funds would not be
covered by the FRB’s extension if the fund is not a legacy foreign fund (e.g., if the
fund was launched in 2014, or if it is launched in 2015). The agencies are
considering industry requests for an interpretation that controlled foreign funds do not
need to be treated as banking entities. Pending clarification of this interpretive
question, many banking organizations will request an extension for this category of
funds, covering 2014 and new foreign funds.
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0 Controlled RICs or other U.S. excluded funds that may be deemed “banking entities”.
Certain U.S. funds that are excluded from the scope of covered funds—e.qg., RICs,
ESCs and BDCs—may be controlled by a banking entity by virtue of controlling
governance rights or equity stakes. Absent confirmation from the agencies that such
entities should not be deemed “banking entities” or that their activities would not be
deemed to represent the banking organization acting “as principal”, many
organizations will request an extension for this category pending clarification of their
status.

0 Non-Legacy “SOTUS” funds. The industry continues to seek interpretive guidance
regarding whether the prohibition on offers and sales to U.S. residents in the
“SOTUS” fund exemption should prohibit a foreign bank from making an investment
in a third-party fund that may have been offered or sold to U.S. investors by the third-
party sponsor. Some foreign banks may determine to request an extension for new
investments in third party funds pending the receipt of guidance clarifying the
interpretation of the SOTUS exemption.

If you have any questions, please feel free to contact any of Derek Bush, Katherine Carroll,
Hugh Conroy, Robert Cook, Robert Tortoriello, or any of your regular contacts at the firm. You
may also contact any of our partners and counsel listed under “Banking and Financial
Institutions™ located in the “Practices” section of our website at http://www.clearygottlieb.com.

The FRB’s extension order is attached. The Volcker Rule is codified at 12 U.S.C. § 1851. See
also 79 Fed. Reg. 5536 (Jan. 31, 2014) (final rule implementing the Volcker Rule) (the “Final
Rule”). The FRB previously extended the conformance period until July 21, 2015. See Order
Approving Extension of Conformance Period (Dec. 10, 2013), available at
http://www.federalreserve.gov/newsevents/press/bcreg/bcreg20131210b1.pdf.

Although the wording in the order (and the FRB'’s press release) is not entirely consistent and
could have been clearer, it appears that the extension was intended to apply to investments in
and relationships with legacy covered funds that were in place on or prior to December 31, 2013.

“Super 23A” prohibits a banking entity from entering into certain covered transactions, as defined
in section 23A of the Federal Reserve Act (12 U.S.C. 371c(b)(7)), with any covered fund for which
the banking entity or an affiliate serves as investment manager, investment adviser, commodity
trading advisor, or sponsor. Final Rule § __.14(a).

See Final Rule 8 __.12. The Federal Reserve’s Volcker Rule Frequently Asked Questions
explained that “[a] banking entity would not be required to make [the Tier 1 capital deduction] until
the end of the conformance period”. Volcker Rule Frequently Asked Questions (June 10, 2014),
available at http://www.federalreserve.gov/bankinforeg/volcker-rule/fag.htm#3.



http://www.clearygottlieb.com/
http://www.federalreserve.gov/newsevents/press/bcreg/bcreg20131210b1.pdf
http://www.federalreserve.gov/bankinforeg/volcker-rule/faq.htm#3

Order Approving Extension of Conformance Period
Under Section 13 of the Bank Holding Company Act

Section 619 of the Dodd-Frank Wall Street Reform and Consumer Protection 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 banking entities from engaging in
proprietary trading and from acquiring or retaining an ownership interest in, sponsoring,

or having certain relationships with a hedge fund or private equity fund (together, a
“covered fund”).! These prohibitions are subject to a number of statutory exemptions,

restrictions, and definitions.

The restrictions and prohibitions of section 13 of the BHC Act became effective on
July 21, 2012; however, the statute provided banking entities a grace period, until
July 21, 2014, to conform their activities and investments to the requirements of the
statute and any implementing rules issued by the Federal Reserve Board, the Office of the
Comptroller of the Currency, the Federal Deposit Insurance Corporation, the Securities
and Exchange Commission, and the Commaodity Futures Trading Commission
(collectively, “the Agencies”).? Under the statute, the Board may, by rule or order,
extend the two-year conformance period for one year at a time, for a total of not more
than 3 years, if in the judgment of the Board an extension is consistent with the purposes
of section 13 and would not be detrimental to the public interest. This would allow

extensions of the conformance period until July 21, 2017. Section 13 also permits the

! See 12 U.S.C. § 1851. A banking entity is defined by statute as any insured depository
institution, any company affiliated with an insured depository institution, as well as any
foreign bank that has a branch or agency in the U.S., with certain limited exceptions.

2 12 U.S.C. § 1851(c).



Board to provide banking entities an additional transition period of up to five years to
conform certain illiquid funds.

In December 2013, the Agencies approved a final regulation implementing the
provisions of section 13 of the BHC Act.® In connection with issuing the final rule, the
Board also extended the conformance period until July 21, 2015.# In addition, the Board
issued a statement in April 2014 indicating that it intended to grant two additional one-
year extensions of the conformance period, one this year and one next year, that would
allow banking entities additional time to conform ownership interests in and sponsorship
activities of collateralized loan obligations (“CLOs”) that are backed in part by non-loan
assets and were in place as of December 31, 2013.°

Since approval of the final rule, a number of banking entities, private equity funds,
trade associations, and members of Congress have requested additional extensions of the
conformance period to allow banking entities additional time to conform or divest
covered fund investments and relationships. Commenters requested additional time to
identify funds that are covered by the statutory provisions, determine whether those funds
can be conformed to the statute and final rule or must be divested, and divest or conform

non-conforming investments in covered funds.

% See Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and
Relationships With, Hedge Fund and Private Equity Funds, 79 Fed. Reg. 5536 (Jan. 31,
2014); 79 Fed. Reg. 5808 (Jan. 31, 2014).

4 See Order Approving Extension of Conformance Period (Dec. 10, 2013), available at
http://www.federalreserve.gov/newsevents/press/bcreg/bcreq20131210b1.pdf.

® See Statement Regarding the Treatment of Collateralized Loan Obligations Under
Section 13 of the Bank Holding Company Act (April 7, 2014), available at
http://www.federalreserve.gov/newsevents/press/bcreg/bcreq20140407al.pdf.




Commenters argued that, prior to adoption of the final rule, banking entities were
permitted to make and did make significant investments in many thousands of covered
funds that, following adoption of the final rule, must be evaluated and conformed to the
new requirements of section 13. Commenters asserted that an extended period of time is
needed to allow for the orderly sale of covered fund interests that must be divested,
including divestitures that must, by statute, be made by employees, officers, and directors
of banking entities.® In addition, banking entities contended that the statutory
requirements to change the names of covered funds and restrict relationships with
covered funds that may be retained by banking entities would require additional time to
allow consultation with, and the consent of, investors in and managers of covered funds.’
Private funds that are sponsored by non-banking entities have also indicated that a
number of investors in their funds include foreign banks subject to section 13 and the
final rule. These non-banking entities have requested additional time to restructure,
conform, redeem, or sell investments by foreign banks in these third-party funds.
Moreover, commenters argued that additional time is needed for foreign funds that have
some activities in the U.S. and their managers and investors to determine whether they
must take steps to modify their sales practices, governance, or ownership structure to

ensure compliance with various provisions of section 13.

® The statute prohibits employees and directors of a banking entity from investing in
certain types of funds sponsored by the banking entity unless the director or employee is
directly engaged in providing investment advisory or other services to the covered fund.
See 12 U.S.C. § 1851(d)(1)(G)(vii).

" The statute prohibits a fund sponsored by a banking entity from sharing the same name
or a variation of the same name with the banking entity or any affiliate for corporate,
marketing, promotional, or other purposes. See 12 U.S.C. § 1851(d)(1)(G)(vi). The
statute also imposes limits on lending and other transactions between a covered fund and
a banking entity that sponsors, manages, or advises the fund. See 12 U.S.C. § 1851(f).



Providing banking entities with additional time to conform investments that were
made in covered funds prior to the adoption by the Agencies of implementing rules for
section 13 would allow banking entities to terminate existing activities and divest existing
investments in an orderly manner consistent with protecting the safety and soundness of
those banking entities. It would also reduce the potential disruptive effects that
significant divestitures of covered funds could have on markets and on the investments of
others not subject to section 13, as well as allow banking entities additional time to work
with other investors and investment managers to take steps to conform covered funds to
the requirements of the statute and the final rule (such as by issuing disclosures, changing
fund names, and conforming employee investments).

The legislative history of section 13 indicates that an extended conformance period
was intended to give markets and firms an opportunity to adjust to the prohibitions and
requirements of the statute and any implementing rules.® The Board believes granting a
one-year extension of the conformance period for banking entities to conform
investments in and relationships with covered funds and foreign funds that may be
subject to the provisions of section 13 and that were in place prior to December 31, 2013
(“legacy covered funds”), is consistent with the purposes of section 13 of the BHC Act
and would facilitate the effective implementation of the statute. Moreover, a one-year
extension of the conformance period would not be detrimental to the public interest and
would ensure that there are no unnecessary disruptions to the financial markets as

banking entities restructure their covered fund activities and investments.

8 See 156 Cong. Reg. S5898 (daily ed. July 15, 2010) (statement of Sen. Merkley).



The Board also intends next year to exercise the authority granted by section 13 of
the BHC Act to grant the final one-year extension in order to permit banking entities until
July 21, 2017, to conform ownership interests in and relationships with legacy covered
funds. This action would be consistent with the action already promised by the Board
regarding legacy investments in CLOs. The Board will also consider whether to take
action regarding illiquid funds.

This extension would permit banking entities additional time to divest or conform
only legacy covered fund investments and relationships made by banking entities prior to
December 31, 2013. All investments and relationships related to investments in a
covered fund made after that date must be in conformance with section 13 of the BHC
Act and the implementing rule by July 21, 2015. The extension would not apply to
proprietary trading activities, which must conform to the final rule by July 21, 2015.

During the conformance period, each banking entity would be expected to engage
in good-faith efforts to conform of all its activities and investments to the requirements of
section 13 and the implementing rule by no later than the end of the applicable
conformance period.® Good-faith efforts include evaluating the extent to which a
banking entity is engaged in activities and investments that are covered by section 13 and
the final rule as well as developing and implementing a conformance plan that is
appropriately specific about how the banking entity will fully conform all of its covered

activities and investments by the end of the applicable conformance period. Moreover,

% The Board issued a Statement of Policy Regarding the Conformance Period for Entities
Engaged in Prohibited Proprietary Trading or Private Equity Fund or Hedge Fund
Activities in which the Board clarified the activities that are permissible during the
conformance period. See 77 Fed. Reg. 33949 (June 8, 2012).



during the extended conformance period, banking entities are expected to make plans
well in advance of the end of the extended conformance period regarding how they will
conform or divest legacy covered fund investments in an orderly and safe and sound
manner. Banking entities are encouraged to take steps to divest covered funds or
conform such funds to the statute and final rule during the extended conformance period.

The other Agencies charged with enforcing the requirements of section 13 of the
BHC Act and the final rule plan to administer their oversight of section 13 and the final
rule in accordance with the Board’s conformance rule and this extension of the
conformance period. Nothing in this Order restricts in any way the authority of any
agency to use its supervisory or other authority to limit any activity or investment the
agency determines to be unsafe or unsound or otherwise inconsistent with applicable law.

Based on the foregoing, the Board hereby extends the conformance period under
section 13 of the BHC Act for all banking entities to conform investments in and
relationships with legacy covered funds for one year, until July 21, 2016.%°

By order of the Board of Governors of the Federal Reserve System, effective

December 18, 2014.

Margaret McCloskey Shanks (signed)
Margaret McCloskey Shanks
Deputy Secretary of the Board

10 pursuant to the Board’s regulation regarding the conformance period, a company that
was not a banking entity or a subsidiary or an affiliate of a banking entity on July 21, 2010,
must bring its activities into conformance before the later of the general conformance date,
or two years after the date on which the company becomes a banking entity or a subsidiary
or an affiliate of a banking entity. 76 Fed. Reg. 8265 (February 14, 2011).
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