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Volcker Rule: The day of reckoning is near

Overview

The latest buzz surrounding the Volcker Rule has centered on when the “final” rule will be issued and
how different it will be from the proposal. Among the five agencies that must agree on the rule’s next
iteration,! it is our view that the CFTC has been the last piece of the puzzle for several months. That
the latest round of chatter largely stems from this agency suggests the pieces are finally coming
together.

Chairman Gensler recently indicated that the CFTC will vote on the rule in December. With his
departure by the end of this year, and news that Commissioner Chilton will soon be stepping down
(leaving the CFTC with only two of five commissioners come January), he has more incentive than
ever to vote the rule out. Combine this motivation with Treasury Secretary Lew’s push to complete the
rule, and it is fair to expect it by the end of the year (likely in the form of an interim final rule,
discussed below).

However, we believe that the timing of the rule’s completion is less important than its content and
whether banks are ready to meet the rule’s requirements. Our view is that the rule will end up longer
and tougher than the proposal, but less complicated. The rule will be tougher, for example, by limiting
the use of macro and portfolio hedging to meet the hedging exemption. It will be less complicated by
requiring banks to review and report fewer metrics to prove they are not proprietary trading.

With a final rule nearing, banks must re-assess where they are on Volcker and ensure that they have a
strategy — and the resources — to meet its requirements. We have already seen at least one bank
undergo a formal examination by a US regulator regarding its Volcker “good faith” conformance to
date, so more examinations are coming,.

The other topic of debate has been whether the conformance period will be extended beyond the
current July 21, 2014 deadline. We see a blanket extension of the conformance period as less likely
than the Federal Reserve (“Fed”) granting extensions on an individual basis. The Fed is the only
agency with authority over the conformance period and has issued a final rule allowing for up to

1 Dodd-Frank requires the three federal banking agencies — the Federal Reserve, Office of the Comptroller
of the Currency, and Federal Deposit Insurance Corporation — to issue a joint rule for insured depository
institutions. Separately, the Federal Reserve, the Securities and Exchange Commission, and the
Commodity Futures Trading Commission (“CFTC”) are also to issue rules for those entities for which each
is the primary regulator. These agencies must consult with each other so that their rules are consistent “to
the extent possible.”
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three one-year extensions on a case by case basis, upon a
bank’s request and the Fed’s approval.2 The challenge is
that this extension request must be filed by January 2014
(i.e., 180 days before July 21, 2014), so time will be short
to make the case based on a Volcker Rule that comes out
next month. Accordingly, some institutions have already
begun drafting their request based on the existing
proposal.3

This Financial Services Regulatory Brief provides
our view of (a) changes to expect in the Volcker Rule,
(b) where banks are now with respect to their “good
faith” conformance, and (c) the key challenges ahead.

How will the Volcker Rule change?

After more than two years of interagency discussion and
thousands of public comments, the real surprise would
be if the rule did not change. As stated in our prior brief
on the Volcker Rule,4 we believe that the rule will ease in
certain respects. For example, the rule’s current
exemption for US debt will likely be expanded to include
other sovereign debt.

However, rather than relaxation of the rule, it is our view
that the following two themes will be evident when the
rule emerges:

e Longer, but less complex: The market is
bracing for a Volcker Rule that will exceed 1,000
pages. While the sheer length suggests more
complexity, in our view it likely signals an improved
roadmap. The rule’s preamble will be longer in an
effort to provide better explanation and respond to
received comments. If written well, the preamble
should provide the industry with needed clarity
around the rule’s unique definitional issues (e.g.,
“market making,” “hedging,” and “solely outside the

2 See also PwC’s Financial Services Regulatory Brief,
Volcker Rule: Are banks keeping the [good] faith? —
Changes and more delays expected (March 2013), where
we reported the possibility that the threshold for having to
meet the rule’s enhanced compliance requirements would
be raised from $1 billion to $10 billion (average gross sum
of global trading assets and liabilities). Although we have
heard nothing more about this possibility, a higher
threshold would make granting such extensions on an
individual basis more feasible as the number of covered
banks would be reduced from over 60 to under 30.

3 Were the Fed to determine that not enough time exists for
institutions to prepare the type of detailed request required
under its extension rule, it could grant a blanket one-year
extension for all affected firms or otherwise make the
request process less burdensome. We recommend
preparing now to submit a request under the existing rule
since there is no guarantee that the Fed will ultimately
adopt a less burdensome alternative.

4 See note 2.
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US”), its regulatory policy objectives, and — most
importantly — how compliance will be monitored
and supervised.

e Less complex, but tougher: One of the primary
complaints about the proposed rule (from both
industry and regulators) is that it is overly complex
and difficult to implement and supervise. In
response, we expect fewer reporting metrics than
the 17 included in the proposed rule (i.e., as few as
seven or eight) with the elimination of those metrics
that are less useful for identifying proprietary
trading or are more particular to specific classes
(e.g., spread P&L, P&L attribution, and inventory
aging). The trade-off, however, is that the rule’s
exemptions will likely be narrowed, especially the
ability to utilize macro and portfolio hedging to
meet the requirements of the hedging exemption.

Because of such modifications, the agencies are likely to
issue the rule as an interim final rule. In other words, the
rule will be largely complete, but new public comments
will be allowed without having to go through a re-
proposal. Due to the rule’s complexity, we would expect a
new comment period of at least 60 days.

Are banks ready?

With the specter of a final rule — and the end of the
conformance period — looming, many banks are taking a
fresh look at where they stand with their Volcker
planning. At this point, most banks have implemented
some type of a “good faith” conformance period
compliance program — although we still see quite a bit of
variation across the industry as to what and how much
has been done.

We see large global banks falling into one of three
general camps with regards to their “good faith”
compliance:5

e  Waiting for a sign: A few banks continue waiting
for the clarity that will come from a final rule before
doing any more than an initial impact assessment.
The number of banks in this category has dropped
significantly as these banks began to realize that a
final rule may not come much before the end of the
conformance period.

e Finding faith: Many banks still fall into this
category and have started to take a more formal
approach to addressing the requirements of the
rule. These banks have, for example, estimated
Volcker’s impact to their P&L at the desk level (at
least in the US), are actively collecting and
reviewing some of required metrics, and have
identified an inventory of their covered funds.

5 We first described these categories in our prior brief (see
note 2).
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e The converted: As we close in on a final rule,
more and more banks are moving into the ranks of
the converted. These banks have assessed trading
activities both in the US and overseas, started to
implement formal programs to monitor and review
many or all of the metrics (many through an
automated approach), have identified their
inventory of covered funds and have started to
identify transactions or business (such as some
asset servicing businesses) that will be impacted by
the rule’s Super 23A restriction on extensions of
credit to covered funds, and started to implement
changes to their trading strategies to conform those
activities to the rule’s requirements.

The progress that major global banks have made during
this year is depicted in the following table, which
demonstrates that more institutions are now among the
“the converted”:

March 2013 Today
Waiting for a sign 30% —> 10%
Finding faith 40% 40%
The converted 30% —> 50%

The key remaining challenges

Those banks that have done the most so far will be best
prepared to meet the heavy business implications and
compliance challenges that the (interim) final rule will
bring. The main challenges will be around the following
three areas:

e Prohibited proprietary trading: While most
banks have preliminarily assessed which of their
activities are likely to be deemed impermissible, the
final rule will provide more clarity around the
definition of proprietary trading and its exemptions
(e.g., hedging and market making). Reassessment
upon the final rule will likely result in the need for
more changes to existing trading activities. Moreover,
how the final rule defines (or redefines) the “solely
outside the US” exemption will have a significant
impact on bank activities outside of the US.
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e Covered fund limitation: The rule’s limit on
private equity or hedge funds within the bank
holding company will impact liquidity and lending,
but the triggered Super 23A issues will present the
largest operational and conformance challenges.
The final rule will require reconsideration of these
challenges, along with bringing the need to develop
an appropriate business strategy.

e Compliance program: The proposed rule
requires a comprehensive compliance program that
includes new policies and procedures, internal
controls, training, record-keeping, and third-party
validation. In the absence of a final rule, most banks
have held off on building new dedicated compliance
programs. The upcoming requisite investment will
be significant.

While there is much concern about the arrival of the final
rule, it will at least bring much needed clarity regarding
the restrictions and requirements that banks will have to
meet. Many banks realize they have work to do and have
already set aside significant 2014 budget to address
technology and compliance costs associated with Volcker
implementation. While 2013 was the year of derivatives
reform (which will likely continue), 2014 is shaping up to
be the year of the Volcker Rule.
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Follow us on Twitter @PwC_US_ FinSrvcs

© 2013 PricewaterhouseCoopers LLP, a Delaware limited liability partnership. All rights reserved. PwC refers to the US member firm, and may sometimes refer to the
PwC network. Each member firm is a separate legal entity. Please see www.pwc.com/structure for further details.

This content is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. PwC US helps organizations
and individuals create the value they’re looking for. We’re a member of the PwC network of firms in 158 countries with more than 180,000 people. We’re committed to
delivering quality in assurance, tax and advisory services. Tell us what matters to you and find out more by visiting us at www.pwc.com/us.


https://itunes.apple.com/us/app/pwcs-regulatory-navigator/id559500180?mt=8&ign-mpt=uo%3D2
https://itunes.apple.com/us/app/pwcs-regulatory-navigator/id559500180?mt=8&ign-mpt=uo%3D2
https://twitter.com/PwC_US_FinSrvcs


<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


