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Overview

On January 14, 2014 the Federal Reserve Board (“FRB”) issued an advance notice of proposed
rulemaking (“ANPR”) seeking public comment on physical commodities activities conducted by
Financial Holding Companies (“FHCs”).: The FRB will conduct a review following the comment
period to determine whether any further action, including rulemaking, is necessary. Comments on the
ANPR must be received by March 15, 2014.

Historically, US policy has separated banking and commerce on the theory that separation is
necessary to prevent undue concentration of resources, conflicts of interest, or unsound banking
practices. Among the few exceptions to this policy are those available to FHCs that (a) with FRB
approval, are allowed to engage in physical commodity trading and other activities considered to be
“complementary to authorized financial activities,” (b) without FRB approval, are permitted to make
merchant banking investments in nonfinancial companies, including those engaged in physical
commodity activities,3 and (c) qualify for the statutory grandfathering of certain physical commodities
activities lawfully engaged in by a company that became a FHC after the enactment of the Gramm-
Leach-Bliley Act (“GLBA”).4

These relatively obscure exempted activities recently became the subject of congressional hearings at
which several private witnesses expressed concerns about the role of financial institutions in commodity
markets, and witnesses for the FRB, Commodity Futures Trading Commission (“CFTC”) and the
Federal Energy Regulatory Commission (“FERC”) explained their roles in overseeing commodities
activities. Following these hearings, the FRB’s ANPR sets forth concerns largely around FHCs’ potential
exposure to liability for environmentally catastrophic events due to their physical commodities activities
(which the ANPR reviews in grim detail under an assumption of massive lawsuits).

Beyond catastrophic events, the FRB also questions the rationale behind its own exemptive orders
allowing FHC’s to expand into “complementary” physical commodities activities to be more competitive
and to better serve their clients in the commodity markets. Only a dozen firms have applied for this
exemption since it was first provided in 2003, and some of these firms have recently announced their
intentions to withdraw from or reduce their presence in the physical commodity markets.5

1 See the FRB’s Press Release of January 14, 2014 on Complementary Activities, Merchant Banking
Activities, and Other Activities of Financial Holding Companies related to Physical Commodities; and the
ANPR at 79 Fed. Reg. 3329 (Jan. 21, 2014).

2 Section 4(k)(1)(B) of the Bank Holding Company Act (“BHCA”). Note also that this ANPR is the first
action by the FRB since its announcement on July 19, 2013 that it would be reviewing its post Gramm-
Leach-Bliley Act determination that certain commercial commodity activities are “complementary” to
financial activities and thus permissible for FHCs.
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In our view the ANPR will likely lead to proposed
regulations that include additional restrictions on
physical commodity activities, with stricter limitations
when the underlying physical commodities are more
likely to cause catastrophic events. Less clear is whether
additional restrictions will be proposed for merchant
banking portfolio investments in physical commodities
or other activities. We believe there could be a Notice of
Proposed Rulemaking within six to nine months, if
Congress remains interested in the subject.

This Financial Services Regulatory Brief provides
the current status of FHCs’ role in physical commodity
activities and analyzes the released ANPR.

Physical commodity activities
by FHCs

Before the enactment of GLBA in 1999, bank holding
companies (“BHCs”) were authorized to engage in a very
limited set of physical commodity activities that were
related to banking closely enough to be considered
incidental to it. These activities included (a) buying,
selling, and storing copper and certain precious metals
(e.g., gold, silver, platinum, and palladium), (b) engaging
as principal in cash-settled derivative contracts based on
commodities, and (c) engaging in commodity derivatives
that allowed for physical settlement if the BHC made
reasonable efforts to avoid delivery of the commodity.

GLBA created the FHC framework which allowed BHCs
with well-capitalized and well-managed bank
subsidiaries to elect FHC status in order to engage in
expanded financial activities.6 This expansion of scope
was made possible by three GLBA provisions.

The first GLBA provision authorizes an FHC to engage in
any activity that the FRB finds to be “complementary to a
financial activity,” so long as the activity does not pose a
substantial risk to the safety and soundness of depository
institutions or the financial system generally. Under this
authority, the FRB has approved requests by FHCs to
engage in three types of complementary activities:

3 Section 4(k)(4)(H) of the BHCA.
4 Section 4(0) of the BHCA.

5 The ANPR lists Deutsche Bank, JPMorgan Chase, and
Morgan Stanley as such firms.

6 In addition to capital and management requirements, the
subsidiary depository institutions of FHCs must have at
least a “satisfactory” rating under the Community
Reinvestment Act, and the FHCs themselves must also be
well capitalized and well managed. These additional
requirements are imposed by the GLBA and the Dodd-
Frank Act, respectively.
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¢ Physical commodity trading — the purchase
and sale of commodities in the spot market, and
taking and making of physical commodities to settle
commodities derivatives.

e Energy tolling — paying a power plant owner fixed
periodic payments that compensate the owner for
its fixed costs in exchange for the right to all or part
of the plant’s power output.

¢ Energy management services — providing
transaction and advisory services to power plant
owners.

In each case of authorizing these activities, the FRB
generally has found that the approved activities (a)
flowed from the financial activities already authorized
under the BHCA, (b) would enable FHCs to be more
competitive in commodity markets, and (c) would allow
FHCs to provide a full range of services to their
customers.

To mitigate the risks posed by these activities to the
FHC, its bank subsidiary, or the US financial system, the
FRB placed certain restrictions on the activities. Perhaps
most importantly, an FHC’s aggregate market value of
commodities is limited to no more than 5 percent of the
FHC’s consolidated Tier 1 capital. Furthermore, physical
commodity trading is generally limited to physical
commodities approved by the CFTC for trading on a US
futures exchange or otherwise approved by the FRB.

Other restrictions the FRB places on FHCs that engage in
commodity activities include requiring FHCs to:

e Hold regulatory capital against the counterparty
credit risk from commodity derivatives (and other
types of over-the-counter derivatives), and against
the market risk of all commodity positions.”

e Hold capital against the operational risk of their
activities, including their commodities activities
(under the Basel III advanced approaches capital
rules).

e Not own, operate, or invest in facilities for the
extraction, transportation, storage or distribution of
commodities, or facilities that process, refine or
otherwise alter commodities.

e Obtain insurance and establish policies and
procedures that are intended to prevent and
respond to oil spills and similar incidents of
catastrophic events that involve environmentally
sensitive products (such as oil or natural gas).

7 Following the financial crisis, the FRB has strengthened its
capital requirements for the credit risk and market risk of
these transactions.



Under the second GLBA provision, FHCs are permitted
to make merchant banking investments, without prior
approval, in companies engaged in nonfinancial
activities not otherwise permitted for FHCs, including in
companies engaged in physical commodities activities.8
This exemption is subject to a number of conditions,
including restrictions on the ability of an FHC to
routinely manage or operate a merchant banking
portfolio company, and the requirement that merchant
banking investments be disposed of within 10 years after
purchase (or within 15 years for investments made
through a private equity fund).

The third GLBA provision allows FHCs to engage in
grandfathered physical commodity activities pursuant to
Section 4(0) of the BHCA. Under this Grandfather
Authority an FHC that was not a BHC and becomes an
FHC after November 12, 1999, may continue to engage in
the activities related to the trading, sale, or investment in
commodities that were not permissible for BHCs as of
September 30, 1997, if the company engaged in such
activities as of September 30, 1997 in the US. Only
Goldman Sachs and Morgan Stanley currently engage in
physical commodity activities under this grandfathering
provision.

Unlike the FHCs trading physical commodities under
complementary authority, the grandfathered firms are
able to engage in the transportation, storage, extraction,
and refining of commodities. Moreover, the cap on
commodity activities under grandfathered rights is 5
percent of the FHC’s aggregate assets, rather than 5
percent of Tier 1 capital for FHCs relying on
complementary authority. The activities that
grandfathered firms are allowed to conduct are limited to
those done before the GLBA; however, the specific
parameters of what activities were conducted and the
parallel to another activity are fact-specific for each firm.

FRB concerns with physical
commodity activities

The ANPR requests information and comments in
response to 24 specific questions, 18 of which focus on
complementary physical commodities trading activities
engaged in by a dozen large FHCs. An additional four
questions raise the broader issue of whether merchant
banking investments in portfolio companies that are
engaged in activities that pose significantly greater risks
should be subject to greater prudential restrictions, or
whether all merchant banking investments should be
subject to additional prudential safeguards. A final two
questions concern whether FHCs with grandfathered
activities have any competitive advantages in conducting

8 The ANPR does not identify any FHCs that have made
merchant banking investments in any such companies.

Regulatory brief - PwC

their physical commodity activities and should be subject
to additional prudential measures.

As evident by the FRB’s 18 questions on the topic, a
major FRB concern is around the effect that an
environmental catastrophe or similar activity with “tail
risk” could have on a FHC that is engaged in physical
commodity activities, and on the financial system. The
ANPR specifically details the potential risks to FHCs
posed by such activities involving environmentally
sensitive commodities such as oil and gas. Examples of
the risks included in the ANPR are the Deepwater
Horizon oil spill that has resulted in over $42 billion in
cumulative losses recognized by BP to date, and the 2010
natural gas transmission pipeline rupture (owned and
operated by Pacific Gas and Electric Company) that
resulted in over a billion dollars in losses.

Currently, 11 of the 12 FHCs that are authorized to
engage in complementary commodity activities are also
designated as global systemically important banks (“G-
SIBs”) by the Financial Stability Board,’ and two
additional G-SIBs conduct grandfathered activities. In
the view of the FRB, ownership of physical commodities
that are part of a catastrophic event could undermine
public confidence in the FHC and could impact its access
to funding markets, which for G-SIBs could raise
financial stability concerns. Furthermore, the FRB notes
that current management risk mitigation techniques,
such as frequent monitoring of risks, could
(paradoxically) increase the FHC's risk of liability in case
of a catastrophe. FHCs may be exposed to liability under
environmental laws (notwithstanding corporate
separateness), which could have a market impact
regardless of whether the FHC is ultimately found liable.

The FRB is thus using the ANPR to review the adequacy
of its current safeguards with respect to physical
commodities activities, and is also considering whether
to impose additional safeguards. Among the questions
posed in the ANPR concerning complementary physical
commodity activities are several in which the FRB
requests comments on specific additional limitations,
including (a) enhanced capital requirements, (b)
increased insurance requirements, and (c) reductions in
the amount of assets and revenues attributable to the
activities, including absolute dollar limits and caps based
on a percentage of the FHC’s capital or revenue. The
ANPR also asks whether the scope of limitations should
differ for underlying physical commodities that may be
associated with catastrophic events.

9 The FHCs currently authorized by the FRB to engage in
complementary physical commodities activities are Bank of
America, Barclays Bank, BNP Paribas, Citigroup, Credit
Suisse, Deutsche Bank, JPMorgan Chase, Scotiabank,
Société General, Royal Bank of Scotland, UBS, and Wells
Fargo.



The four questions raised with respect to merchant
banking activities go beyond physical commodities to
address risks associated in general with merchant
banking investments. Among the actions being
considered by the FRB are (a) more restrictive holding
periods, (b) additional restrictions on management, (c)
additional capital requirements on some or all merchant
banking investments, and (d) enhanced regulatory
reporting and public disclosure of merchant banking
investments. Also raised as a specific question is whether
there should be more restrictions for investments in
portfolio companies that pose significantly greater risks
to FHCs or their bank subsidiaries. This is the first
indication since adoption of the merchant banking rules
in 2001 that the FRB is considering restrictions or
limitations on the types of companies in which FHCs
may invest under merchant banking authority.
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Finally, with respect to the grandfathering, FHCs with
such authority may engage in a broader set of physical
commodities activities than FHCs may conduct under
the complementary authority, and without the
limitations on duration and control for merchant
banking investments. The ANPR thus seeks comment on
whether additional prudential requirements could help
ensure competitive equity and that grandfathered
activities do not pose undue risks to the FHC, its bank
subsidiaries, or US financial stability.



www.pwcregulatory.com

Additional information

For additional information about PwC’s Financial Services
Regulatory Practice and how we can help you,
please contact:

Dan Ryan

Financial Services Regulatory Practice Chairman
646 471 8488

daniel.ryan@us.pwc.com

David Sapin

Financial Services Regulatory Practice Leader
646 471 8481

david.sapin@us.pwc.com

Armen Meyer

Director of Regulatory Strategy
646 531 4519
armen.meyer@us.pwc.com

Contributors: Gary Welsh and Daniel Akkerman.

To learn more about financial services regulation from
your iPad or iPhone, click here to download PwC’s new
Regulatory Navigator App from the Apple App Store.

Follow us on Twitter @PwC_US_ FinSrvcs

© 2014 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


