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New Final Rule Eases Prop Trading and 
Compliance under the Volcker Rule, with Future 
Proposals on Covered Funds to Come 

Introduction 

On August 20, 2019, the Federal Deposit Insurance Corporation (“FDIC”) and the Office of the Comptroller of 

the Currency (“OCC”) announced that they, and the other three federal financial services agencies 

(“Agencies”)1, were issuing a final rule amending the Volcker Rule (“Final Rule”).2 

More than a year ago, the Agencies issued a proposed rule to amend the Volcker Rule (“Proposal”), which 

would, among other things, (1) adopt proposed changes to the covered funds provisions of the rule as 

provided, including codifying prior interpretive guidance regarding the so-called SOTUS exemption, providing 

additional flexibility for U.S. financing for ownership or sponsorship under the exemption, (2) make 

substantial changes to the proprietary trading restrictions designed to limit its scope, and (3) create a three-

tiered approach to tailoring Volcker compliance program requirements based on the size of their trading 

assets and liabilities (“TALs”). 

In addition, the Proposal included more than 340 questions for public input on all aspects of the Volcker 

Rule.3  In many respects, the Final Rule closely tracks the Proposal, with a few notable exceptions in the 

Volcker Rule’s proprietary trading and compliance provisions.  With respect to the Volcker Rule’s covered 

fund provisions, the amendments as finalized track the Proposal, but the Agencies expect to issue a notice 

of proposed rulemaking in the future that will propose new–and potentially significant–changes to the 

covered fund provisions. 

                                                      
1  The Board of Governors of the Federal Reserve (“Federal Reserve”), the Securities and Exchange Commission, and 

the Commodity Futures Trading Commission. 

2  FDIC, Revisions to Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships 

With, Hedge Funds and Private Equity Funds, RIN 3064-AE67 (Aug. 20, 2019); OCC, Comptroller of the Currency 

Approves Volcker Rule Reforms, NR 2019-94 (Aug. 20, 2019).  See Section 619 of the Dodd-Frank Wall Street 

Reform and Consumer Protection Act, codified as Section 13 of the Bank Holding Company Act of 1956, as 

amended, at 12 U.S.C. § 1851; see also 12 C.F.R. Part 248 (final regulations, Federal Reserve version). 

3  Agencies, Proposed Revisions to Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and 

Relationships With, Hedge Funds and Private Equity Funds, 83 Fed. Reg. 33432 (July 17, 2018); see V. Gerard 

Comizio and Nathan S. Brownback, Fried Frank Client Memorandum, Agencies Issue Proposed Rulemaking: 

Significant revisions of the Volcker Rule (June 1, 2018). 

https://www.fdic.gov/news/board/2019/2019-08-20-notice-dis-a-fr.pdf
https://www.fdic.gov/news/board/2019/2019-08-20-notice-dis-a-fr.pdf
https://www.occ.gov/news-issuances/news-releases/2019/nr-occ-2019-94.html
https://www.occ.gov/news-issuances/news-releases/2019/nr-occ-2019-94.html
https://www.friedfrank.com/siteFiles/Publications/FINAL%20-%2006-01-18%20-%20TOC%20Memo%20-%20Volcker%20NPR%20-%20June%202018.pdf
https://www.friedfrank.com/siteFiles/Publications/FINAL%20-%2006-01-18%20-%20TOC%20Memo%20-%20Volcker%20NPR%20-%20June%202018.pdf
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Covered Funds 

As discussed above, the proposed changes to the Volcker Rule’s requirements regarding banking entities’ 

investments in and transactions with covered funds were finalized as proposed:4 

 SOTUS exemption. 

 The Final Rule loosens the Volcker Rule’s exemption for covered fund investment and 

sponsorship conducted “solely outside of the United States” such that a non-U.S. banking 

entity may rely on the SOTUS exemption even if financing for the ownership or sponsorship 

is provided by a U.S. branch or affiliate of the banking entity, which was previously sufficient 

to render the SOTUS exemption unavailable. 

 The Final Rule also codifies guidance regarding the SOTUS exemption’s marketing 

restriction such that non-U.S. banking entities may invest in third-party covered funds that 

are offered and/or sold to U.S. residents, so long as the non-U.S. banking entity does not 

participate in such offers or sales. 

 Underwriting and market making.  A banking entity need not count toward its aggregate fund 

limit (3% of its total Tier 1 capital), or the required deduction from capital for covered fund 

interests, any interest held in a third-party fund under the underwriting or market making–

exemptions to the Volcker Rule’s covered fund prohibition. 

 Risk-mitigating hedging.  Pursuant to the Volcker Rule’s risk-mitigating hedging exemption, a 

banking entity may acquire or retain an ownership interest in a covered fund as a hedge when 

acting as an intermediary on behalf of a customer (that is not itself a banking entity), if such 

transaction is designed to reduce or significantly mitigate risk, removing the requirement that 

such hedging “demonstrably” reduces the relevant risks. 

Also notable for its impact (or rather, non-impact) on the Volcker Rule’s covered fund prohibitions is the fact 

that the Agencies decided not to finalize any changes to the definition of “banking entity.”  This has been an 

area of concern for certain investment funds, including foreign excluded funds, foreign public funds, and 

registered investment companies, since they may all be captured within the definition of “banking entity.”  

They may be banking entities pursuant to the Volcker Rule because such entities are not covered funds, but 

may be “affiliates,” as defined, of banking entities (thereby subject to Bank Holding Company Act restrictions 

on activities and investments), and, by virtue of being affiliates of banking entities, they are also Volcker Rule 

banking entities themselves.  This is an area in which the Agencies had requested public comment in the 

Proposal without presenting a specific proposal, so the fact that no changes were made at this stage in the 

regulatory process is not surprising.5 

Proprietary Trading 

The bulk of the amendments in the Final Rule consist of changes to the Volcker Rule’s proprietary trading 

provisions.  The Final Rule includes many of the Proposal’s changes to the proprietary trading restrictions, 

                                                      
4  A fourth covered fund-related change in the Final Rule is to codify guidance providing an annual deadline for the 

required CEO certification related to compliance with the prime brokerage exemption from the Volcker Rule’s Super 

23A provisions. 

5  The Agencies have, however, taken steps to address each of these three categories of sometimes inadvertent 

banking entities in various forms of guidance. 
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with certain other changes based on comments received.  Most notable is the change to the definition of 

“trading account,” which, as the Volcker Rule is written, forms part of the definition of “proprietary trading.” 

A controversial aspect of the Volcker Rule since it was finalized in 2013 has been the so-called short-term 

intent prong of the trading account definition,6 under which a banking entity’s purchase or sale of a financial 

instrument, as defined, that is principally for the purpose of (1) short-term resale, (2) benefitting from actual 

or expected short-term price movements, (3) realizing short-term arbitrage profits, or (4) hedging positions 

resulting from purchases or sales of financial instruments for one or more of the foregoing purposes, 

constitutes proprietary trading.  The Volcker Rule as finalized in 2013 also included a rebuttable presumption 

that holding a financial instrument for fewer than 60 days qualified as proprietary trading. 

The Proposal would have eliminated the short-term intent prong in favor of an accounting prong; namely, 

that a “trading account” would include any account used to purchase or sell any financial instrument 

recorded at fair market value under applicable accounting standards. 

Industry commenters strongly opposed the accounting prong, and the Final Rule scraps it entirely, in favor of 

keeping a revised short-term intent prong.  Rather, banking entities that are not subject to a market risk 

capital rule may nonetheless elect to comply with it instead of the short-term intent prong, and banking 

entities that are subject to a market risk capital rule must comply with that prong of the trading account 

definition, but need not also comply with the short-term intent prong. 

Notably, the Final Rule also shifts the burden from the banking entities to the Agencies regarding the 

rebuttable presumption: now, rather than a rebuttable presumption that holding a financial instrument for 

fewer than 60 days does constitute proprietary trading, there is a rebuttable presumption that holding a 

financial instrument for 60 days or more does not constitute proprietary trading. 

The Final Rule makes a number of additional deregulatory changes to the Volcker Rule’s proprietary trading 

provisions that we expect to discuss in a future memorandum. 

Compliance Program Requirements and Thresholds: Three-Tier Approach 

With respect to compliance with the Volcker Rule, the Agencies proposed in 2018 a tiered system of 

compliance in which banking entities with higher levels of TALs would be subject to higher levels of 

compliance requirements. 

The FDIC describes the three-tier approach as follows: 

Similar to the Proposal, the Final Rule includes a three-tiered approach to tailoring the compliance program 

requirements. 

1. Banking entities with total consolidated trading assets and liabilities of at least $20 billion would 

be considered to have “significant” trading assets and liabilities.  Banking entities with significant 

trading assets and liabilities would be subject to a six-pillar compliance program, annual CEO 

attestation, and metrics requirements. 

2. Banking entities with total consolidated trading assets and liabilities of between $1 billion and 

$20 billion would be considered to have “moderate” trading assets and liabilities.  Banking 

                                                      
6  The other prongs are the market risk capital rule prong, which includes in the definition of trading account purchases 

or sales of instruments that are covered positions and trading positions under the Agencies’ applicable market risk 

capital rules, and the dealer prong, which applies to banking entities that are dealers, swap dealers, or security-

based swap dealers. 



 

Fried Frank Financial Services Client Alert™ No. 19/08/23 

08/23/19 4 

entities with moderate trading assets and liabilities would be subject to a simplified compliance 

program. 

3. Banking entities with total consolidated trading assets and liabilities of less than $1 billion would 

be considered to have “limited” trading assets and liabilities.  Banking entities with limited trading 

assets and liabilities would be subject to a presumption of compliance. 

The final rule would include modifications to the metrics collection requirements to, among other 

things, eliminate certain metrics and reduce the compliance burdens associated with the remaining 

metrics requirements.  Metrics filers must submit metrics on a quarterly basis, with a reporting 

schedule of 30 days after the end of each quarter.7 

Notably, the Final Rule provisions summarized above represent an easing of the compliance burden vis-a-

vis the Proposal, by raising the threshold for a banking entity to have “significant” TALs from $10 billion, as in 

the Proposal, to $20 billion. 

The Final Rule makes a number of other changes to ease the Volcker Rule compliance regime, including 

changes that were in the Proposal and other additional changes.  We expect to discuss these amendments 

in a future memorandum. 

Conclusion 

The Final Rule’s effective date is January 1, 2020, but the compliance deadline is not until January 1, 2021.  

Banking entities that wish to comply sooner may do so, subject to certain Agency technical considerations 

(for instance, the ability of a relevant Agency’s information systems to accept the reporting of a new set of 

metrics applicable to a given banking entity). 

We expect banking entities will evaluate their ability to engage in newly permissible activities, including 

assessing whether their business could benefit from, among other things, engaging in underwriting or market 

making in covered funds, risk-mitigating hedging of covered fund interests, or, for non-U.S. banking entities, 

an expanded ability to engage in covered fund investments under the SOTUS exemption.  Managers of 

private funds should be aware that financial institutions that are Volcker Rule banking entities may be able 

to, in certain circumstances, engage in increased activities with covered funds. 

Further, the industry should be aware that a new proposed rule centered on covered funds is contemplated 

in the near future.  We expect the forthcoming proposal to address a range of topics related to covered 

funds.  According to the FDIC, one of these topics will be the so-called “Super 23A” provisions of the Volcker 

Rule: “[The forthcoming proposal] will include revisions to limitations on relationships between a banking 

entity and a covered fund for purposes of section 23A of the Federal Reserve Act.”8 

* * * 

                                                      
7  FDIC, FACT SHEET: Final Rule Amendments to the Volcker Rule (Aug. 20, 2019). 

8  Id. 

https://www.fdic.gov/news/news/press/2019/pr19073a.pdf
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