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Dear Clients and Friends:

The Dodd-Frank Wall Street Reform and Consumer Protection Act, the most far-reaching
financial regulatory legislation since the Great Depression, set the stage for major
adjustments in the financial services industry. Dodd-Frank affected regulation, supervision,
and in some cases the structure of financial sector companies. Other provisions increased
regulation of executive compensation and corporate governance, inside and outside the
financial services industry. Over the past several years, regulators have been working to
implement the legislation through hundreds of separate rulemakings, a process that is only
partially complete.

For affected businesses, the challenges of having to comply with the large number of
new rules required by Dodd-Frank are daunting. To better help businesses affected by
Dodd-Frank understand the complexities of the legislation, Arnold & Porter LLP has
issued a series of Advisories on various aspects of the legislation and new rules. These
range from the Financial Stability Oversight Council/Systemic Risk Determination
Process to the Consumer Financial Protection Bureau; from resolution plans to conflict
minerals; from fair lending issues, to a new framework for mortgages, to restrictions
embodied in the “Volcker Rule.” This series also includes Advisories discussing
Dodd-Frank’s impact on derivatives, capital, compensation, and the U.S. operations of
foreign banks.

We hope you will find our Advisories useful. Please feel free to contact us or any of our
colleagues in the Financial Services Practice at Arnold & Porter for further information.

David F. Freeman, Jr.
Chair, Financial Services Practice
David.Freeman@arnoldporter.com
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Congress Finalizes Landmark Financial

Regulatory Reform Legislation Contacts

OnJuly 21, 2010, President Obama signed into law the Dodd-Frank Wall Street
Reform and Consumer Protection Act, HR4173/Public Law 111-203, the most
sweeping overhaul of the US financial sector since the Great Depression. The
Act will affect the manner in which financial services companies are regulated, Kevin E. Barnard
supervised, and in some cases structured. As a result of the Act, providers of 2127154020
financial services are likely to face increased compliance expectations and costs,
and depository institutions and their holding companies will likely face stricter
capital requirements and prudential standards, creating additional profitability
and funding challenges.

The legislation will also affect companies outside of the financial services industry. For

example, every public company will be affected by Title IX of the Act’s executive compensation A. Patrick Doyle
) , . . . +1 212.715.1770
and corporate governance reforms. Title | of the Act’s creation of a new systemic risk council +1 202.942 5949

to monitor macroeconomic threats to US financial stability will resultin heightened supervision
of entities and activities presenting such risks. Counterparties to systemically important
entities will wish to take note of the new resolution process created by Title Il in order to
minimize potential loss in a liquidation context. Companies that trade or use derivatives are
potentially affected by the new rules in Title VII, such as the significant new restrictions on
certain proprietary trading activities, derivatives activities, and hedge fund and private equity
fund activities, to name a few. Under Title IV, advisers to most hedge funds and private equity ;

. . . . . . . Richard M. Alexander
funds will be required to register with the SEC as investment advisers due to elimination of the +1 202.942.5728
“private adviser” exemption. Companies offering consumer financial products and services
may be subject to the consumer financial protection changes made by Title X, including its
new regulatory bureau. Residential real estate providers will face new regulatory requirements
created by Title XIV. These changes are both significant and far-reaching.

This advisory provides a high level, title-by-title overview of the Act. Arnold & Porter LLP
is issuing a series of advisories that will provide more detailed analyses on the major
topics covered by the Act.

Alan Avery
+1 212.715.1056

Financial Regulatory Reform: For Arnold & Porter’s latest resources on this topic including Advisories, upcoming
events, and publications, please visit Financial Regulatory Reform. Also visit our Financial Regulatory Chart, which
aggregates information on US government programs.

arnoldporter.com

Financial Regulatory Chart



http://www.arnoldporter.com/resources/documents/FinancialRegulatoryChart.pdf
http://www.arnoldporter.com/professionals.cfm?u=BarnardKevinF&action=view&id=5120&bio_practice_id=476
http://www.arnoldporter.com/professionals.cfm?action=view&id=25
http://www.arnoldporter.com/professionals.cfm?action=view&id=366
http://www.arnoldporter.com/professionals.cfm?action=view&id=5121
http://arnoldporter.com/
http://www.arnoldporter.com/practices.cfm?u=FinancialRegulatoryReform&action=view_sub&id=891&parent_id=476
http://www.arnoldporter.com/resources/documents/FinancialRegulatoryChart.pdf

ARNOLD & PORTER LLP

COMMITMENT | EXCELLENCE | INNOVATION

Title I. Financial Stability

Authority of the FSOC. Title | of the Act creates a Financial
Stability Oversight Council (FSOC) to address systemic risk
in the financial system, effective upon the Act’s enactment.
The FSOC will be comprised of 10 voting members and 5
non-voting members, and will include the Secretary of the
United States Treasury (Treasury Secretary), representatives
of each of the federal financial regulators, and others.!

The FSOC has the authority to subject certain US or foreign
nonbank financial companies that it believes would pose
a threat to the financial stability of the United States to
the supervision of the Board of Governors of the Federal
Reserve System (Federal Reserve), as well as certain large
bank holding companies, to more stringent regulation by
the Federal Reserve. It also may subject such “systemically
significant” nonbank financial companies and large bank
holding companies to stricter operating standards, including
higher capital requirements, leverage limits, liquidity
requirements, concentration limits, resolution plan and credit
exposure requirements, enhanced public disclosures, short-
term debt limits, and overall risk management requirements.
The standards would not apply to any bank holding company
with total consolidated assets of less than $50 billion. While
there is no such floor for nonbank financial companies, only
the largest such companies likely would be covered.

Title | defines “nonbank financial companies” as those
companies, other than bank holding companies or their
subsidiaries with either (i) revenues from activities that are

1 The voting members are:

e The Treasury Secretary;

e The Chairman of the Board of Governors of the Federal Reserve
System;

e The Comptroller of the Currency;

e The Director of the newly created Bureau of Consumer Financial
Protection;

e The Chairman of the Securities and Exchange Commission;

¢ The Chairman of the Federal Deposit Insurance Corporation;

e The Chairman of the Commodity Futures Trading
Commission;

e The Director of the Federal Housing Finance Agency;

e The Chairman of the National Credit Union Administration
Board; and

e An independent member appointed by the President, in
consultation with the Senate, having insurance expertise.

The nonvoting members will include the Director of the newly created

Office of Financial Research, the Director of the newly created

Federal Insurance Office, a state insurance commissioner, a state

banking supervisor, and a state securities commissioner.

financial in nature that comprise at least 85 percent of the
consolidated annual gross revenues of the company; or (ii)
consolidated assets that are financial in nature that comprise
atleast 85 percent of the consolidated assets of the company.
Activities that are “financial in nature” are those listed in
section 4(k) of the Bank Holding Company Act of 1956, as
amended—primarily banking, insurance, securities, and
passive merchant banking activities.

Additional Standards for Certain Activities or
Practices. The FSOC also may make recommendations
to the primary financial regulatory agencies (defined as
the federal banking, securities, commodities, and housing
regulators, and state insurance commissioners) to apply
stricter standards to a “financial activity or practice conducted
by bank holding companies or nonbank financial companies
under their respective jurisdictions.” Such a recommendation
could be made if the FSOC determines that the conduct of the
activity or practice in question could create or increase the
risk of significant liquidity, credit, or other problems spreading
among bank holding companies and nonbank financial
companies; the financial markets of the United States; or low-
income, minority, or underserved communities. A primary
financial regulatory agency must impose the standards
recommended by the FSOC or similar standards that the
FSOC deems acceptable, or explain its reasons for not
following the recommendation.

The Act also gives the Federal Reserve, in consultation
with the FSOC, the power to terminate or impose conditions
on one or more activities of a nonbank financial company
determined to be subject to supervision by the Federal
Reserve or a bank holding company with consolidated
assets greater than or equal to $50 billion, or force such
company to sell assets, if necessary to mitigate a “grave”
threat to the financial stability of the United States posed
by that company if less extreme actions are inadequate to
mitigate the threat.

Stress Tests. Title | also requires the Federal Reserve, in
coordination with the appropriate primary financial regulatory
agency, to conduct annual stress tests on each nonbank
financial company determined to be subject to supervision
by the Federal Reserve and each bank holding company
with total consolidated assets equal to or greater than $50
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billion to determine if the company has the capital, on a total
consolidated basis, necessary to absorb losses as a result
of adverse economic conditions. Each of these companies
also must conduct its own stress tests semi-annually. All
other financial companies with consolidated assets of at least
$10 billion that are regulated by a primary federal financial
regulatory agency must conduct annual stress tests. The
methodology for these self-stress tests will be determined
by regulations issued by each primary federal financial
regulatory agency, in coordination with the Federal Reserve
and the Federal Insurance Office.

Risk Committee. The Federal Reserve is required
to issue regulations requiring systemically significant
nonbank financial companies supervised by it and bank
holding companies that are publicly traded and have total
consolidated assets of $10 billion or more to establish
a risk committee to oversee the entity’s enterprise-wide
risk management practices. Bank holding companies that
are publicly traded and have total consolidated assets of
less than $10 billion may also need to establish such a
risk committee upon Federal Reserve direction, but it is
not automatically required. The risk committee is to be
responsible for the oversight of the enterprise-wide risk
management practices of the company, and may include
independent directors if the Federal Reserve determines
it is appropriate, based on the nature of operations, size of
assets, or other criteria related to the company. In addition,
the committee will be required to have at least one member
who has experience in identifying, assessing, and managing
risk exposures of large complex firms.

Segregation of Activities. The Federal Reserve also is
given the authority to require systemically significant nonbank
financial companies subject to its supervision that engage in
some activities that are not deemed to be financial in nature
to create an intermediate holding company to house those of
its activities that are financial in nature as defined in section
4(k) of the Bank Holding Company Act. That intermediate
holding company then would become the nonbank financial
company supervised by the Federal Reserve. In forming an
intermediate holding company, internal financial activities
conducted by the company do not need to be moved to the
intermediate holding company. Title | is very specific that

a nonbank financial company supervised by the Federal
Reserve, or a company that controls a nonbank financial
company supervised by the Federal Reserve, is not required
to conform its activities to those financial activities listed in
section 4(k) of the Bank Holding Company Act.

“Hotel California” Provision. Title | also contains a provision
that has come to be known as the “Hotel California” provision,
which provides that if a bank holding company had total
consolidated assets equal to or greater than $50 billion as
of January 1, 2010, and received financial assistance under
or participated in the Capital Purchase Program established
under the Troubled Asset Relief Program authorized by
the Emergency Economic Stabilization Act of 2008, then it
will be treated as a nonbank financial company subject to
supervision by the Federal Reserve if it ceases to be a bank
holding company. A company subject to the Hotel California
Provision may request a hearing before the FSOC to appeal
its treatment as a nonbank financial company supervised by
the Federal Reserve.

Collins Amendment. Title | also contains a revised version
of the Collins Amendment, which requires the federal banking
agencies to establish minimum leverage and risk-based capital
requirements on a consolidated basis for insured depository
institutions, depository institution holding companies (bank
holding companies and savings and loan holding companies),
and nonbank financial companies supervised by the Federal
Reserve. This will be the first time that savings and loan
holding companies will be specifically required by statute to
comply with consolidated capital requirements.?

As a result of the Collins Amendment, trust-preferred
securities, which are a type of hybrid capital that has qualified
for Tier 1 Capital, will no longer be eligible for such Tier 1
capital treatment going forward for large and medium-sized
depository institution holding companies. Upon enactment,
the requirement to exclude hybrid capital instruments such
as trust-preferred securities from Tier 1 capital becomes

2 Inaddition, in section 616(d) of the Act, the Federal Deposit Insurance
Act is amended to require the appropriate federal banking agency
for a bank holding company or savings and loan company, or insured
depository institution not a subsidiary of a bank holding company or
savings and loan holding company (e.g., an industrial bank) to require
that such bank holding company, savings and loan holding company
or parent company of an insured depository institution act as a source
of strength to its insured depository institution subsidiary.
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immediately effective for hybrid capital instruments issued
on or after May 19, 2010, by depository institution holding
companies (except small bank holding companies with less
than $500 million in assets) and nonbank financial companies
supervised by the Federal Reserve. For hybrid capital
instruments issued before May 19, 2010, by depository
institution holding companies with total consolidated assets
of $15 billion or more and nonbank financial companies
supervised by the Federal Reserve, the requirement to
exclude pre-May 19, 2010-issued hybrid capital instruments
from Tier 1 capital will be phased in incrementally over a
period of three years, beginning January 1, 2013. For hybrid
capital instruments issued before May 19, 2010, by depository
institution companies with total consolidated assets of less
than $15 billion as of December 31, 2009, and by companies
that were mutual holding companies on May 19, 2010, there
is no requirement to deduct pre-May 19, 2010-issued hybrid
capital instruments from Tier 1 capital.

Small bank holding companies with less than $500 million in
assets will continue to be subject to the Federal Reserve’s
Small Bank Holding Company Policy Statement and will
not be subject to the risk-based and leverage capital
requirements (or the exclusion for certain hybrid instruments
from Tier 1 capital) under the Collins Amendment.

In addition, the requirement to exclude hybrid capital
instruments from Tier 1 capital becomes immediately effective
upon enactment of the Act for hybrid capital instruments
issued on or after May 19, 2010, by US bank holding
company subsidiaries of foreign banking organizations
that have relied on the Federal Reserve’s Supervision and
Regulation Letter SR-01-1 (SR—01-1 Exemption), which
relates to compliance with capital adequacy standards by
certain US bank holding companies owned by foreign banks
that the Federal Reserve has determined are well-capitalized
and well-managed. The other risk-based and leverage
capital requirements (including the deduction for certain
pre-May 19, 2010-issued hybrid capital instruments from
Tier 1 capital) under the Collins Amendment will become
effective for such entities five years after the enactment of the
Act. Depository institution holding companies not previously
supervised by the Federal Reserve (e.g., savings and loan
holding companies) also will have a five-year grace period

for the leverage and risk-based capital requirements of the
Collins Amendment other than those relating to the treatment
of the deduction of hybrid capital instruments from Tier 1
capital, whether issued before or after May 19, 2010.

Additionally, subject to the recommendations of the Council,
the Act requires that the federal banking agencies develop
capital requirements applicable to insured depository
institutions, depository institution holding companies, and
nonbank financial companies supervised by the Federal
Reserve that address the risks that the activities of such
institutions pose to the institution engaging in the activity
and other public and private stakeholders, in the event of
adverse performance, disruption, or failure of the institution
or the activity. At a minimum, the capital requirements must
address the risks arising from:

m  Significant volumes of activity in derivatives, securitized
products, financial guarantees, securities borrowing
and lending, and repurchase and reverse repurchase
agreements;

m  Concentrations in assets for which the values presented
in financial reports are based on models rather than
historical cost or prices deriving from deep and liquid
two-way markets; and

m  Concentrations in market share for any activity that would
substantially disrupt financial markets if the institution is
unexpectedly forced to cease the activity.

Title Il. Orderly Liquidation Authority

To prevent future taxpayer bailouts of firms deemed “too big
to fail,” Title Il of the Act gives the Federal Deposit Insurance
Corporation (FDIC) power to unwind large failing bank
holding companies and other nonbank financial companies
determined to be subject to supervision by the Federal
Reserve. While the Bankruptcy Code and the FDIC resolution
process would continue to apply to most failing financial
companies, the orderly liquidation authority established by
the Act would apply when failure of a financial company would
threaten the stability of the entire US financial system.

In light of its exceptional nature, liquidation of a company
under Title Il of the Act must be approved by the Federal
Reserve, the FDIC, and the Treasury Secretary (in
consultation with the President). If the failing company does
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not consent to the appointment of the FDIC as receiver, the
Treasury Secretary must petition the District Court for the
District of Columbia for an order authorizing the appointment.
The District Court’s determination is reviewable by the Court
of Appeals for the DC Circuit, whose decision is in turn
subject to discretionary review by the US Supreme Court.

Liquidation pursuant to Title Il must comply with several
mandatory terms:

m  The FDIC must ensure that shareholders do not receive
any payment until after all other claims are fully paid, that
unsecured creditors bear losses in accordance with the
Title’s priority provisions, and that managers responsible
for the company’s failure are removed.

m  The FDIC may also hold directors and officers of
companies placed into receivership personally liable
for damages arising from gross negligence and
may recover compensation previously paid to senior
executives and directors “substantially responsible” for
the failure of the company.

The Act explicitly prohibits the use of taxpayer funds to rescue
a failing financial firm placed into receivership. Instead, the
costs of unwinding a firm would be paid with proceeds from
its liquidation and an after-the-fact assessment on financial
companies with at least $50 billion in total consolidated
assets and on any nonbank financial companies supervised
by the Federal Reserve.

Title Ill. Transfer of Powers to the OCC,
FDIC, and Federal Reserve

Title Ill of the Act abolishes the Office of Thrift Supervision
(OTS) and allocates its responsibilities, personnel, and assets
among the Federal Reserve, the Office of the Comptroller
of the Currency (OCC), and the FDIC. The Federal Reserve
assumes responsibility for supervision of savings and loan
holding companies and their nonbank subsidiaries, while
federal savings associations and state savings associations
become the responsibility of the OCC and the FDIC,
respectively. Prospectively, OTS rulemaking authority is
divided between the Federal Reserve and the OCC, and the
new position of “Deputy Comptroller for the Supervision and
Examination of Federal Savings Associations” is created at
the OCC. Existing OTS regulations, orders, legal actions,

guidance, and similar materials remain in force until altered or
otherwise acted on by the Federal Reserve, the OCC, or the
FDIC. These changes generally become effective one year
from enactment of the legislation, which may be extended
by the Treasury Secretary for up to six additional months
(Transfer Date). The abolition of the OTS would become
effective 90 days after the Transfer Date. The Director of
the newly created Consumer Financial Protection Bureau
would then replace the Director of the OTS on the FDIC
Board of Directors.

The Act leaves intact the federal thrift charter and does not
mandate the conversion of existing federal thrift charters to
bank charters. However, it does facilitate such conversions
by allowing a converted savings association to retain any
branches it operated at the time of conversion, notwithstanding
state or federal law to the contrary, and to establish additional
branches in any state in which it operated a branch at the time
of its conversion as if it were a bank chartered in that state.

The Act also makes important changes to the federal deposit
insurance program. The temporary increase of the federal
deposit insurance limit to $250,000, currently set to expire
at the end of 2013, is made permanent and is retroactively
applied to January 1, 2008. Additionally, noninterest-bearing
transaction accounts remain fully insured through the end
of 2012, at which point the program terminates. The Act
also instructs the FDIC to amend the regulatory definition
of “assessment base” to shift to an asset-based, rather than
a liability-based, formula, and the FDIC is given authority
to exclude an institution from eligibility for the lowest-risk
assessment category based solely on the institution’s size.

Title IV. Regulation of Advisers to Hedge
Funds and Others

Title 1V of the Act amends the Investment Advisers Act of
1940 (Advisers Act) to impose Securities and Exchange
Commission (SEC) registration, reporting, and record-
keeping obligations on investment advisers to “private funds”
that have assets under management in the United States of
$150 million or more, subject to limited exemptions. Advisers
to such funds (which include hedge funds, private equity
funds, and other private funds not subject to an exemption)
will be subject to Advisers Act regulation through elimination
of the “private adviser” exemption in the Advisers Act that
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applies to investment advisers who, during the course of
the preceding 12 months, had fewer than 15 clients (with
a fund counting as a single client) and who do not hold
themselves out to the public as an investment adviser or
act as an investment adviser to a registered investment
company. Elimination of the “private adviser” exemption
applies to investment advisers generally, not just those that
act as advisers to private funds.

Exemptions. Although elimination of the “private adviser”
exemption would subject advisers to virtually all private funds to
Advisers Act registration, the Act carves out exemptions for:

m Investment advisers that act solely as an adviser to
private funds with US assets under management of less
than $150 million. These advisers will be subject to SEC
record-keeping and reporting requirements;3

m Investment advisers who solely advise small business
companies;

m  “Foreign private advisers” (as defined in the Act);

m Investment advisers that act as advisers solely to
“venture capital funds” (to be defined by SEC rule).
These advisers will be subject to SEC record-keeping
and reporting requirements; and

m  Any “family office” (as defined by SEC rule, regulation, or
order), effected through an amendment to the definition
of “investment adviser.”

Records and Reports. The SEC is authorized to require
advisers to private funds to maintain records and file reports
with the SEC.* The SEC may share this information with the

3 Investment advisers with clients other than private funds that have
less than $25 million in assets under management (or such higher
amount as the SEC specifies by rule) continue to be subject to state
law and are not permitted to register with the SEC. An investment
adviser that has assets under management between $25 million
and $100 million that is required to register as an investment
adviser in the state where the adviser maintains its principal office
and place of business and is subject to examination in that state
must generally register under state law rather than with the SEC.
However, if the effect of this provision would be to require that the
investment adviser register with 15 or more states, then the adviser
is permitted to register with the SEC. In addition, as has previously
been the case, SEC registration is required if the adviser acts as an
investment adviser to an investment company registered under the
Investment Company Act or to a business development company.

4 Records and reports to be maintained by an investment adviser

include the amount of assets under management; use of leverage,
including off-balance sheet leverage; counterparty credit risk

FSOC, which may use it to determine whether to designate
a private investment fund as “systemically significant” and
therefore subject to Federal Reserve supervision, capital
requirements, risk controls, pre-packaged liquidation plan
requirements, the FDIC’s orderly liquidation authority, and
other significant and pervasive regulatory requirements
that will apply to financial companies so designated under
Titles | and Il of the Act.®

Custody Requirement. Registered investment advisers
are required to take such steps to safeguard client assets
over which the adviser has custody, including verification of
such assets by an independent public accountant, as the
SEC may prescribe by rule.®

Accredited Investors. The Act directs that changes be
made to adjust the net-worth standard required to qualify
as an “accredited investor” under the Securities Act of 1933,
principally by excluding the value of a primary residence
from the calculation.

Effective Date. The effective date for the private fund
provisions is generally one year after the date of enactment of
the Act. Aninvestment adviser to a private fund is permitted to
register under the Advisers Act during the one-year transition
period, subject to SEC rules.

Title V. Insurance

Title V of the Act establishes the Federal Insurance Office
(FIO) within the Department of the Treasury. Once established,
the FIO will be responsible for comprehensive monitoring of
the insurance industry (other than health insurance, certain
long-term care insurance, and crop insurance). The FIO will be

exposure; trading and investment positions; valuation policies and
practices; types of assets held; side arrangements or side letters,
whereby certain fund investors obtain more favorable rights than
others; trading practices; and other information that the SEC, in
consultation with the FSOC, determines is necessary or appropriate
in the public interest or for the assessment of systemic risk.

5 The FSOC and any department, agency, or self-regulatory
organization that receives records or other information of private
funds from the SEC must keep it confidential. The Act provides
enhanced protection for “proprietary information” of a private fund
adviser. This information is subject to the same limitations on public
disclosure as any facts ascertained during an investment adviser
examination under Section 210(b) of the Advisers Act.

6 The SEC recently adopted new rules that provide additional
safeguards when a registered adviser has custody of client funds
or securities.
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able to recommend to the FSOC that it designate an insurer,
including its affiliates, as an entity subject to regulation by the
Federal Reserve as a nonbank financial company. The Act
does not specify a timeframe for the Treasury Secretary to
issue regulations to establish the FIO.

The FIO also will coordinate federal efforts and establish
federal policy on prudential aspects of international insurance
matters, determine whether state insurance measures are
preempted by certain international insurance agreements,
and consult with the states regarding insurance matters of
national importance and prudential insurance matters of
international importance. The new agency also is authorized
to conduct a study and submit a report to Congress on how
to modernize and improve the system of insurance regulation
in the United States. The Act also authorizes the Treasury
Secretary and the United States Trade Representative,
jointly, to negotiate and enter into international insurance
agreements regarding prudential measures on behalf of the
United States. The FIO may require an insurer or an affiliate
to submit information reasonably required to carry out these
functions, working in cooperation with the appropriate state
regulatory agencies.

The Act also includes some protections for companies
offering reinsurance by prohibiting non-domiciliary states
from denying credit for reinsurance if the state of domicile
of a ceding insurer (the insurance company that buys the
reinsurance) is a state accredited by the National Association
of Insurance Commissioners or has solvency requirements
substantially similar to those required for accreditation.
Furthermore, the Act provides that in such a case the state
of domicile of the reinsurer is solely responsible for regulating
the financial solvency of the reinsurer.

Title VI. Improvements to Regulation of
Bank and Savings Association Holding
Companies and Depository Institutions

Title VI of the Act contains several new provisions affecting
the regulation of insured depository institutions and their
holding companies.

Moratorium for Certain Deposit Insurance Applications.
For example, Title VI imposes a three-year moratorium on
the ability of the FDIC to approve a new application for

deposit insurance for an industrial loan company, credit
card bank, or trust bank that is owned or controlled by a
commercial firm (an entity that derives at least 15 percent
of its consolidated annual gross revenues, including all
affiliates, from non-financial activities). During this period,
the appropriate federal banking agency may not approve
a change in control of an industrial loan company, a
credit card bank, or a trust bank if the change in control
would result in direct or indirect control of that bank by a
commercial firm, unless the bank is in danger of default,
or unless the change in control results from certain bona
fide merger or acquisition transactions. The Act further
provides that the Comptroller General must submit a report
to Congress analyzing whether it is necessary to eliminate
the exceptions in the Bank Holding Company Act for credit
card banks, industrial loan companies, trust banks, thrifts,
and certain other entities in order to strengthen the safety
and soundness of these institutions or the stability of the
financial system.

Enhanced Regulation of Holding Company Entities. In
order to aid a consolidated supervisor’s ability to identify
and address risk throughout an organization, the Act also
removes limitations under the Gramm-Leach-Bliley Act on
the ability of a federal banking agency to obtain reports
from, examine, and regulate all subsidiaries of a bank or
savings and loan holding company it supervises. The Act
also provides that the lead federal banking agency for each
depository institution holding company (which would be the
Federal Reserve or the OTS prior to the Transfer Date and
would be the Federal Reserve in all cases after the Transfer
Date) must examine the permissible activities of each non-
depository institution subsidiary, other than a functionally
regulated subsidiary, of that holding company to determine
whether those activities present safety and soundness risks
to any depository institution subsidiary. Thus, any affiliate
of a depository institution would be made subject to the
same standards and examined with the same frequency
as the depository institution itself within the same holding
company structure. This approach is intended to ensure that
the placement of an activity in a holding company structure
could not be used to arbitrage between different supervisory
regimes or approaches.
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Volcker Rule. Title VI also contains the so-called “Volcker
Rule.” Under these provisions, subject to certain exemptions,
federal regulators must issue regulations to prohibit “banking
entities” (i.e., insured depository institutions, their holding
companies, non-US banks with branches or agency offices
in the US, and any affiliate or subsidiary of such entities) from
engaging in proprietary trading,” sponsoring or investing in
hedge funds and private equity funds, and having certain
financial relationships with those hedge funds or private
equity funds for which they serve as investment manager
or investment adviser. A systemically significant non-bank
financial company supervised by the Federal Reserve
that engages in such activities would be subject to rules
establishing enhanced capital standards and quantitative
limits, but such activities would not be prohibited.

Subject to restrictions that the appropriate federal banking
agencies, the SEC, and the Commodity Futures Trading
Commission (CFTC) may determine, certain activities would
not be subject to these limitations, including:

m  The purchase, sale, acquisition, or disposition of
obligations of the United States, Ginnie Mae, Fannie
Mae, Freddie Mac, a Federal Home Loan Bank,
the Federal Agricultural Mortgage Corporation, or a
Farm Credit System institution; and state or municipal
obligations.

m  Transactions in connection with underwriting or market-
making-related activities, to the extent that any such
activities are designed not to exceed the reasonably
expected near term demands of clients, customers, or
counterparties.

m  Hedging activities designed to mitigate risks associated
with individual or aggregated positions.

®  Transactions on behalf of customers.

7 “Proprietary trading,” for purposes of the Volcker Rule, means
engaging as a principal for an entity’s “trading account” in purchases
or sales of securities, derivatives, commodity futures, options
on such instruments, and any other financial instrument that the
appropriate federal banking agencies, the SEC, and the CFTC may,
by rule, determine. “Trading account,” for purposes of the Volcker
Rule, means any account used to take positions 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 such
other accounts as the regulators may determine.

m Investments in small business investment companies;
investments designed primarily to promote the public
welfare; or investments that are qualified rehabilitation
expenditures with respect to a qualified rehabilitated
building or certified historic structure.

m  The purchase, sale, acquisition, or disposition of
securities and other instruments by a regulated insurance
company for the general account of the company and
by any affiliate of such regulated insurance company,
subject to certain requirements.

m  Organizing and offering a private equity or hedge
fund, including serving as a general partner, managing
member, or trustee of the fund and selecting or controlling
(or having employees, officers, directors, or agents
who constitute) a majority of the directors, trustees, or
management of the fund, provided certain requirements
set forth in the law are met. These requirements
include that the banking entity provide bona fide trust,
fiduciary, or investment advisory services; that the fund
be organized and offered only in connection with the
provision of such services and only to persons that are
customers of such services of the banking entity; and
that the banking entity not acquire or retain more than a
specified de minimis ownership interest in the fund.

m  Proprietary trading conducted solely outside of the
United States by a banking entity pursuant to Section 4(c)
(9) or 4(c)(13) of the Bank Holding Company Act, unless
the entity is controlled by a banking entity organized in
the United States.

m  The acquisition or retention of any equity, partnership,
or other ownership interest in, or the sponsorship of,
a hedge fund or a private equity fund by a banking
entity pursuant to Section 4(c)(9) or 4(c)(13) of the Bank
Holding Company Act solely outside of the United States,
provided that no ownership interest in such hedge fund
or private equity fund is offered or sold to United States
residents and the banking entity is not controlled by a
banking entity organized in the United States.

m  Other activity as permitted by regulators.

These permitted activities may be prohibited if the transaction,
class of transactions, or activity:

Congress Finalizes Landmark Financial Regulatory Reform Legislation | 8

11




ARNOLD & PORTER LLP

COMMITMENT | EXCELLENCE | INNOVATION

m  Would involve or result in a material conflict of interest
(as defined by regulators) between the banking entity
and its clients, customers, or counterparties;

m  Would result, directly or indirectly, in a material exposure
by the banking entity to high-risk assets or high-risk
trading strategies (as defined by regulators); or

m  Would pose a threat to the safety and soundness of
such banking entity or to the financial stability of the
United States.

The Volcker Rule will not become effective until the earlier
of one year after the issuance of final rules implementing
it, or two years after the date of enactment of the Act. In
addition, there is a two-year transition period, with up to
three one-year extensions available for banking entities
and systemically important nonbank financial companies
to come into compliance. In addition, an extension may be
granted, upon application, for up to a maximum of five years
for a banking entity’s contractual obligation with any equity
or other ownership interest in certain illiquid funds.

Concentration Limits and Other Restrictions. The Actalso
imposes concentration limits on large financial companies,
including nonbank financial companies supervised by the
Federal Reserve and foreign banks or companies that are
treated as bank holding companies, with the result that these
financial companies would not be permitted to merge with,
or otherwise acquire control of, another company if the total
US consolidated liabilities of the acquiring company upon
consummation of the transaction would exceed 10 percent
of the aggregate US consolidated liabilities of all financial
companies at the end of the calendar year preceding the
transaction.

The Act also would, among other things:

m  Expand existing restrictions on bank transactions with
affiliates by adding credit exposure from a securities
borrowing or lending transaction or derivative transaction
to the list of inter-affiliate “covered transactions” in
Section 23A of the Federal Reserve Act, and by defining
an investment fund for which a member bank is an
investment adviser as an affiliate of the member bank
under Section 23A;

m  Expand the type of transactions subject to insider lending
limits to include derivatives transactions, repurchase
agreements, reverse repurchase agreements, and
securities lending or borrowing transactions;

m Tighten national bank lending limits by treating credit
exposures on derivatives, repurchase agreements,
reverse repurchase agreements, and securities lending
or borrowing transactions as extensions of credit for
purposes of national bank lending limits; and

m  Require that insured state banks may engage in
derivatives transactions (as defined under national
bank lending limits laws) only if the law with respect to
lending limits of the state in which the insured state bank
is chartered takes into consideration credit exposure to
derivative transactions.

Source of Strength Doctrine. The Act codifies the source of
strength doctrine by amending the Federal Deposit Insurance
Act to state that the appropriate federal banking agency for a
bank holding company or savings and loan holding company
must require the bank holding company or savings and loan
holding company to serve as a source of financial strength for
its depository institution subsidiaries. If an insured depository
institution is not the subsidiary of a bank holding company or
savings and loan holding company, the appropriate federal
banking agency for the insured depository institution must
require any company that directly or indirectly controls the
insured depository institution to serve as a source of financial
strength for such institution. Notably, this will be the first time that
savings and loan holding companies are required to serve as
a source of strength for their depository institution subsidiaries.
Previously, only bank holding companies were required to
serve as a source of strength for their depository institution
subsidiaries under Regulation Y, 12 C.F.R. § 225.4(a)(1).

Title VII. Wall Street Transparency and
Accountability (Over-the-Counter Derivatives)

Title VII of the Act provides for unprecedented and
substantial regulation of the over-the-counter derivatives
market, including swaps. In an effort to provide additional
“transparency” to financial markets, the Act increases the
regulatory requirements imposed on various financial entities
that utilize derivatives products. More specifically, the Act
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regulates “swap dealers” and “major swap participants,” whose
definitions would likely include banks, large hedge funds, and
possibly even large insurance and some finance companies.
Requirements imposed on entities that fit within the definition
of swap dealers and major swap participants include
registration requirements, posting of margin for trades, capital
requirements, reporting and recordkeeping requirements, and
business conduct standards. Certain “end-user” businesses
could be exempt from many of the above requirements if their
positions in derivatives are determined to be for hedging and
commercial risk mitigation purposes.

Additionally, the Act amends the Commaodity Exchange Act to
implement mandatory clearing of swaps on clearinghouses.
In general, the CFTC is assigned the responsibilities of
reviewing any swap that a clearinghouse lists for clearing
and of determining whether the swap or class of swaps is
required to be cleared. In a broadening of the exemption
contemplated in earlier versions of the legislation, the final
version of the Act generally exempts an entity from the
clearing requirement if one of the counterparties to the swap
is not a financial entity and is using the swap to hedge or
mitigate commercial risk.

The Act also directs the CFTC to impose position limits on
swaps if it determines that the swap has a “significant price
discovery function.” In determining a swap’s “significant
price discovery function,” the CFTC will consider various
criteria, including the swap’s price linkage to traded contracts,
the potential for price arbitrage between the swap and a
contract on the traded platform, and whether such contracts
are sufficiently liquid. As a compromise over one the most
contentious issues in the legislation, the Act stops short of
requiring banks to divest all of their swaps activities and instead
permits them to maintain their derivatives business in products
that are tied to hedging for the banks’ own risk. Such products
would likely include interest rate swaps, gold, and silver, as well
as credit products. However, trades in agriculture products,
energy swaps, and uncleared commodities would likely have
to be spun off to the bank’s affiliates, which would be required
to meet significant capital requirements. Unlike many other
sections of the Act which require implementation one year
after enactment, the bank divesture provision is required to be
implemented two years after implementation of the Act.

Title VIII. Payment, Clearing, and Settlement
Supervision

Title VIII of the Act contains a number of provisions designed
to mitigate systemic risk in the financial system by giving
regulators an enhanced role in the supervision of “financial
market utilities” (FMUs), such as clearinghouses and other
financial institutions that participate in payment, clearing,
or settlement activities. The Act authorizes the FSOC
to designate an FMU or certain payment, clearing, and
settlement activities carried out by a financial institution
as “systemically important” based on criteria such as the
aggregate value of processed transactions and the aggregate
exposure of a financial institution to its counterparties.

The Act directs the Federal Reserve to issue uniform risk
management standards governing systemically important
payment, clearing, and settlement activities. The Federal
Reserve is also authorized to allow a Federal Reserve bank
to grant discount and borrowing privileges to a systemically
important FMU in “unusual and exigent” circumstances.
The Act grants examination and enforcement authority to
an institution’s primary federal regulator, while reserving
emergency or back-up enforcement authority for the Federal
Reserve. Rulemaking authority is granted to the Federal
Reserve, the FSOC, and other supervisory agencies.

Title IX. Investor Protections and
Improvements to the Regulation of Securities

Securitization Reforms

In order to address practices believed to have played a
major role in the recent financial crisis, Title IX of the Act
makes substantial changes to the processes by which
asset-backed securities are created, rated, and sold. In
order to promote responsible lending and securitization,
the Act directs regulators to issue rules requiring lenders
to retain credit risk for any asset transfer or sell, through
the issuance of an asset-backed security. It also directs the
SEC to adopt rules requiring disclosure of tranche-specific
information as to the assets underlying such securities.
Issuers of such securities are also required to conduct
and disclose the results of a due diligence analysis of
underlying assets.
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Credit Rating Reforms

The Act reflects a compromise as to a method for addressing
the conflicts raised by the traditional “issuer pays” model of
securing credit ratings that had been proposed by Sen. Al
Franken (D-Minn.). The Franken proposal would have created
a Credit Rating Agency Board to assign rating agencies to
provide initial ratings of asset-backed securities. The Act,
however, requires the SEC to study conflicts of interest at
rating agencies. If the SEC deems it necessary based on
the study, it would be authorized to establish a system for
the assignment of rating agencies to issue initial ratings for
asset-backed securities such that the issuer, sponsor, or
underwriter would not be able to select the rating agency.

The Act also removes references to Nationally Recognized
Statistical Ratings Organizations and credit ratings from the
Federal Deposit Insurance Act, the Investment Company
Act, and the Exchange Act. In each of these statutes, the Act
replaces references to investments that meet certain credit
ratings with references to investments that meet standards
of creditworthiness established by the agencies that oversee
those statutes. Finally, the Act eases pleading standards in
plaintiffs’ actions against credit rating agencies and applies
enforcement and penalty standards to statements by rating
agencies to the same extent that they apply to statements by
registered public accountants and securities analysts.

Regulation of Broker-Dealers and Investment
Advisers

For broker-dealers, the legislation includes several items
of particular note. The Act directs the SEC to conduct a
study of how broker-dealers’ and investment advisers’
relationships with retail customers are regulated. The SEC
must describe any gaps or overlap in the two systems in a
report to Congress within six months of enactment. The Act
gives the SEC authority to adopt rules for the standard of
care for broker-dealers and advisers and directs the SEC
to consider the study’s findings. The SEC may adopt a
“best interest” fiduciary duty standard for broker-dealers,
investment advisers, and their associated persons when
providing advice to retail customers.

On a more substantive basis, the Act extends the protections
of the Securities Investor Protection Act by permitting both

securities and related futures to be held in a single “portfolio
margin account,” thereby allowing investors to hedge
more effectively. It also extends the authority of the Public
Company Accounting Oversight Board to allow it to write
professional standards, inspect audits, and bring disciplinary
proceedings for deficiencies in audits of securities broker-
dealers that are not issuers. Finally, it authorizes the SEC
to issue rules to prohibit or restrict mandatory pre-dispute
arbitration clauses in broker-dealer and investment adviser
account agreements.

Whistleblowers, Accomplice Liability, Short
Sale Disclosures, and Other Reforms

The Act also effects numerous other changes to the
securities laws. For example, it:

m  Codifies the SEC’s whistleblower program and
strengthens it by providing for substantial awards, the
creation of a fund for such awards, and sanctions for
retaliatory firings, including attorneys’ fees and double

the amount of lost income;

Amends the Securities Act, Exchange Act, Investment
Company Act, and Advisers Act so that in an SEC
enforcement action, persons may be held liable for
knowingly or recklessly providing substantial assistance
to a violator;

Strengthens oversight of municipal securities markets
by requiring persons who advise municipalities on bond
issuances, or who otherwise participate in or solicit
issuances (including guaranteed investment contract
brokers, swap advisors, and finders), to register with
the SEC;

Requires the SEC to issue rules to provide for public
disclosure of aggregate short sale data for individual
securities at least each month; and

Requires broker-dealers to inform customers (i) that they
may elect not to allow their fully paid securities to be used
in connection with short sales; and (ii) that the broker
may receive compensation if they are so used.

The Act directs numerous organizational changes within
the SEC. Notably, it directs the SEC’s Divisions of Trading
and Markets and Investment Management to have their own
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examination staffs, streamlines and accelerates the process
for rule changes by self-regulatory organizations, codifies the
establishment of the SEC’s Investor Advisory Committee,
and creates an Investor Advocate’s Office to assist and
represent the interests of retail investors.

Executive Compensation and Governance
Reforms

The Act includes governance and executive compensation
provisions that will significantly affect public companies.
The Act also prohibits covered financial institutions with
$1 billion or more in assets from rewarding their executive
officers, employees, directors, and principal shareholders
with incentive-based compensation arrangements that
encourage “inappropriate risks,” and requires reporting
of all incentive-based compensation arrangements to the
appropriate federal regulator.

Proxy Access. The Act grants the SEC authority to issue
rules permitting a shareholder access to a company’s proxy
solicitation materials for the purpose of nominating directors.
Despite efforts to introduce language into the legislation
limiting the right of shareholders to nominate directors in
a company’s proxy materials to those shareholders who
own at least 5 percent of the company for a minimum two-
year holding period, the Act does not specify any minimum
ownership threshold or holding period. The SEC has
authority to grant an exemption to small issuers.

Say on Pay and Say on Golden Parachutes. Non-binding
shareholder advisory votes on executive compensation must
be held at least once every three years, at any annual or
other meeting for which SEC proxy rules require disclosure
of executive compensation. At the first annual or other
meeting of shareholders that occurs six months after the
date of enactment, public companies are required to include
both a resolution providing shareholders with a non-binding
advisory vote on executive compensation and a separate
resolution to determine whether future “say-on-pay” votes
should occur on an annual, biannual, or triennial basis. Public
companies are also required to give shareholders a non-
binding advisory vote on golden parachute compensation in
connection with certain business combinations. The SEC has
authority to grant an exemption to small issuers with regard
to both say on pay and say on golden parachute votes.

No Majority Voting Requirement. A provision that would
have required public companies to adopt a majority vote and
resignation policy for uncontested elections was dropped
during conference.

Executive Compensation Disclosures. The Act requires
new executive compensation disclosure, including the
ratio of CEO to employee compensation and any hedging
activities by employees and directors with respect to equity
compensation.

Compensation Committees. Compensation committee
members of listed companies are required to satisfy
heightened independence standards. Compensation
committees of listed companies must consider specific
factors identified by the SEC as affecting the independence
of compensation consultants and advisers before selecting
such advisers.

Clawback Provision. The Act requires the SEC, by rule, to
direct national securities exchanges to prohibit the listing of
any security of an issuer that does not develop and implement
a policy to “clawback” compensation from executive officers
who received incentive-based compensation (including stock
options) during the three-year period preceding the date of an
accounting restatement, in excess of what would have been
paid under the accounting restatement. This provision is broader
than the current Sarbanes-Oxley Act clawback provision.

Enhanced Disclosure and Reporting of Compensation
Arrangements by Covered Financial Institutions with
$1 Billion or More in Assets; Prohibition on Certain
Compensation Arrangements. Not later than nine months
after the date of enactment, appropriate federal regulators
must jointly prescribe regulations or guidelines that:

m  Require “covered financial institutions” to disclose to
the appropriate federal regulator the structures of all
incentive-based compensation arrangements sufficient
to determine whether the compensation structure
provides an executive officer, employee, director, or
principal shareholder with excessive compensation,
fees, or benefits, or could lead to material financial loss

to the covered financial institution; and

Prohibit any incentive-based payment arrangement that
such regulators determine encourages “inappropriate
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risks” by covered financial institutions, by providing
an executive officer, employee, director, or principal
shareholder with excessive compensation, fees, or
benefits, or that could lead to material financial loss to
the covered financial institution.

Reporting of the actual compensation of particular individuals
is not required. “Covered financial institutions” include banks
and savings associations and their respective holding
companies, registered broker-dealers, credit unions,
investment advisers, Fannie Mae, Freddie Mac, and any other
financial institution that the appropriate federal regulators
jointly determine should be treated as a covered financial
institution. These requirements do not apply to covered
financial institutions with assets of less than $1 billion.

Title X. Bureau of Consumer Financial
Protection

Title X of the Act establishes a Bureau of Consumer Financial
Protection (CFPB) within the Federal Reserve. The Director
of the CFPB would be appointed by the President and
confirmed by the Senate for a five-year term. While housed
within the Federal Reserve, the CFPB would be required
to operate without interference with regard to rulemaking,
examinations, enforcement actions, and appointment or
removal of employees, much in the same way that the OCC
enjoys autonomy from the Treasury. The CFPB would be
funded by the Federal Reserve in an amount determined
to be “reasonably necessary” by the Director, subject to an
annual funding cap.

Rulemaking Authority. The CFPB would be vested with
the authority to promulgate regulations under certain federal
consumer financial laws, including existing federal statutes
for which the Federal Reserve or the US Department of
Housing and Urban Development currently has rulemaking
authority. These statutes include, among others:

m  The Electronic Funds Transfer Act;

m  The Equal Credit Opportunity Act;

m  The Fair Credit Reporting Act;

m  The Fair Debt Collection Practices Act;

m  The Real Estate Settlement Procedures Act;
m  The Truth in Lending Act;

m  The Truth in Savings Act; and

m  The Interstate Land Sales Full Disclosure Act (added

during conference).

Notably, the Act preserves the Federal Trade Commission’s
(FTC’s) authority to enforce the Federal Trade Commission
Act against nonbank entities engaged in financial activities.
The Act also gives the CFPB certain specific rulemaking
authority to issue regulations to restrict the use of pre-dispute
mandatory arbitration agreements, to prescribe requirements
for consumer disclosures, and to identify and prohibit “unfair,
deceptive, or abusive acts or practices.” In addition, the Act
requires the CFPB to make rules that would ensure that
consumers gain access to their account information and
receive timely responses to their complaints or inquiries.

There are several provisions that purport to place limitations
on the CFPB. For example, the Act requires the CFPB to
consult with the primary federal bank regulators before
proposing a rule and during the comment process, and
it must address any written objection of a primary federal
bank regulator to its proposed rule in the adopting release.
In addition, the FSOC may set aside a final regulation of the
CFPB if two-thirds of the FSOC finds that the regulation would
put the safety and soundness of the banking system or the
stability of the financial system at risk. Furthermore, during
the rulemaking process, the CFPB must collect advice and
recommendations from small businesses about the potential
impact of its regulations on small businesses, including the
impact on the cost of credit to small businesses.

The regulations issued by the CFPB would apply to any
“covered person,” which is defined as any person engaged
in offering or providing a consumer financial product
or service (generally not including otherwise-regulated
securities and insurance activities) and an affiliate that acts
as a service provider to such a person. However, the Act
makes it clear that the CFPB does not have authority over
commercial transactions or the sale of nonfinancial goods
or services. For example, the CFPB generally may not
exercise authority with respect to a merchant, retailer, seller,
or broker of nonfinancial goods or services. At conference,
payday lenders, money remitters, check cashers, and
private student loan providers were explicitly added to the
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supervision of the CFPB, while motor vehicle dealers were
excluded. Pawn shop lenders do not appear to be subject
to the supervision of the CFPB. Motor vehicle dealers and
their financing operations are exempt to the extent that the
source of the motor vehicle dealer’s financing is a third party;
however, motor vehicle dealers continue to be subjectto FTC
jurisdiction, and the FTC is given Administrative Procedure
Act rulemaking powers over them.

Supervisory Authority. The CFPB would have examination
and enforcement authority over all participants in the
consumer mortgage arena, including mortgage originators,
brokers, servicers, and consumer mortgage modification
and foreclosure relief services. The CFPB also would have
supervisory authority over larger non-depository institutions
that offer or provide non-mortgage consumer financial
products and services. Larger non-depository institutions
are to be defined by regulations issued by the CFPB, in
consultation with the FTC. While earlier versions of the
legislation required the CFPB to prescribe rules on the
registration of these non-depository institutions, the final
Act permits, but does not require, the CFPB to impose such
registration obligations.

With respect to depository institutions, the CFPB would
have primary supervisory authority over only those insured
depository institutions and credit unions with more than $10
billion in assets and the affiliates and service providers of
such institutions. Banks, savings associations, and credit
unions with assets of $10 billion or less would continue to be
examined for consumer compliance by their primary federal
bank regulators. The CFPB would have no authority to take
enforcement action against them.

The CFPB would be required to coordinate examination
and enforcement activities with the appropriate federal bank
regulator and with state bank regulators where appropriate.
If the proposed supervisory determinations of the CFPB
and the primary federal bank regulator were to conflict, the
conflict would be resolved either through the coordination
of the two agencies, or through a governing panel. The
governing panel would be composed of one representative
each from the CFPB and the primary federal bank regulator,
together with a representative from a federal bank regulator
not involved in the dispute.

Preemption. The Act does not preempt any state law
that provides greater protection for consumers, nor does
it change the preemption standards or preemptive effect
of any of the existing federal consumer banking laws. The
Act also generally preserves preemption of state law for
national banks under the National Bank Act and modifies
it for federal savings banks under the Home Owners’ Loan
Act by codifying the standard for preempting state consumer
financial law set forth in the 1996 US Supreme Court case
Barnett Bank v. Nelson. Subsidiaries of these institutions
would no longer be able to claim that federal law preemption
principles that apply to their parent institutions also apply
equally to them. Specifically, the Act codifies the standard
for preempting state consumer financial law set forth in
the 1996 US Supreme Court case Barnett Bank v. Nelson.
Consistent with that standard, the Act provides that the
National Bank Act and the Home Owners’ Loan Act preempt
state consumer law:

m  When the state law would have a discriminatory effect on
a national bank or federal savings bank in comparison with
the effect of the law on a bank chartered by that state;

m [f the state law prevents or significantly interferes with
a national bank or federal savings bank’s exercise of
its power; or

m If the state law is preempted by another federal law.

The OCC as well as the courts are authorized to make
determinations of preemption, on a “case-by-case” basis,
under the above-referenced standard. If the OCC seeks to
make a determination regarding preemption of a law of one
state applicable to similar laws of other states, it must first
consult with, and take into account the views of, the CFPB.
The OCC is required to publish a list of its preemption
determinations periodically. The Act does not disturb
the applicability of any OCC or OTS preemption rules or
opinions to contracts entered into prior to its enactment. It
also does not affect the ability of a depository institution to
export interest rates from any state in which the institution
is located.

A state attorney general may bring a civil action in the name
of the state to enforce regulations that the CFPB issues,
but not the provisions of Title X itself, against a federally
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chartered institution. To that end, the visitorial standard
for federally chartered institutions will remain the standard
set forth in the 2009 US Supreme Court case Cuomo V.
Clearing House Association, L.L.C. Under that standard, a
state attorney general may bring a judicial action against a
federally chartered institution to enforce an applicable law.

Debit Card Fee Restrictions. In an amendment that
has implications for both card issuers and card networks,
the Act imposes restrictions on the interchange fees that
may be assessed in connection with certain debit card
transactions. Specifically, the Federal Reserve is instructed
in an amendment sponsored by Sen. Richard Durbin (D-III.)
to issue regulations requiring debit card interchange fees to
be “reasonable and proportional to the cost incurred by the
issuer with respect to the transaction.” Smaller card issuers
(with less than $10 billion in assets) are exempted from
these regulations, and during the House-Senate conference,
reloadable prepaid cards and government-administered
benefit cards were also exempted.

The Act also set limits on certain restrictions that payment
card networks may impose. A payment card network (or
issuer) may not require that a debit transaction be processed
exclusively through a single network or inhibit a merchant
from using other payment card networks to process debit
transactions. A payment card network also may not inhibit
the ability of merchants to offer discounts to customers who
make payments by a certain means or to set a minimum
purchase amount for payment by credit card (not to exceed
$10), or inhibit the ability of federal agencies or colleges and
universities to set a maximum dollar amount for payment by
credit card, all of the above to the extent that the discount,
minimum, or maximum does not differentiate between
issuers or payment card networks.

Title XI. Federal Reserve System Provisions
(Emergency Lending Authority and Debt
Guarantee Programs)

Title Xl of the Act requires the Federal Reserve to establish
by regulation policies and procedures governing emergency
lending programs. The programs must be of “broad based”
applicability and designed to provide liquidity and not to aid
a failing financial company. The programs must also be
designed to ensure that the security for emergency loans

is sufficient to protect taxpayers from losses and that the
programs are terminated in a timely and orderly fashion.
The Federal Reserve may not establish any emergency
lending programs without the prior approval of the Treasury
Secretary.

The Act also allows the FDIC to guarantee the debt of solvent
insured depository institutions and their holding companies
under certain circumstances. However, the FDIC may set up
a facility to guarantee debt only if the FDIC and the Federal
Reserve determine that there is a “liquidity event,” that
failure to take action would have serious adverse effects on
the financial stability or economic conditions in the United
States, and that guarantees are needed to avoid or mitigate
the adverse effects. Furthermore, the FDIC may guarantee
debt only up to a maximum amount established by the
Treasury Secretary (in consultation with the President) and
subsequently approved by a joint resolution in Congress. The
FDIC’s debt guarantee programs must be funded by fees
and assessments on participants in the program, and to the
extent the funds collected do not cover the program’s losses,
the FDIC would be required to impose a special assessment
solely on participants in the program.

Title XII. Improving Access to Mainstream
Financial Institutions

Title XIl of the Act contains provisions intended to help
unbanked and underbanked individuals gain access to
mainstream financial services by authorizing government-
subsidized programs that would be aimed at providing low-
and moderate-income individuals with financial products or
services, such as small loans, including loans that would
be more consumer-friendly alternatives to payday loans.
Such programs could also provide financial education and
counseling.

Title XIV. Mortgage Reform and Anti-
Predatory Lending Act

Title XIV creates new standards and prohibitions for
residential mortgage lending to be supervised by the CFPB.
These standards are designed to prevent the practices
that were prevalent during the subprime mortgage crisis.
Mortgages will be subject to a federal standard that would
require the loans to reasonably reflect a borrower’s ability
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to repay. A consumer may assert a lender’s violation of this
“ability to repay” standard as a defense to a foreclosure. A
mortgage that fits certain qualifications will be presumed to
meet this standard. These qualifications include:

m  Mortgage payments do not result in an increase of the
principal balance;

m  No balloon payment;

m  Borrower income and financial resources are verified;

m  Underwriting is based upon the full amortization of the
loan;

m  Ratio of the borrower’s total monthly debt to monthly
income are within guidelines to be established by the
federal reserve;

m  Total points and fees do not exceed 3 percent of the
loan amount; and

m  The term of the loan does not exceed 30 years.

A mortgage that fits within these qualifications may not
charge a prepayment penalty after the third year of the
mortgage payment period. For variable rate mortgages,
additional disclosures would be required six months prior
to an interest rate reset. The disclosures must explain the
calculation of the interest rate change, provide information
on counseling agencies, and provide a list of alternatives for
consumers prior to the interest rate reset, such as refinancing,
renegotiating loan terms, or forbearing payment.

Title XIV also addresses mortgage broker practices.
Specifically, the Act prohibits mortgage brokers from
receiving compensation that varies based on the terms of the
loan, including yield spread premiums. The Federal Reserve
is required to draft regulations prohibiting mortgage brokers
from steering consumers to predatory loans or loans that
a borrower lacks a reasonable ability to repay. Mortgage
brokers that are required to register under the Secure
and Fair Enforcement for Mortgage Licensing Act of 2008
(S.A.F.E. Act) will be required to include their Nationwide
Mortgage Licensing System and Registry number on all loan
documents. Title XIV also requires the Federal Reserve to
draft regulations requiring depository institutions to monitor
the compliance of subsidiaries, as well as employees with
the registration procedures under the S.A.F.E. Act.
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Dodd-Frank Act Addresses Systemic Risk

One of the most-cited impetuses behind the Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd-Frank Act or Act) efforts has been the need to
curtail the systemic risk potentially posed by large, interconnected firms—both
those traditionally subject to financial regulation, such as bank holding companies,
as well as certain nonbank financial companies. These types of firms, due to
their influence and impact on the nation’s financial stability, may be considered
“too big to fail.” In response to these concerns, Title | of the Act, entitled the
“Financial Stability Act of 2010,” creates a framework to identify, monitor, and
address potential risks to financial stability and to regulate complex companies
engaged in activities and practices determined to pose systemic threats to the
US economy. Nonbank financial companies deemed systemically significant
may be brought under the regulatory oversight of the Federal Reserve Board
(Federal Reserve), and, along with large bank holding companies already subject
to Federal Reserve supervision under the Bank Holding Company Act of 1956,
as amended (Bank Holding Company Act), be required to meet heightened
prudential standards, refrain from engaging in certain financial activities, restrict
their ability to merge with or acquire other entities, or even sell or transfer specific
assets, all in order to prevent or remove “grave threat[s] to the financial stability
of the United States.”

The Financial Stability Oversight Council

At the core of Dodd-Frank’s systemic risk monitoring and mitigation framework lies the
Financial Stability Oversight Council (FSOC), chaired by the Secretary of the Treasury
(Treasury Secretary) and consisting of 15 members: 10 voting and 5 nonvoting. The
voting members, in addition to the Treasury Secretary and an independent member with
insurance expertise appointed by the President, are the heads of:

m  The Federal Reserve;
m  The Office of the Comptroller of the Currency;

m  The Securities and Exchange Commission;
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m  The Federal Deposit Insurance Corporation (FDIC);

m  The Commodity Futures Trading Commission;

m  The Federal Housing Finance Agency;

m  The National Credit Union Administration Board; and

m  The newly created Consumer Financial Protection

Bureau.

In addition to the 10 voting members, the nonvoting members
are the Director of the Federal Insurance Office established
under Title V of the Act, a state insurance commissioner, a
state banking supervisor, a state securities commissioner,
and the Director of the Department of the Treasury’s newly
established Office of Financial Research.

The FSOC is charged with identifying systemic risks and gaps
in regulation, making recommendations to regulators to address
threats to financial stability, and promoting market discipline by
eliminating the expectation that the US federal government will
come to the assistance of firms in financial distress. The FSOC
will be supported by the newly established Office of Financial
Research, whose accountants, economists, lawyers, former
supervisors, and specialists will gather and analyze data critical
to the FSOC’s mission. While the FSOC holds no independent
enforcement powers, given the breadth of the scope of its
authority, its impact on all who engage in or with the financial
services sector could be significant.

Defining Systemic Risk

Under the standards set forth in section 113 of the Act,
a US or foreign “nonbank financial company” poses a
potential systemic risk if “material financial distress at the
[company], or the nature, scope, size, scale, concentration,
interconnectedness, or mix of the activities of the [company],
could pose a threat to the financial stability of the United
States.” A US nonbank financial company is a company
formed in the United States (except for a bank holding
company and certain other exempt entities such as a national
securities exchange) that is “predominantly engaged in
financial activities.” A foreign nonbank financial company is
a company formed outside the United States (except for a
foreign bank that is treated as a bank holding company) that

is predominantly engaged in financial activities in the United
States, including through a US branch.

A company is “predominantly engaged in financial activities”
if 85 percent or more of the consolidated gross revenues or
assets of all the company’s constituent entities are “financial
in nature” as defined in Section 4(k) of the Bank Holding
Company Act. Financial activities include banking, securities,
insurance, and passive merchant banking activities.

The task of designating a particular nonbank financial
company as systemically significant falls to the FSOC,
which must make this determination by a two-thirds vote,
including the affirmative vote of the Treasury Secretary. In
making this determination of systemic risk, the FSOC is
directed to consider:

m  The extent of the company’s leverage;

m  The extent and nature of the company’s off-balance-

sheet exposures;

The extent and nature of the company’s relationships
and transactions with other significant nonbank financial
companies and significant bank holding companies;

The importance of the company as a source of credit
to households, businesses, and state and local
governments, and as a source of liquidity for the US
financial system;

The company’s importance as a source of credit for low-
income, minority, or underserved communities and the
effect that failure of such a company would have on the
availability of credit in such communities;

The proportion of assets that are managed rather than
owned by the company as well as the composition and
diversity of those managed assets;

The nature, scope, size, scale, concentration,
interconnectedness, and mix of the company’s
activities;

The existing regulation of the company by one or more
of the primary financial regulatory agencies;

The amount and nature of the company’s financial assets
and liabilities, including the degree of its reliance on
short-term funds; and
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m  Any other risk-related factors the FSOC deems
appropriate!

The determination that a nonbank financial company is of
systemic risk, and thus should be supervised by the Federal
Reserve, must be made by the FSOC on a company-by-
company basis. It is expected that the FSOC will issue
regulatory guidance on how these factors will be weighted
in a systemic risk determination.

In order to prevent evasion of the requirements of Title |, if the
FSOC, on its own initiative or at the request of the Federal
Reserve, determines, with a two-thirds vote, including the
affirmative vote of the Treasury Secretary, that material
financial distress related to, or the nature, scope, size, scale,
concentration, interconnectedness, or mix of (i) the financial
activities conducted directly or indirectly by any US company
(even one that does not meet the definition of a “financial
company” noted above); or (ii) the financial activities conducted
in the United States by a non-US company, would pose a
threat to the financial stability of the United States, based on
consideration of the same factors discussed above, and that
the company is organized or operates in such a manner so as
to “evade” the application of Title |, then the financial activities of
that company also will be supervised by the Federal Reserve in
the same manner as the nonbank financial companies deemed
by the FSOC to be of systemic risk.

If the FSOC makes such an “anti-evasion” determination, the
company in question may elect to establish an intermediate
holding company through which to conduct the financial
activities that would otherwise subject the entire company
to Federal Reserve supervision.

In addition, the Federal Reserve may require a company
determined to be of systemic risk to establish such an
intermediate holding company to segregate its financial
activities. Moreover, the Federal Reserve must require that
such a company establish an intermediate holding company if

1 With respect to a foreign nonbank financial company, the FSOC will
consider the same factors as for a US nonbank financial company,
and also the extent to which the company is subject to prudential
standards in its home country. In addition, the Council also will evaluate
the specific impact of the company's activities on the US economy,
including the amount and nature of the company’s US financial assets
and liabilities, and any other factors the FSOC deems appropriate.

the Federal Reserve determines that such action is necessary
to monitor appropriately the company’s financial activities and
to ensure that Federal Reserve supervision does not extend
to the company’s nonfinancial commercial activities. This
intermediate holding company would be supervised by the
Federal Reserve and be subject to the prudential standards
applicable to nonbank financial companies under Federal
Reserve oversight. The Federal Reserve also may promulgate
regulations establishing restrictions or limitations on transactions
between the intermediate holding company and its affiliates in
order to prevent unsafe and unsound practices.

The FSOC must provide a company that is under review for a
systemic risk determination (whether for a nonbank financial
company or another company under the anti-evasion provision)
with written notice of the proposed determination. The notice
must describe the basis for the designation and the effect
of such designation, including the possibility of heightened
prudential requirements. Within 30 days of receipt of such
notice, the nonbank financial company may request a written
or oral hearing before the FSOC to protest the designation.
This hearing must be scheduled within 30 days of receipt of
the request, and, within 60 days of the hearing, the FSOC
must issue its final determination with an explanation of its
decision. If the nonbank financial company does not contest
the designation, the FSOC must issue a final decision within
40 days of receipt of the initial notice.

These administrative notice-and-hearing procedures may be
modified or waived if the FSOC, by a two-thirds vote, including
the affirmative vote of the Treasury Secretary, concludes that
such modification or waiver is “necessary or appropriate to
prevent or mitigate threats posed by the nonbank financial
company to the financial stability of the United States.” Under
these conditions, the FSOC must alert the nonbank financial
company within 24 hours of the emergency exception, after
which the company will have 10 days to request a hearing; the
hearing will then be scheduled within 15 days of receipt of the
request, with final determination to be issued by the FSOC
within 30 days of the hearing.

All determinations that a nonbank financial company is of
systemic risk must be reevaluated at least annually, and the
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FSOC may, by a two-thirds vote, including the affirmative
vote of the Treasury Secretary, decide to rescind any such
determinations. In addition, a nonbank financial company
may appeal any final determination in the district court of its
home office, orin the District Court of the District of Columbia,
requesting an order requiring that the final determination be
rescinded. The district court will review the FSOC’s decision
under the “arbitrary and capricious” standard.

In addition, the Act requires the Federal Reserve, in
consultation with the FSOC, to issue regulations establishing
“safe harbor” criteria for exempting certain types or classes
of US or foreign nonbank financial companies from Federal
Reserve supervision. These safe harbor rules are to be
reexamined at least every five years.

In addition to the extensive latitude granted to the FSOC in
making firm-by-firm systemic risk decisions, the Act authorizes
the FSOC to recommend that the primary financial regulatory
agencies (defined as the federal banking, securities,
commodities, and housing regulators and state insurance
commissioners) impose new or more stringent standards
or restrictions on certain classes and types of financial
activities engaged in by bank holding companies (with no
limitation on size) and nonbank financial companies under
their respective jurisdictions. Thus, if the FSOC determines
that “the conduct, scope, nature, size, scale, concentration, or
interconnectedness of such activity or practice could create
or increase the risk of significant liquidity, credit, or other
problems spreading among bank holding companies and
nonbank financial companies, financial markets of the United
States, or low-income, minority, or underserved communities,”
the FSOC may recommend that the primary financial
regulatory agency issue rules or standards to restrain and
control such practices. Any company subject to the jurisdiction
of a primary financial regulatory agency potentially could
become subject to the FSOC’s recommendations regarding
this particular type of financial activity (even if the company
itself is not determined to be of systemic risk).

As noted above, the Act appears to presume that “large bank
holding companies”—defined as bank holding companies
with more than $50 billion in total consolidated assets as of

January 1, 2010—pose potential systemic risks to the country’s
financial stability and thus should be regulated by the Federal
Reserve under a framework similar to that used for nonbank
financial companies determined to be of systemic risk, rather
than under the usual supervisory and regulatory system for a
bank holding company under the Bank Holding Company Act.
According to data compiled from bank holding company reports
to the Federal Reserve, there were approximately 36 bank
holding companies that held assets in excess of $50 billion
as of January 1, 2010, and therefore would be subject to such
treatment, including the possibility of heightened regulatory
requirements and activity restrictions.

The Act also includes the so-called “Hotel California”
provision: if a large bank holding company (i.e., a bank holding
company having total consolidated assets equal to or greater
than $50 billion as of January 1, 2010) that received Troubled
Asset Relief Program (TARP) assistance through the Capital
Purchase Plan ceases to be a bank holding company by
shedding its banking subsidiaries and reverting to nonbank
status, it (and any successor entity) still will be subject to
Federal Reserve regulation as a nonbank financial company
determined to be of systemic risk.

Impact of Systemic Risk Designation
Heightened Prudential Standards. Once an institution has
been deemed to present a potential systemic risk to the US’s
financial stability, the Federal Reserve may, with or without
the recommendation of the FSOC, subject it to heightened
prudential standards. These heightened prudential standards
include more stringent risk-based and contingent capital
requirements, leverage limits, liquidity requirements,
resolution plan and credit exposure report requirements,
concentration limits, disclosure rules, short-term debt limits,
and overall risk management requirements. These enhanced
standards may differ among institutions on an individual basis
or by category of company or activity depending upon the
level of risk the Federal Reserve determines an institution
poses to US financial stability.

Informulating the new stringent liquidity and capital requirements
for large bank holding companies and systemically significant
nonbank financial companies, members of the FSOC and
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the Federal Reserve are likely to track the global capital
and liquidity standards being negotiated and established
for banks through the so-called “Basel Ill” process and use
those standards as the base from which to develop these
new standards. While these Basel Il proposals will not be
finalized by the Basel Committee on Banking Supervision
of the Bank for International Settlements until the end of the
year, the negotiations are expected to result in an international
harmonization of banking rules around more stringent capital
requirements and definitions and liquidity levels.

Restrictions on Activities. Moreover, if the Federal
Reserve determines that a large bank holding company or
nonbank financial firm determined to be of systemic risk
presents a “grave” threat to US financial stability, the FSOC,
by a two-thirds vote, may approve the Federal Reserve’s
decision to:

m  Restrict the company’s ability to merge with, acquire,
consolidate with, or otherwise become affiliated with

another company;

m Limit the company’s ability to offer certain financial
products;

m  Require that the company cease engaging in certain
activities; or

m  Impose restrictions on the manner in which the company

engages in certain activities.

In addition, if the aforementioned actions are considered
inadequate to address the threat presented, the Federal
Reserve may, with the FSOC’s approval, require the company
to sell or otherwise transfer assets or off-balance-sheet items
to unaffiliated entities.

Early Remediation. In order to minimize the possibility that
financial distress at a systemically significant company will
lead to insolvency and eventually undermine the country’s
financial stability, large bank holding companies and nonbank
financial companies determined to be of systemic risk may be
subject to regulations, promulgated by the Federal Reserve
in consultation with the FSOC and the FDIC, that provide
for early remediation in the event that such financial distress
occurs. Similar to prompt corrective action regulations in place
for banking organizations, these remediation regulations

must define specific prudential measures for the company
to take, such as increasing capital and liquidity, that grow
increasingly stringent as the company’s financial condition
declines. However, the US government is prohibited from
providing financial assistance to the company.

Stress Tests. Title | also requires the Federal Reserve, in
coordination with the appropriate primary financial regulatory
agency, to conduct annual stress tests on each nonbank
financial company determined to be of systemic risk and each
large bank holding company to determine if the company
has the capital, on a total consolidated basis, necessary to
absorb losses as a result of adverse economic conditions.
Each of these companies also must conduct a stress test of
its own semi-annually.

All other financial companies with consolidated assets of
at least $10 billion that are regulated by a primary federal
financial regulatory agency must conduct annual stress
tests. The methodology for these self-stress tests will be
determined by regulations issued by each primary federal
financial regulatory agency, in coordination with the Federal
Reserve and the Federal Insurance Office.

Living Wills. Nonbank financial companies determined to
be of systemic risk and large bank holding companies must
develop and submit to regulators a resolution plan that has
been referred to as a “living will.” The purpose of the resolution
plan is to provide for the rapid and orderly resolution of the
company in the event of material financial distress or failure
and must include:

m  Information regarding the manner and extent to which any
insured depository institution affiliated with the company
is adequately protected from risks arising from the

activities of any nonbank subsidiaries of the company;

Full descriptions of the ownership structure, assets,
liabilities, and contractual obligations of the company;

Identification of any cross-guarantees tied to different
securities, identification of major counterparties, and
a process for determining to whom the collateral of the
company is pledged; and

Any other information that the Federal Reserve and the
FDIC may jointly require by rule or order.
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The Federal Reserve is to require each nonbank financial
company determined to be of systemic risk and each large bank
holding company periodically to submit a copy of its resolution
plan to the Federal Reserve, the FSOC, and the FDIC. The
FSOC may make recommendations to the Federal Reserve
concerning implementation of this requirement.

The Federal Reserve and the FDIC are required to review each
plan, and if, after review, the two agencies jointly determine that
a particular plan is either not credible or would not facilitate an
orderly resolution of the company under the US Bankruptcy
Code, the agencies must notify the company of the deficiencies
of the plan and require the company to resubmit a revised
plan by a specified date that will demonstrate to the agencies
that its plan indeed is credible and would result in an orderly
resolution under the US Bankruptcy Code, including details of
any proposed changes in business operations and corporate
structure to facilitate implementation of the plan.

If the company fails to meet that deadline or again submits an
insufficient plan, the Federal Reserve and the FDIC may jointly
impose more stringent capital, leverage, or liquidity requirements,
or restrictions on the growth, activities, or operations of the
company, or any subsidiary thereof, until the company submits
a plan that meets the approval of the agencies. If after two years
of these more stringent requirements, the company still has not
provided a resolution plan satisfactory to the Federal Reserve
and the FDIC, the two agencies jointly, and in consultation
with the FSOC, may impose their own resolution plan on the
company by jointly requiring the company to divest assets or
operations identified by the two agencies in order to facilitate
an orderly resolution of the company.

In the event of a dissolution of the company, the resolution
plan is not binding on a bankruptcy court, the FDIC, or any
entity that is authorized or required to liquidate or otherwise
resolve the company, or any subsidiary or affiliate of the
company. There also is no private right of action based on
any resolution plan submitted by a company

The Federal Reserve and the FDIC have up to 18 months
after the date of the Act’s enactment to promulgate rules
implementing these requirements regarding the preparation
and submission of resolution plans.

In addition, based upon the results of the stress tests
mentioned above, the Federal Reserve could require a
nonbank financial company determined to be of systemic risk
or a large bank holding company to update its resolution plan
if the Federal Reserve deems it appropriate.

Implementation

Will the systemic risk determination process and the ability of
the Federal Reserve and other federal regulators to intervene
proactively in these nonbank companies in order to address
material risks to the US financial system avert another
economic crisis such as the one that started two years ago?
Perhaps not completely, but the regulators now will have at
their disposal more tools than the federal government has had
in the past to handle a situation with a financial company that
is in financial distress. As we have seen in the past two years,
at times the federal government has appeared to have only
two choices: either infuse massive amounts of taxpayer money
into systemically significant companies (such as AlG), or stand
by and let such a company file for bankruptcy protection (such
as Lehman Brothers). If all the new tools provided under Title |
still prove ineffective to deal with a systemically significant yet
troubled financial company, Title Il of the Act? provides for the
US government to close and liquidate the troubled company.

One comment made about the new systemic risk provisions
in Title | is that many of the new authorities are not really
new. With respect to nonbanking financial companies that are
not otherwise subject to ongoing government oversight and
supervision, the power of the Federal Reserve to supervise
such an entity certainly is new. For regulated nonbank
financial companies such as insurance companies and
securities firms, some of the requirements could be within
the current supervisory authority of insurance and securities
regulators but likely not to the extent that the Act will provide
to the Federal Reserve.

However, for bank holding companies and their insured
depository institutions, many of these requirements are not

2 Title Il of the Act is discussed in detail in an advisory, “Dodd-Frank
Act Creates New Resolution Process for Systemically Significant
Institutions,” available at: http://www.arnoldporter.com/public_
document.cfm?id=16155&key=12F3.
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new. In particular, the imposition of more stringent prudential
standards such as capital and liquidity, could have been
imposed by the Federal Reserve and other banking regulators
under their current powers, on a case-by-case basis, through
enforcement orders issued to ensure the safety and the
soundness of the particular bank holding company and its
insured depository institution companies. Other requirements,
such as the resolution plan requirements and the “Hotel
California” provision, are new.

There has been criticism of the banking regulators that their
failure to adequately supervise the institutions under their
jurisdiction, and to make full use of their supervisory and
enforcement powers, led in part to the recent crisis. These
critics may be right in part. If nothing else, the Act forces
the Federal Reserve to be a more effective systemic risk
regulator, gives the Office of the Comptroller of the Currency
and the FDIC authority over additional banking institutions,
and abolishes the Office of Thrift Supervision, which had
been perceived by some as the least effective federal banking
regulator preceding the recent crisis.

Another issue left open in the Act is whether the definition
of “predominantly engaged in financial activities” leaves
outside the ambit of the Act companies that should be
subject to review by the Council to determine their systemic
significance. Large conglomerates with subsidiaries that
engage in significant financial activities may, dollar-wise, have
very significant revenues or assets from financial activities,
yet still fall below the 85 percent threshold. Those companies
still could pose a systemic risk, but it will not be the FSOC
that will have the authority to determine it.

As much of the systemic risk determination process is
required to be fleshed out in regulations, the regulatory
rulemaking process is the next step for the industry to tackle.
While the legislative battle is over, the regulatory battle is
just beginning.

Arnold & Porter, LLP has long represented large bank holding
companies, foreign banks and financial services companies
in resolving their regulatory and supervisory issues. We have
been assisting such companies during the legislative process in
understanding the implications of the Act and in various changes that
were made or attempted to be made to the legislation during the last
several months. We are available to respond to questions raised by
the Act, or to help guide your business in responding to it. For further
information, please contact your Arnold & Porter attorney or:

A. Patrick Doyle
+1212.715.1770

+1 202.942.5949
A.Patrick.Doyle@aporter.com

Kevin F. Barnard
+1 212.715.1020
Kevin.Barnard@aporter.com

Richard M. Alexander
+1 202.942.5728
Richard.Alexander@aporter.com

John D. Hawke, Jr.
+1 202. 942.5908
John.Hawke@aporter.com

Alan W. Avery
+1 212.715.1056
Alan.Avery@aporter.com

Brian C. McCormally
+1 202.942.5141
Brian.McCormally@aporter.com

Beth S. DeSimone
+1202.942.5445
Beth.DeSimone@aporter.com

Kathleen A. Scott
+1 212.715.1799
Kathleen.Scott@aporter.com

Lindsey Carson*
+1 202.942-6796
Lindsey.Carson@aporter.com

* Admitted only in Pennsylvania; practicing law in the District of Columbia
pending approval of application for admission to the DC Bar and
under the supervision of lawyers of the firm who are members in good
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© 2010 Arnold & Porter LLP. This advisory is intended to be a
general summary of the law and does not constitute legal advice.
You should consult with counsel to determine applicable legal
requirements in a specific fact situation.
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Dodd-Frank Act Creates New Resolution Process Contacts
for Systemically Significant Institutions

In the wake of the collapse of Lehman Brothers and the near-collapse of AlG,
Bear Stearns, and Merrill Lynch, Title 1l of the Dodd-Frank Wall Street Reform and
Consumer Protection Act (Act) creates a new resolution mechanism for institutions

whose failure would jeopardize the stability of the US financial system. This new Richard M. Alexander
+1 202.942.5728

“orderly liquidation authority” (OLA), which replaces the bankruptcy process for
affected entities, is vested in the Federal Deposit Insurance Corporation (FDIC) and
is in many regards similar to the FDIC’s existing resolution authority over insured
depository institutions. While this new authority is expected to be used only under
extraordinary circumstances, its provisions create new considerations and risks

for counterparties to systemically significant entities and new liabilities for directors

and officers of failed systemically important enterprises. Alan Avery
+1 212.715.1056
Eligible Entities. The resolution process created by Title 1l will apply to US “financial

companies” only. In this context, a “financial company” is (i) a bank holding company; (ii) a
nonbank financial company supervised by the Board of Governors of the Federal Reserve
System (Federal Reserve) that has been determined under procedures established in Title |
of the Act as being of systemic risk; (iii) any other company that is “predominantly engaged”
in activities that the Federal Reserve has determined are financial in nature or incidental
thereto for purposes of the Bank Holding Company Act (BHCA); and (iv) any subsidiary
of the foregoing that is predominantly engaged in activities that the Federal Reserve has Michael L. Bernstein
determined are financial in nature or incidental thereto for purposes of the BHCA, other than +1202.942.5577
an insured depository institution or an insurance company. The FDIC, in consultation with
the Secretary of the Treasury (Treasury Secretary), must promulgate regulations on how
a company will be identified as “predominantly engaged” in financial activities or activities
incidental thereto, but in no case can the FDIC define as “predominantly engaged,” any
company that has consolidated revenues from such activities of less than 85 percent of
total consolidated revenues. Governmental entities, Farm Credit System institutions, and
entities supervised by the Federal Housing Finance Agency (such as Fannie Mae and %’-
Freddie Mac) are specifically excluded from Title II's provisions. A company that becomes

Financial Regulatory Reform: For Arnold & Porter’s latest resources on this topic including Advisories, upcoming
events, and publications, please visit Financial Regulatory Reform. Also visit our Financial Regulatory Chart, which
aggregates information on US government programs.

arnoldporter.com

Financial Regulatory Chart
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subject to an OLA proceeding is referred to as a “Covered
Financial Company.”

Appointment of FDIC as Receiver. The recommendations
necessary to appoint the FDIC as receiver under Title Il
vary depending on the type of entity involved, although in
every instance the actual determination to appoint a receiver
is made by the Treasury Secretary, in consultation with
the President. For financial companies, the FDIC and the
Federal Reserve are responsible for deciding whether to
recommend to the Treasury Secretary that the appointment
of the FDIC as receiver is appropriate. For broker-dealers,
the Securities and Exchange Commission (SEC) and the
Federal Reserve, in consultation with the FDIC, have that
responsibility. For insurance companies, the Director of
the new Federal Insurance Office (created by the Act) and
the Federal Reserve, in consultation with the FDIC, are
the relevant parties. A two-thirds vote is required of each
applicable entity for a recommendation to be approved
and sent to the Treasury Secretary. This approval process
should result in the use of the OLA in only the most exigent
of circumstances, although there can be no guarantee of
such restraint.

Standards to be Applied. A recommendation to the
Treasury Secretary that the FDIC be appointed receiver
under the OLA must be in writing and must contain eight
elements:

m  An evaluation of whether the financial company is “in
default or in danger of default,” as that term is defined
in the Act;

m  Adescription of the effect that the default of the financial
company would have on US financial stability;

m A description of the effect that the default of the
financial company would have on economic conditions
or financial stability for low income, minority, or
underserved communities;

®  Arecommendation regarding the nature and the extent
of actions to be taken under the OLA regarding the
financial company;
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®  Anevaluation of the likelihood of a private sector alternative
to prevent the default of the financial company;

®  Anevaluation of why a case under the bankruptcy code
is not appropriate for the financial company;

®  Anevaluation of the effects on creditors, counterparties,
and shareholders of the financial company and other
market participants; and

®  An evaluation of whether the company satisfies the
definition of “financial company.”

The Treasury Secretary in turn, in consultation with the
President, must determine that:

m  The financial company is in default or in danger of
default;

m  The failure of the financial company and its resolution
under otherwise applicable federal or state law would
have serious adverse effects on financial stability of
the United States;

m  No viable private sector alternative is available to
prevent the default of the financial company;

m  Any effect on the claims or interests of creditors,
counterparties, and shareholders of the financial
company and other market participants as a result of
actions to be taken under the OLA is appropriate, given
the impact that any action taken under the OLA would
have on the financial stability of the United States;

= Any action under the OLA would avoid or mitigate such
adverse effects;

m A federal regulatory agency has ordered the financial
company to convert all of its convertible debt instruments
that are subject to that regulatory order; and

m  The company satisfies the definition of “financial
company.”
If these findings are made by the Treasury Secretary,
the appointment of the FDIC as receiver may proceed.
Immediate reports to Congress regarding the determination
to invoke Title Il's powers are required, as is a review by
the Comptroller General of the United States. Ongoing
supervision of the process by various Inspectors General
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is also provided for in the legislation.

Judicial Review of Appointment of a Receiver. Decisions
to appoint the FDIC as receiver under the OLA are appealable
to the US District Court for the District of Columbia under an
expedited review process. Subsequent review by the Court
of Appeals and, at its discretion, the US Supreme Court is
also available. If the Covered Financial Company, acting
through its board of directors, consents to the appointment
of the FDIC as receiver, then no judicial review is available.
Courts are otherwise enjoined from restraining or affecting
the FDIC’s exercise of its authority under Title 1, except as
specifically provided for in the legislation.

Safe Harbor for Consent to Appointment of a Receiver.
If the Covered Financial Company, acting through its board
of directors, consents to the appointment of the FDIC as
receiver, the directors are shielded from liability for such
action. However, as noted below, directors may face personal
liability for their actions as directors of a Covered Financial
Company taken prior to the appointment of the receiver.

Treatment of Broker-Dealers and Insurance Companies.
Ifthe FDIC is appointed receiver of a broker-dealer pursuant
to Title Il, the FDIC must appoint the Securities Investor
Protection Corporation (SIPC) as trustee for the liquidation.
The liquidation will then proceed according to regulations
that the Act requires the FDIC and SEC, in consultation
with the SIPC, to promulgate. An insurance company that
is a Covered Financial Company must be liquidated or
rehabilitated under applicable state insurance law. If the
appropriate state insurance regulator fails to commence
such a liquidation or rehabilitation within a specified period,
the FDIC is authorized to act in its place.

Objectives of the FDIC as Receiver. As receiver, the FDIC
must exercise its powers under the OLA so as to mitigate
risk to US financial stability and to minimize moral hazard.
In so doing, the FDIC must ensure that

m  Creditors and shareholders will bear the losses of the
financial company;

m  Management responsible for the condition of the
financial company will not be retained; and
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m  The FDIC and other appropriate agencies will take
all steps necessary and appropriate to assure that all
parties, including management, directors, and third
parties, having responsibility for the condition of the
financial company bear losses consistent with their
responsibility, including actions for damages, restitution,
and recoupment of compensation and other gains not
compatible with such responsibility.

Consistent with these guidelines, Title Il requires that
resolutions conducted pursuant to the OLA result in no cost
to the taxpayer.

In its role as receiver, the FDIC is to consult with other
agencies, including relevant financial regulatory agencies,
the SEC, and the SIPC, as appropriate.

Time Limit. The FDIC’s appointment as receiver must end
within three years after the date of the appointment, although
that period may be extended for up to two additional years.
The FDIC must promulgate rules on the termination of
receiverships under Title Il.

Funding. The cost of resolving an entity under the OLA is
paid from the “Orderly Liquidation Fund” (Fund) established
by Title Il. The Fund remains unfunded until after the
commencement of an OLA proceeding, at which point the
FDIC is authorized to borrow from the US Treasury to obtain
funding for the liquidation process. However, the FDIC may
not access the Fund until it has submitted an acceptable
“Orderly Liquidation Plan” to the Treasury Secretary, and
even then the amount that may be accessed is limited until
a repayment plan has been established between the FDIC
and the Treasury Secretary. If the assets of the liquidated
entity prove insufficient to repay the amounts owed to the
Fund following the liquidation process, the FDIC must charge
risk-based assessments to make up for the shortfall. Creditors
who received more in the OLA process than they would have
received under an ordinary liquidation are assessed first,
followed by an assessment against bank holding companies
with total consolidated assets of $50 billion or more and any
nonbank financial companies supervised by the Federal
Reserve.
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If there is still a deficiency, then the FDIC could assess other
nonbank financial companies with total consolidated assets
of $50 billion or greater, even if not supervised by the Federal
Reserve. The FDIC must promulgate regulations on how
these risk-based assessments will be levied.

Mandatory Actions. Title Il specifies certain actions
that must be taken by the FDIC in the context of a Title Il
receivership. In particular, in exercising its authority under
Title 1, the FDIC must:

m  Determine that any action is necessary for purposes of
the financial stability of the United States, and not for the
purpose of preserving the covered financial company;

m  Ensure that the shareholders of a covered financial
company do not receive payment until after all other
claims and the Fund are fully paid;

m  Ensure that unsecured creditors bear losses in accordance
with the priority of claim provisions in Title II;

m  Ensure that management responsible for the failed
condition of the company is removed;

m  Ensure that the members of the board of directors
responsible for the failed condition of the company are
removed; and

= Not take an equity interest in or become a shareholder
of any company or its subsidiary.

These requirements are designed in large part to ensure that
Covered Financial Companies and the individuals perceived
to be responsible for such companies’ insolvency shoulder
as much of the cost of resolution as possible.

Upon appointment of the FDIC as receiver under Title I,
any pending actions under the Bankruptcy Code or the
Securities Investor Protection Act (SIPA) with respect to the
Covered Financial Company are subject to dismissal. To the
extent any assets of the company vested in another party
as a result of the commencement of the bankruptcy or SIPA
proceeding, such assets re-vest in the company. As such, an
effort to place an institution preemptively into a bankruptcy or
SIPA proceeding so as to trigger any contractual remedies
prior to the commencement of an action under Title 1l would
likely be ineffective.
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Powers of the FDIC as Receiver. As receiver, the FDIC
succeeds to all rights, titles, powers, and privileges of the
company for which it has been appointed receiver. The FDIC
may operate the company as it sees fit, subject to the goals
of the OLA, including the sale or transfer of the company’s
assets. In disposing of the Covered Financial Company’s
assets, the FDIC must:

m  Maximize the net present value return from the sale or
disposition of assets;

®  Minimize the amount of any loss realized in the
resolution of cases;

= Mitigate the potential for serious adverse effects to the
financial system;

m  Ensure timely and adequate competition and fair and
consistent treatment of offerors; and

m  Prohibit discrimination on the basis of race, sex, or ethnic
group in the solicitation and consideration of offers.

Resolution of Subsidiaries: Under certain circumstances,
and with the consent of the Treasury Secretary, the FDIC
may appoint itself receiver of a subsidiary of a company
for which it has been appointed receiver pursuant to Title
I, in which case the provisions of Title Il will also apply to
resolution of the subsidiary. Insured depository institutions,
insurance companies, and broker-dealers (if the broker-
dealer has been deemed a Covered Financial Company) are
not “subsidiaries” for the purpose of OLA, as such entities
are already subject to specialized resolution procedures
provided for in Title Il and elsewhere.

Bridge Financial Companies: The FDIC is authorized to
establish bridge institutions as necessary to facilitate the
orderly liquidation of a Covered Financial Company. Such
institutions must be sold, merged, or liquidated within five
years of their creation.

Repudiation of Contracts: The FDIC'’s broad powers
to conduct the affairs of the institution include the power
to repudiate any contract that it deems burdensome, if
repudiating such a contract would promote the orderly
administration of the affairs of the company. The FDIC also
has the power to avoid fraudulent and preferential transfers,
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similar to the authority of a debtor-in-possession or trustee
in bankruptcy. In fact, with respect to the definitions of
fraudulent and preferential transfers, the statute largely
mirrors the provisions contained in the Bankruptcy Code. As
with bankruptcy proceedings, transfers involving Qualified
Financial Contracts (QFCs)—generally meaning securities
contracts, commodity contracts, forward contracts,
repurchase agreements, swap agreements, or similar
agreements as determined by statute and regulation—are
not avoidable by the FDIC, except in instances where there
was actual intent to hinder, delay or defraud.! Although
the Act incorporates wholesale certain provisions of the
Bankruptcy Code with respect to defenses to various
preference actions, it notably omits section 546(e),
frequently referred to as the “settlement defense,” which is
a defense to the avoidance of certain settlement payments.
While other language in the Act arguably accomplishes the
same result as the omitted provision, it is unclear how this
difference will be interpreted in practice.

Satisfaction of Claims: Similar to the Bankruptcy Code and
the Federal Deposit Insurance Act, the Act provides certain
statutory procedures that must be observed with respect to
the determination and satisfaction of claims, including certain
notice requirements. The FDIC is given the authority to review
claims and make determinations in respect of the allowance
and disallowance of claims. In satisfying creditor claims, the
FDIC must apply the claims priorities set forth in Title Il. These
priorities require, among other things, that for unsecured
claims against a Covered Financial Company the costs of
the receivership be afforded first priority, with claims owed
to the United States afforded a second priority. The FDIC
typically must respect properly perfected security interests
and, to the extent the FDIC repudiates existing contracts
or arrangements, the affected counterparties may seek
damages from the FDIC, albeit in limited scope. Creditors
are also allowed, in most instances and subject to specified
conditions, to offset amounts owed to the Covered Financial
Company with claims that have been allowed against such
company.

1 Pursuant to rulemakings mandated by the Act, financial companies
will be required to maintain records of QFCs to assist the FDIC in
exercising its receivership authority under Title II.
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“D’0Oench, Duhme” Doctrine: Significantly, Title Il
incorporates a simplified version of the so-called “D’Oench,
Duhme” doctrine that is applied in bank receivership
situations. Under the OLA version of this doctrine, any
“agreement that tends to diminish or defeat” the FDIC’s
interest in an asset acquired by it as receiver is void unless
the agreement

m s in writing;
m  Was executed by an authorized officer or representative

of the company in receivership, or confirmed in the
ordinary course of business by the company; and

m Has been, since the time of its execution, an official
record of the company or the party claiming under the
agreement provides documentation, acceptable to the
FDIC, of such agreement and its authorized execution
or confirmation by the covered financial company.

Companies that enter into or have existing agreements with
entities that could become Covered Financial Companies
should take care to observe these requirements in order to
avoid difficulties in a receivership setting.

Litigation Authority: The FDIC's powers under the OLA
are particularly broad with respect to litigation—both
defensively and offensively. As receiver, the FDIC may
request a stay of up to 90 days of any ongoing litigation to
which the Covered Financial Company is a party, and courts
are obliged to grant that request. Any causes of action for
tort claims arising from fraud or similar intentional conduct
against a Covered Financial Company may be brought
by the FDIC as receiver for as long as five years after the
applicable statute of limitations has expired under state
law. The FDIC is also authorized to seek recovery from
individuals associated with the Covered Financial Company
to the extent such individuals contributed to the company’s
insolvency. Specifically:

m  The FDIC may commence actions against directors and
officers of a Covered Financial Company to recover
damages on behalf of the Covered Financial Company
attributable to gross negligence by such individuals.

m  Subject to the FDIC rulemaking required by the Act,
the FDIC may also recover up to two years’ worth of
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compensation (or an unlimited period in the case of
fraud) from current and previous directors and senior
executive officers of a Covered Financial Company
to the extent such directors or officers were directly
responsible for the failed condition of the company.

In particularly egregious cases, the FDIC (or the Federal
Reserve, as appropriate) may prohibit directors and senior
executive officers from participating in the affairs of a
financial company for two years or more, similar to the power
already vested in the federal banking agencies with respect
to insured depository institutions. The FDIC and the Federal
Reserve must jointly issue rules addressing the terms and
conditions of such prohibitions.

* * *

The new resolution process created by Title Il, though
similar to bankruptcy in many regards, incorporates
modified elements of the existing bank-resolution process
and introduces new considerations and risks for individuals
and entities that deal with potential Covered Financial
Companies. Counterparties to potential Covered Financial
Companies will want to review existing and future
agreements with such companies to ensure compliance
with the modified “D’Oench, Duhme” doctrine discussed
above. Directors and officers of potential Covered Financial
Companies will wish to review and understand the liability
they could face in the event of a liquidation under the OLA,
such as the forfeiture of past compensation. And industry
participants will wish to review, and possibly comment
on, the various rulemakings required under Title Il, which
will be critical to a better understanding of how these new
provisions will be applied.
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Savings and Loan Holding Companies and their Contacts
Subsidiaries Will Be Subject to New Regulatory
Regimes under the Dodd-Frank Act

Savings and loan holding companies (SLHCs) and their savings institution

subsidiaries will be subject to new regulatory regimes under the Dodd-

Frank Wall Street Reform and Consumer Protection Act (Act). This %ﬁ
change is chiefly due to the fact that the Act abolishes the Office of Thrift +1202.942.5949

Supervision (OTS) and moves examination, supervision, and regulation

responsibilities to the Board of Governors of the Federal Reserve System
(Federal Reserve) for SLHCs, and to either the Office of the Comptroller of
the Currency (OCC) for federal savings institutions or the Federal Deposit

Insurance Corporation for state savings institutions. However, because

. . Kathl Scott
of the unique nature of SLHCs, particularly those that are grandfathered 15 7151799

from the activities restrictions of the Home Owners’ Loan Act (HOLA),
there are some other significant provisions in the Act that may impact

SLHCs and their subsidiaries more disproportionately than other types
of holding companies.

Historical Role of SLHCs

SLHCs and their subsidiaries have always occupied a unique niche in the financial system.

. L S - . Beth S. DeSimone
Savings institutions have historically focused on providing mortgage loans and housing- +1 202.942 5445
related products and services. While these powers have been broadened in recent years
to include a wide variety of consumer lending and some commercial lending powers,
the Qualified Thrift Lender Test, which requires savings institutions to retain at least 65
percent of its qualified assets in mortgage and consumer related assets, has kept these
institutions mostly focused in the housing finance area.

Furthermore, until 1999, when the Gramm-Leach-Bliley Act was enacted, savings
institutions could be owned by any type of company, and those companies were not subject
to restrictions on their activities as had been the case with bank holding companies. With W
the enactment of the Gramm-Leach-Bliley Act, companies acquiring savings institutions
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were required to limit their activities to those permitted
to financial holding companies under the Bank Holding
Company Act. However, those companies which owned a
savings institution as of May 4, 1999, were “grandfathered”
and not subject to those activity restrictions unless certain
requirements were not met.

Because the OTS had experience supervising holding
companies that engaged in a variety of activities, insurance
and securities companies in particular favored owning savings
institutions over commercial banks. Thus, many “grandfathered”
SLHCs are insurance companies or securities companies.
In addition, there are other “grandfathered” savings and loan
holding companies which are engaged in activities such as
manufacturing and energy generation—activities clearly
beyond those permitted to financial companies. Unfortunately,
because the financial crisis in part was caused by a collapse
of the housing market, savings institutions were hit hard in the
past two years. Several of the largest and most visible financial
collapses in 2008 and 2009 involved savings institutions and
SLHCs—Washington Mutual, Lehman Brothers Holdings, Inc.,
and American International Group, Inc. Thus, it was generally
assumed that as part of financial reform, the OTS was to be
abolished, and increased (and arguably different) regulation had
to be imposed on the thrift industry.

Impact of the Act on SLHCs and their
Subsidiaries—Change in Regulatory Regimes

Accordingly, under the Act, one year after enactment, the
responsibilities of the OTS, which oversees SLHCs, charters
federal savings institutions and examines and regulates federal
and state chartered savings institutions, are transferred to
other agencies and the OTS is abolished 90 days after the
date of the transfer.

The examination and supervision of SLHCs will move to the
Federal Reserve. However, SLHCs would continue to operate
under the provisions of the HOLA. Those SLHCs that are
“grandfathered” for purposes of the HOLA's activity restrictions
would remain so grandfathered and thus could continue
to engage in any activity. Nevertheless, as the regulator of
SLHCs, the Federal Reserve will examine and supervise
SLHCs, and it should be expected that the Federal Reserve
will be a much more rigorous regulator than the OTS. The
Federal Reserve will have authority to assess SLHCs with total

consolidated assets of $50 billion or more to recoup the total
expenses that the Federal Reserve estimates are necessary
or appropriate to carry out its supervisory and regulatory
responsibilities with respect to SLHCs.

Examination and supervision of federal savings institutions
will move to the OCC, and fall under the responsibility of a
new Deputy Comptroller for the Supervision and Examination
of Federal Savings Associations. Federal savings institutions
would continue to operate under the provisions of the HOLA, as
interpreted by the OCC. Any new regulations applying to savings
institutions pursuant to the HOLA would be issued by the OCC.
Federal supervision and examination of state-chartered savings
institutions will be transferred to the FDIC. The states would
continue to have authority—including examination authority—
over the institutions they charter. With the abolishment of
the OTS, the OTS seat on the Federal Deposit Insurance
Corporation (FDIC) board will go to the director of the new
Consumer Financial Protection Bureau.

There are some additional restrictions placed on SLHCs. For
example:

m  All SLHCs will for the first time be subject to consolidated
capital requirements, which presumably will be modeled
after those applicable to bank holding companies.!
“Grandfathered” savings and loan holding companies
that engage in nonfinancial activities would be required to
establish an intermediate holding company, if the Federal
Reserve determines that the establishment of such a
company is necessary for the agency to appropriately
supervise activities that are determined to be financial, or
to ensure that the Federal Reserve’s supervision does not
extend to the nonfinancial activities of such company.

— The internal financial activities of a grandfathered
savings and loan holding company and its affiliates,
such as internal treasury, investment, and employee
benefit functions, are not required to be transferred
into this intermediate holding company.

— Underwriting or selling insurance is considered a financial

1 See Arnold & Porter LLP Advisory, “Dodd-Frank Act Mandates
Stricter Capital Requirements for Financial Institutions,” devoted to
the capital provisions of the Dodd-Frank Act for additional information
on the consolidated capital requirement as well as the requirement
that SLHCs serve as a “source of strength,” available at: http://www.
arnoldporter.com/public_document.cfm?id=16152&key=23CO0.
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activity as defined in section 4(k) of the Bank Holding
Company Act so it would appear that there would be no
need for an intermediate holding company with respect
to an SLHC owned by an insurance company unless
that SLHC engaged in a large number of nonfinancial
activities, thus making it appropriate to require a walling
off of the company’s financial activities.

m  The so-called “source of strength” doctrine is made
statutory and applied for the first time to SLHCs, which
means that SLHCs will now have to serve as a source of
strength to their savings institutions subsidiaries. In addition,
the doctrine is expanded to include a requirement that a
grandfathered savings and loan holding company also must
serve as a source of strength to any intermediate holding
company that it directly or indirectly controls.

m Allfinancial companies, including SLHCs, are prohibited from
merging or consolidating with, acquiring all or substantially
all of the assets of, or otherwise acquiring control of, another
company, if the total consolidated liabilities of the acquiring
financial company upon consummation of the transaction
would exceed 10 percent of the aggregate consolidated
liabilities of all financial companies at the end of the calendar
year preceding the transaction. In this connection, with
respect to insurance companies, the term “liabilities” is to
be defined by the Federal Reserve by regulation “in order
to provide for consistent and equitable treatment of such
companies.”

There also are additional operational restrictions placed on
savings institutions:

m  The ability of federal savings institutions to branch interstate,
subject to the provisions of Section 5(r) of the HOLA, is
preserved. However, so are the multistate multiple savings
and loan holding company restrictions in the HOLA—which
impose activity restrictions similar to those of a bank holding
company on any SLHC if it were to acquire and maintain two
savings institution subsidiaries.

m  Conversions of charters are prohibited without approval of
the regulators if the institution is subject to an enforcement
action.

m |n interstate transactions, the depository institutions
involved must be “well capitalized” and “well managed,”

a stronger standard than currently in place.

m  Federal savings institutions would be subject to national
bank lending limits, which are revised (as are Regulation
O provisions) to include derivative, repurchase, reverse
repurchase, securities lending, and securities borrowing
transactions.

m  The number of “covered transactions” subject to the
restrictions of Section 23A of the Federal Reserve Act
would be increased to include:

— An affiliate’s use of debt obligations as collateral;

— Transactions between a member bank and an affiliate
(or a subsidiary) involving the borrowing or lending of
securities resulting in credit exposure by the member
bank or any subsidiary; and

— Derivative transactions between a member bank (or its
subsidiary) and an affiliate resulting in credit exposure
to the member bank or subsidiary.

m  Loansissued by member banks on behalf of affiliates, credit
exposures resulting from securities lending or borrower
transactions and derivative transactions would be required
to be secured at all times. The scope of Section 23A also
is extended to include investment funds where a member
bank or affiliate serves as an adviser.

While there is no requirement that SLHCs convert to bank
holding companies or that savings institutions convert to
commercial banks, the US General Accountability Office
(GAO) is required to undertake a study to determine if savings
institutions still should enjoy their status as “nonbanks” for
purposes of the Bank Holding Company Act. The GAO is to
determine the adequacy of federal bank regulation of federal
savings institutions and other insured savings institutions and
the potential consequences of subjecting those institutions
(actually, the owners of those institutions) to the requirements
and restrictions of the Bank Holding Company Act.

Other Possible Impacts on SLHCs: Could
They Be of Systemic Risk?

In addition to the changes in regulatory regimes and operational
standards, SLHCs could be impacted by the systemic risk and
resolution authority provisions of the Act. Under the systemic risk
provisions of the Act, the Federal Reserve is given the authority
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to impose additional supervision over large interconnected bank
holding companies, as well as over nonbank financial companies
that are determined by the new Financial Stability Oversight
Council (FSOC) to pose a threat to the financial stability of the
United States. These enhanced requirements include increased
capital requirements, leverage and concentration limits, liquidity
requirements, submission of a resolution plan, credit exposure
report requirements, enhanced public disclosures, short-term
debt limits, and overall risk management requirements.

m  SLHCs are considered “nonbank financial companies” under
these provisions. However, a vote of two-thirds of the FSOC,
including the chair (the Secretary of the Treasury) would be
needed for any particular nonbank financial company to be
determined to be of systemic risk to the US economy. This
determination can be appealed.

® In making this determination, the FSOC must consider
the following:

— The degree of leverage at the company;

— The amount and nature of the company’s financial
assets;

— The amount and types of the company’s liabilities,
including the degree of reliance on short-term funding;

— The extent and type of the company’s off-balance
sheet exposures;

— The extent and type of the transactions and relationship
of the company with other significant nonbank financial
companies and significant bank holding companies;

— The importance of the company as a source of credit
for households, businesses, and state and local
governments and as a source of liquidity for the US
financial system;

— Theimportance of the company as a source of credit for
low-income, minority, or underserved communities, and
the impact that the failure of the company would have
on the availability of credit in such communities;

— The nature, scope, size, scale, concentration,
interconnectedness, and mix of the activities of the
company;

— The degree to which the company is already regulated
by one or more primary federal regulatory agencies;

— The operation of or ownership interest in any clearing,
settlement or payment business;

— The extent to which (i) assets are managed rather than
owned by the company; and (ii) ownership of assets
under management is diffuse; and

— Any other risk-related factors that the FSOC deems
appropriate.

Itis expected that regulations will be issued which will illuminate
how these factors will be applied and weighed by the FSOC.
However, itis expected that only the very largest SLHCs would
be evaluated by the FSOC to determine whether they present
systemic risk.

Nevertheless, the Act also gives the FSOC the ability to
recommend to the primary financial regulatory agencies
(defined as the federal banking, securities, commodities and
housing regulators, and state insurance commissioners) that
they impose new or heightened standards and safeguards
for a financial activity or practice conducted by financial
companies under their respective jurisdictions. Thus, even if
a particular SLHC is not targeted for heightened supervision
by the Federal Reserve as a systemic risk, there still could be
additional regulation imposed on a particular financial activity
in which an SLHC might directly or indirectly engage.

In the event one or more of such companies are determined
to present a systemic risk, and the FSOC determines that
a condition, practice or activity of that particular nonbank
financial company does not comply with Title | or rules or orders
prescribed thereunder, or otherwise “poses a grave threat to
the financial stability of the United States,” it may, after notice
and opportunity for comment, order the nonbank financial
company to sell off certain assets or sell or terminate certain
operations (presumably even if that nonbank financial company
is an SLHC and the operation in question is permissible for
that SLHC). An order may be issued without the opportunity
for a hearing if expeditious action is needed to protect the
public interest.

In addition, the FDIC is given the authority to liquidate SLHCs
where a systemic risk determination has been made if the
Secretary of the Treasury, upon the recommendation of the
FDIC and the Federal Reserve and in consultation with the
President, finds that the company is in default or in danger of
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default, the failure of the company and its resolution under
applicable Federal or State law would have serious adverse
effects on US financial stability and the appointment of the
FDIC would avoid or mitigate such adverse effects.

For SLHCs that are insurance companies, however, the FDIC
would not be appointed the receiver upon such a determination
by the Secretary of the Treasury. Furthermore, the determination
that the company be placed into a receivership cannot be
made without the approval of the director of the new Federal
Insurance Office. If this hurdle is met, the insurance company
then would be liquidated under applicable state insurance
law, unless the appropriate state insurance regulator does
not take steps to place the insurance company into liquidation
proceedings by 60 days after the date that the Secretary of
the Treasury has made the receivership determination. In that
event, the FDIC would have the authority to stand in the place
of the state insurance regulator and file the appropriate judicial
action in the appropriate state court to place such company
into liquidation under the applicable state insurance law.

The FDIC is authorized to assess financial companies, including
SLHCs, to recoup funds expended on the resolution of financial
companies. While assessments first are to be made against
large bank holding companies and nonbank financial companies
that have been determined to present systemic risk, if there
is a deficiency, then the FDIC could assess other nonbank
financial companies. Thus, an SLHC could be subject to this
special assessment whether or not it has been determined
to present a systemic risk. However, the FDIC is required to
undertake a risk-based assessment and one of the factors to be
taken into account by the FDIC in deciding whether to assess
an insurance company is the extent to which the insurance
company was “assessed pursuant to applicable state law to
cover (or reimburse payments made to cover) the costs of the
rehabilitation, liquidation, or other State insolvency proceeding
with respect to one or more insurance companies.”

Impact of the Volcker Rule on SLHCs and
their Subsidiaries

SLHCs also will be subject to the Volcker Rule, which
prohibits “banking entities” from engaging in proprietary
trading or acquiring or retaining any equity, partnership, or
other ownership interest in or sponsoring a hedge fund or a

private equity fund. For an SLHC that is, or is owned by, an
insurance company, however, the Volcker Rule may have little
practical effect.?

Arnold & Porter, LLP has long represented savings and loan holding
companies, savings institutions and their subsidiaries in resolving
their regulatory and supervisory issues. We have been assisting
such companies during the legislative process in understanding
the implications of the Act and in various changes that were made
or attempted to be made to the legislation during the last several
months. We are available to respond to questions raised by the
Act, or to help guide your business in responding to it. For further
information, please contact your Arnold & Porter attorney or:

A. Patrick Doyle
+1212.715.1770
+1202.942.5949
A.Patrick.Doyle@aporter.com

Brian C. McCormally
+1202.942.5141
Brian.McCormally@aporter.com

Robert M. Clark
+1202.942.6303
Robert.Clark@aporter.com

Beth S. DeSimone
+1202.942.5445
Beth.DeSimone@aporter.com

Howard L. Hyde
+1202.942.5353
Howard.Hyde @aporter.com

Nancy L. Perkins
+1202. 942.5065
Nancy.Perkins@aporter.com

Kathleen A. Scott
+1212.715.1799
Kathleen.Scott@aporter.com

2 See Armold & Porter LLP Advisory, “Banking Entities, Other Significant
Financial Service Companies to Face Significant Restrictions Under
New ‘'Volcker Rule’,” available at: http://www.arnoldporter.com/
public_document.cfm?id=16129&key=1J1.

© 2010 Arnold & Porter LLP. This advisory is intended to
be a general summary of the law and does not constitute
legal advice. You should consult with counsel to determine
applicable legal requirements in a specific fact situation.
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Banking Entities, Other Significant Financial Contacts
Service Companies to Face Significant
Restrictions Under New “Volcker Rule”

The Dodd-Frank Wall Street Reform and Consumer Protection Act

features a number of significant new restrictions on financial services P

firms. Banking entities and other financial service companies should be *1212.715.1020

especially attentive to the so-called “Volcker Rule,” which will substantially
restrict their proprietary trading and investing activities, as well as their
relationships with hedge funds and private equity funds.

BaCkground A. Patrick Doyle
The Volcker Rule appears as Section 619 of the Dodd-Frank Wall Street Reform and +1 212.715.1770

Consumer Protection Act (Act), and, upon enactment, will become new Section 13 of the +1202.942.5949

Bank Holding Company Act of 1956 (Bank Holding Company Act) and new Section 27A
of the Securities Act of 1933. In brief, it would, subject to a number of limited exceptions,
prohibit any “banking entity” from:

m  Engaging in proprietary trading; or

m  Sponsoring or investing in hedge funds and private equity funds. Alan Avery
+1212.715.1056

For purposes of the Volcker Rule, a “banking entity” is defined as any insured depository
institution, any company that controls such an institution, any company treated as a
bank holding company for purposes of Section 8 of the International Banking Act of
1978 (i.e., any non-US bank with a branch or agency office in the United States), and
any affiliate or subsidiary of any such entity.!

David F. Freeman, Jr
+1 202.942.5745

In addition, a systemically significant nonbank financial company subject to supervision
by the Federal Reserve Board (Federal Reserve)? that engages in such activities will be
subject to rules establishing enhanced capital standards and quantitative limits on these
types of activities, but such activities will not be prohibited.

1 In general, institutions that function solely in a trust or fiduciary capacity will not be deemed “banking

entities.”
2 The Act provides that nonbanking financial companies meeting specified criteria can be designated Andrew Joseph Shipe
as “systemically significant” and be subject to supervision by the Federal Reserve. +1 202.942.5049

Financial Regulatory Reform: For Arnold & Porter’s latest resources on this topic including Advisories, upcoming
events, and publications, please visit Financial Regulatory Reform. Also visit our Financial Regulatory Chart, which
aggregates information on US government programs.
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All of the principal financial regulators (i.e., the federal
banking agencies, the Securities and Exchange Commission
and the Commodity Futures Trading Commission) must
adopt rules to put these restrictions into effect. In general,
the Volcker Rule’s requirements will be effective on the
earlier of two years from the date of enactment, or one
year from the issuance of substantive regulations. An initial
set of regulations, however, is required to be issued by the
Federal Reserve within six months of enactment, and is to
implement a phase-in schedule of at least two years for
entities subject to the Volcker Rule to divest of prohibited
holdings or positions. Regulators must allow such entities
a reasonable time to divest themselves of illiquid assets, so
under some circumstances, compliance periods may extend
into 2022. This is, however, only for cases involving illiquid
investments, and as permitted by the Federal Reserve. In
most cases, investments and activities must be conformed
within two years of the effective date of the Volcker Rule
provisions, with the possibility of three one-year extensions
by the Federal Reserve.

I. Proprietary Trading Restrictions

Not all proprietary transactions would be subject to the
restrictions on proprietary trading. The Volcker Rule defines
“proprietary trading” to mean engaging as a principal for
an entity’s “trading account” in purchases or sales of
securities, derivatives, commaodity futures, options on such
instruments, or any other instrument identified by regulators.
A “trading account,” in turn, is defined as an account used
to take positions “principally for the purpose of selling in
the near term,” or “with the intent to resell in order to profit
from short-term price movements,” or any other account
defined by regulation.

The legislation also specifies certain activities that would
nevertheless be permitted for banking entities, subject to
limits adopted by regulators. These activities include:

m  Transactions in government securities, agency
securities, and state and municipal obligations;

m  Transactions in connection with underwriting or
market-making-related activities to the extent
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they are “designed not to exceed the reasonably
expected near term demands of clients, customers,
or counterparties”;

m  Risk-mitigating hedging activities designed to reduce
specific risks of a firm’s individual or aggregated
positions or holdings;

m  Transactions on behalf of customers;

m Investments in small business investment companies
and certain enterprises devoted to the public
interest;®

m  Transactions by any regulated insurance company
directly engaged in the business of insurance for the
general account of the company or by its affiliates (also
for the general account of the company), as permitted
by relevant state insurance company investment
laws and regulations (subject to additional review
by the appropriate Federal banking agencies, after
consultation with the Act’s new systemic risk council
and state insurance commissioners);

m  Proprietary trading by a banking entity conducted solely
outside of the United States pursuant to Sections 4(c)(9)
or 4(c)(13) of the Bank Holding Company Act,* unless
the banking entity is directly or indirectly controlled by
a banking entity organized in the United States; and

m  Other activity as permitted by regulation.

Such activities would be permitted so long as they would
not involve a material conflict of interest (as defined by
regulation) between the banking entity and its clients,
customers, or counterparties or result in a high degree of risk
to the banking entity or US financial stability. Systemically
significant nonbank financial companies supervised by
the Federal Reserve would also be permitted to engage in
these activities, subject to enhanced capital requirements
and quantitative limitations, including diversification
requirements, as regulators deem appropriate.

3 It appears that investments pursuant to this “public interest”
exception could include those of a type that would allow banks to
claim Community Reinvestment Act credits.

4 12 U.S.C. §1843(c)(9), (13).
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Il. Restrictions on Relationships with Hedge
Funds and Private Equity Funds

The Volcker Rule will, subject to limited exceptions outlined
below, prohibit banking entities from sponsoring or investing
in “private equity funds” or “hedge funds.” It will also subject
systemically significant nonbank financial companies
supervised by the Federal Reserve to enhanced capital
requirements and quantitative limits if they engage in such
fund-related activities. The legislation defines “private equity
funds” and “hedge funds” as those that are not “investment
companies” pursuant to Sections 3(c)(1) or 3(c)(7) of the
Investment Company Act of 1940, “or such similar funds
as [regulators] may, by rule...determine.” Thus, regulators
could define other types of pooled investment vehicles
as “private equity” or “hedge” funds in addition to those
specified. “Sponsoring” a fund means to:

m  Serve as a general partner, managing member, or
trustee of a fund;

m  Select or control (or to have employees, officers,
directors, or agents who constitute) a majority of the
directors, trustees or management of a fund; or

m  Share a name or a variant of a name with a fund.

Again, the legislation provides exceptions, subject to
limits adopted by regulators. Specifically allowed activities
include:

m  Organizing and offering a fund, even to the extent of
sponsorship, as long as the fund and entity do not share
a name or name variant, and the following conditions
are met:

— The fund is organized and offered only in connection
with the provision of bona fide trust, fiduciary or
investment advisory services;

— The banking entity may not acquire or retain an
equity, partnership or other ownership interest in
the fund;

— However, “de minimis investments” (as defined by
regulators) would be permitted. Such investments
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would have to be immaterial to a banking entity,
could not, in the aggregate, exceed 3 percent of a
banking entity’s Tier | Capital, and could not exceed
3 percent of the total ownership interests in any one
fund. Subject to similar restrictions, a banking entity
would also be permitted to make “seed” investments
(i.e., initial investments of up to 100 percent of a fund
for the purpose of establishing it and providing it
with sufficient initial equity for investment to permit
it to attract unaffiliated investors). The banking
entity would then be required to reduce or dilute its
investment to permitted levels within one year after
the fund’s establishment (with the possibility of a
two-year extension).

— The banking entity, and its affiliates, comply with
restrictions on transactions with such fund under
Sections 23A and 23B of the Federal Reserve Act,
as described below;

— The banking entity may not guarantee the fund, or
any fund in which the fund invests, against losses
or to a minimum performance;

— The banking entity discloses to prospective and actual
investors, in writing, that the fund’s losses are borne
solely by investors and not by the banking entity, and
otherwise complies with rules that the regulators may
issue to ensure that losses are so borne;

— No director or employee of the banking entity may
have an ownership interest in the fund, unless
they directly provide investment advisory or other
services to the fund.

Acquiring or retaining any equity, partnership, or other
ownership interest in, or sponsoring, a hedge fund or
private equity fund by a banking entity solely outside of
the United States pursuant to Sections 4(c)(9) or 4(c)
(13) of the Bank Holding Company Act, provided that
no ownership interest in such fund is offered for sale
or sold to a US resident and that the banking entity is
not directly or indirectly controlled by a banking entity
organized in the United States;
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m  Other activities that regulators have determined would
promote safety and soundness of the entity and financial
stability as a whole.

Again, such activities would be permitted so long as they do not
involve a material conflict of interest (as defined by regulation)
between the banking entity and its clients, customers or
counterparties, or would result in exposure to a high degree
of risk to the bank or US financial stability. Systemically
significant nonbank financial companies supervised by the
Federal Reserve would be permitted to engage in these
activities subject to enhanced capital requirements and
quantitative limitations, including diversification requirements,
as regulators deem appropriate.

[ll.  Other Limitations on Relationships with
Hedge Funds and Private Equity Funds

If a banking entity serves, directly or indirectly, as the

investment manager, investment adviser, or sponsor to

a hedge fund or private equity fund, or organizes such a

fund pursuant to the exception described above, then that

banking entity and its affiliates would be:

m  Prohibited from entering into a “covered transaction” as
defined by Section 23A of the Federal Reserve Act.®
Thus, the banking entity and its affiliates could not,
among other things, extend credit to the fund, or enter
purchase and repurchase agreements with the fund.®

m  Subject to Section 23B of the Federal Reserve Act.’
Thus, in certain other transactions between the banking
entity (or its affiliate) and the fund, the terms must be
not less favorable to the banking entity than those
prevailing between non-affiliates, and restrictions apply
to fiduciary investments in the fund.

If a nonbank financial company supervised by the Federal
Reserve engages in similar activities, it will be subject to

5 12U.S.C. 8371c.

6 Nonetheless, an exception would apply that would permit a banking
entity, under certain conditions, and if allowed by the Federal Reserve,
to enter into prime brokerage transactions with such a fund.

7 12U.S.C.§371c-1.
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additional capital requirements and restrictions to address
the same types of conflicts of interest that banking entities
would face in such transactions.

IV. Loan Securitization

The Volcker Rule does not limit or restrict a banking entity’s
ability (or the ability of a nonbank financial company
supervised by the Federal Reserve) to sell or securitize
loans. On the other hand, other portions of the Act would
affect securitizations. For example, pursuant to a new
Section 27B of the Securities Act of 1933, an underwriter,
placement agent, initial purchaser, a sponsor, or any affiliate
thereof could not engage in any activity that would result
in a material conflict of interest with any investor in the
securitization for a period of one year. The Act would also
require lenders and loan securitizers to retain credit risk in
asset-backed securities that they package or sell.

Challenges of Implementation

The Volcker Rule will have significant effects on banking
entities and firms that find themselves under Federal Reserve
superyvision, some of which may not be intended. For example,
prohibiting banking entities from investments in hedge funds
is intended to reduce risks for such firms. However, many
hedge fund investments are profitable for banks, and hedge
funds are often designed to be counter-cyclical or to produce
absolute returns. By disallowing investments in hedge funds,
the Volcker Rule may actually increase banking entities’
exposure to market volatility and close them off from a source
of revenue.

Implementation of the Volcker Rule will also present many
challenges. The scope and impact of the Volcker Rule will
ultimately be determined by how the statutory definitions and
other provisions are interpreted and implemented through
regulations promulgated by relevant financial regulatory
agencies. Banking entities (as well as other financial firms
that may anticipate Federal Reserve supervision) should be
prepared to engage in the regulatory rulemaking process
and interact with regulators as rulemakings begin.

Banking Entities, Other Significant Financial Service Companies to Face Significant Restrictions Under New “Volcker Rule”
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One of many challenges that regulators will face is
determining how to implement the Volcker Rule’s prohibition
on short-term proprietary trading. Bank holding companies
have historically had authority to make investments in equity
securities under Sections 4(c)(5) and 4(c)(6) of the Bank
Holding Company Act. Also, Section 4(k) of the Bank Holding
Company Act permits bank holding companies that are
treated as financial holding companies to make merchant
banking investments. In addition, the National Bank Act (as
implemented by the Office of the Comptroller of the Currency
(OCC)) permits national banks to make certain types of
“bank-eligible” investments. To some extent, the Volcker
Rule could be read to override these existing investment
authorities, because it states that, notwithstanding any
other provisions of law, its prohibitions and restrictions will
apply “even if such activities are authorized for a banking
entity.” Given this broad language, regulators may choose
to adopt rules that define short-term trading in ways that
could curtail otherwise permissible long-term investing
activities. On the other hand, the prohibition on short-term
trading does not appear to be meant to prohibit long-term
proprietary investments. Indeed, one of the exceptions to
the proprietary trading restriction explicitly permits hedging
for a firm’s individual or aggregated holdings, which, at
least arguably, contemplates maintenance of the status
quo. However, it should be noted that it is unclear how
the Volcker Rule’s restrictions, including this exception for
hedging activities, will interact with the provisions in Title
VIl of the Act known as the “Swaps Push-Out Rules,” which
restrict the ability of banks and bank holding companies
from engaging in certain types of derivatives activities. In
any event, as regulators move to adopt regulations under
the Volcker Rule, the parameters of “short-term trading” will
be subject to interpretation, so banking entities and other
firms must be prepared to monitor events and communicate
with federal agencies on this issue.

Special considerations will also apply in the context of
international banking. Under Sections 4(c)(9) and 4(c)(13) of

COMMITMENT | EXCELLENCE | INNOVATION

the Bank Holding Company Act,® bank holding companies
(including non-US banks regulated as such) may, as
permitted by the Federal Reserve, acquire ownership or
control of nonbanking companies that do not do business
in the United States (except as an incident to their non-US
operations), or that are organized outside of the United
States and that primarily conduct their business outside of
the United States.

The Volcker Rule, as noted above, stipulates that
activities conducted by a banking entity pursuant to
these authorizations will be permitted, notwithstanding its
restrictions on proprietary trading and relationships with
private equity and hedge funds, as long as the activities
are conducted “solely outside the United States” and the
banking entity conducting these activities is not directly or
indirectly controlled by a banking entity organized in the
United States. At the same time, the legislation calls for
regulators to issue rules, including rules covering such
international activities and investments, for the preservation
of financial stability. It remains to be seen how regulators will
craft such rules and define new parameters of acceptable
activity. For example, Sections 4(c)(9) and 4(c)(13)
have been interpreted and implemented by the Federal
Reserve in a manner which permits a certain amount of
incidental activity in the United States. It is unclear whether
the Volcker Rule’s requirement that any otherwise prohibited
proprietary trading or fund-related activity conducted
under these exceptions be conducted “solely outside the
United States” will be interpreted by regulatory agencies as
prohibiting any such previously permissible incidental US
activity. On a similar note, it also remains to be seen how the
regulators will apply the exemptions for proprietary trading
and fund-related activities conducted outside the US under
Sections 4(c)(9) and 4(c)(13), which have historically been
applicable only to bank holding companies, in the cases
of companies that are not bank holding companies. For
example, it is unclear whether these exemptions from the
Volcker Rules restrictions will be applicable to proprietary

8 12 U.S.C. §1843(c)(9), (13).
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trading or fund-related activities conducted entirely outside
the United States by a foreign company that controls a US
industrial loan company, thrift institution or non grandfathered
savings and loan holding company.

Arnold & Porter is available to respond to questions raised by
recent or forthcoming legislation, or to help guide your business
towards legislative and regulatory solutions. We can assist in
determining how pending bills and regulations may affect your
business and industry. For further information, please contact
your Arnold & Porter attorney or:
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Kevin.Barnard@aporter.com
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Alan Avery
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© 2010 Arnold & Porter LLP. This advisory is intended to
be a general summary of the law and does not constitute
legal advice. You should consult with counsel to determine
applicable legal requirements in a specific fact situation.
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Dodd-Frank Act Mandates Stricter Capital Contacts
Requirements for Financial Institutions

The Dodd-Frank Wall Street Reform and Consumer Protection Act (the Act) imposes
a number of more stringent capital requirements on financial companies, as well as
other companies—including swap dealers and nonbank financial companies that are

Kevin F. Barnard
determined to be of systemic risk. The so-called “Collins Amendment” has introduced +1212.715.1020

the most publicized of these requirements and is likely to have the most immediate
impact. However, there are a number of other provisions in the Act that likely will result
in financial companies needing to raise additional capital. Furthermore, at the same

time financial companies will be working to comply with the capital requirements

established under the Act, they may find their efforts complicated by revisions to
existing international capital standards currently being considered by the Basel
Committee on Banking Supervision that would also require increased capital.

A. Patrick Doyle
+1212.715.1770
+1 202.942.5949

The Collins Amendment
The Collins Amendment, incorporated into the Act as part of Section 171, is designed to ensure
that “financial institutions hold sufficient capital to absorb losses during future periods of

financial distress,” a goal that the amendment’s proponents have deemed especially important )
Richard M. Alexander

in light of the Act’s prohibition of taxpayer bailouts of financial companies.! The amendment is +1 202.942.5728
also intended to protect against regulatory arbitrage (“shopping” among regulators for more

favorable treatment) and prevent the excessive leverage accumulated by large nonbank financial
institutions during the financial crisis.?

Section 171 directs federal banking agencies to establish minimum leverage and
risk-based capital requirements on a consolidated basis for insured depository institutions,

their holding companies (including US intermediate holding companies owned by foreign +1%“56

organizations), and nonbank financial companies that have been determined to be systemically

significant by the Financial Stability Oversight Council (FSOC). The section creates two floors
for leverage and risk-based capital requirements:

1 Letter by Shelia Bair to Sen. Collins, Cong. Rec. S.3460 (May 10, 2010).
2 Id.

Howard L. Hyde
+1 202.942.5353

Financial Regulatory Reform: For Arnold & Porter’s latest resources on this topic including Advisories, upcoming
events, and publications, please visit Financial Regulatory Reform. Also visit our Financial Regulatory Chart, which
aggregates information on US government programs.
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(1) They may not be less than the leverage and risk-based
capital requirements, respectively, established for insured
depository institutions; and

(2 They may not be quantitatively lower than the leverage and risk-
based capital requirements, respectively, in effect for insured
depository institutions as of the date of the Act's enactment.

Essentially, the Act requires regulators, at a minimum, to apply
to bank holding companies and other systemically significant
nonbank financial companies the same capital and risk standards
that they apply to banks insured by the Federal Deposit Insurance
Corporation. One important implication of this requirement is that
hybrid capital instruments, such as trust preferred securities, will
no longer be included in the definition of tier 1 capital. Under
existing regulations for bank holding companies, tier 1 capital,
which drives the numerator in the leverage and risk-based capital
ratios, includes common stock, retained earnings, certain types
of preferred stock, and trust preferred securities. Since trust
preferred securities currently are not counted as tier 1 capital for
insured banks, the effect of Section 171 is that they will no longer
be included as tier 1 capital for bank holding companies.

The exclusion of trust preferred securities from tier 1 capital could
significantly erode the regulatory capital cushions of bank holding
companies that have traditionally relied on trust preferreds.
In order to meet capital requirements under forthcoming
regulations, bank holding companies may be forced to raise
other forms of tier 1 capital, for example by issuing perpetual
non-cumulative preferred stock. Since common stock must
typically constitute at least 50 percent of tier 1 capital, many
bank holding companies and systemically significant nonbank
companies may also be forced to consider dilutive secondary
offerings of common stock.

In order to ease this compliance burden, Section 171
contemplates a number of exemptions and phase-in periods.
For example, the following companies are completely exempt
from the requirements of Section 171:

m  Certain small bank holding companies;® and

3 This exemption applies to small bank holding companies subject
to the Small Bank Holding Company Policy Statement of the Board
of Governors of the Federal Reserve System. This includes bank
holding companies with pro forma consolidated assets of less
than $500 million that (i) are not engaged in significant nonbanking
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m  All federal home loan banks.

In addition, all Troubled Asset Relief Program (TARP) securities
(regardless of the size of the institution) are exempted from the
requirements of Section 171.

Furthermore, depository institution holding companies with
assets less than $15 billion (as of December 31, 2009), as
well as organizations that were mutual holding companies on
May 19, 2010, are completely exempted from the required
“regulatory capital deductions” with respect to securities issued
before a cutoff date of May 19, 2010. While the term “regulatory
capital deduction” is not defined in the Act, it appears to refer
to the capital deductions arising from the exclusion of trust
preferreds and other hybrid securities from tier 1 capital.

The section does apply retroactively to all debt or equity issued
after the cutoff date by holding companies with consolidated
assets of over $15 billion as of December 31, 2009 and by large
nonbank financial companies determined to be of systemic
risk. However, the section provides for a three-year phase-in
period beginning in 2013 for regulatory capital deductions
required for debt or equity issued by these institutions before
the cutoff date. Furthermore, subject to the exceptions noted
above, thrift holding companies and other depository institution
holding companies not supervised by the Board of Governors
of the Federal Reserve System (the Federal Reserve) as of
the cutoff date would not be subject to the general leverage
and risk-based capital requirements until five years after
enactment, but would be subject to the three year phase-in
period for regulatory capital deductions beginning in 2013.
Finally, US intermediate holding companies of foreign
banks that have relied on Federal Reserve Supervision and
Regulation Letter SR-01-1, which exempts such intermediate
holding companies from the Federal Reserve’s capital
adequacy guidelines, would not be subject to the requirements
of Section 171 until five years after enactment (except for
capital requirements affecting securities issued after the cutoff
date, which would be immediately applicable).

activities either directly or through a nonbank subsidiary; (i) do not
conduct significant off-balance sheet activities; and (iii) do not have a
material amount of debt or equity securities outstanding (other than
trust preferred securities) that are registered with the Securities and
Exchange Commission.
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In addition to the Collins Amendment requirements,
Section 171 requires the federal banking agencies to develop
capital requirements applicable to insured depository institutions,
depository institution holding companies, and nonbank financial
companies determined to be of systemic risk that address the
risks that the activities of such institutions pose, not only to
the institution engaging in the activity, but also to other public
and private stakeholders in the event of adverse performance,
disruption, or failure of the institution or the activity. These rules
would address the risks arising from:

m  Significant volumes of activity in derivatives, securitized
products, financial guarantees, securities borrowing
and lending, and repurchase and reverse repurchase
agreements;

m  Concentrations in assets for which the values presented in
financial reports are based on models rather than historical
cost or prices deriving from deep and liquid two-way
markets; and

m  Concentrations in market share for any activity that would
substantially disrupt financial markets if the institution is
unexpectedly forced to cease the activity.

Other Provisions on Capital Requirements
The Act also contains a number of other provisions that address
capital requirements.

For example, the Federal Reserve is directed to impose
more stringent risk-based capital requirements and
leverage limits on those systemically significant nonbank
financial companies it supervises and on other bank
holding companies with total consolidated assets of at least
$50 billion (unless it determines that doing so is not appropriate
in light of the company’s activities). It is also permitted to
require a minimum amount of contingent capital (a type of debt
security that is designed to convert into equity when a particular
trigger is met) that is convertible to equity in times of financial
stress. The Federal Reserve may impose these heightened
prudential standards either on its own initiative or pursuant to
recommendations by the FSOC. For purposes of determining
whether these capital requirements are met, the Act requires that
the computation take into account a company’s off-balance sheet
activities (unless the Federal Reserve grants an exemption).
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Title Vl of the Act, which reforms the regulation of insured depository
institutions and their holding companies, also permits the Federal
Reserve and the Office of Thrift Supervision, respectively, to
issue regulations relating to the capital requirements of bank
holding companies and thrift holding companies. As noted
in the Arnold & Porter Advisory on the regulation of thrift
holding companies under the Act, the Act will for the first time
subject all thrift holding companies to consolidated capital
requirements, as established pursuant to the Collins Amendment.*
Title VI directs the federal banking agencies to seek to make
such holding company capital requirements (as well as the capital
requirements for insured depository institutions) countercyclical so
that the amount of capital required to be maintained by a company
increases in times of economic expansion and decreases in
times of economic contraction. Finally, Title VI requires a thrift
holding company—as well as a bank holding company—to serve
as a source of financial strength for its depository institution
subsidiary. Any company that directly or indirectly controls an
insured depository institution that is not a subsidiary of a bank or
thrift holding company must also serve as a source of financial
strength for the depository institution.

Furthermore, the Act requires regulators to issue capital
requirements for registered swap dealers and major swap
participants in connection with their derivatives activities. In setting
these capital requirements, regulators must take into account
the risks associated with the other types of activities engaged by
the swap dealer or major swap participant that are not otherwise
subject to regulation, and must ensure that the requirements are
appropriate for the risks associated with non-cleared swaps held
by the swap dealer or major swap participant.

Required Studies on Capital Requirements

The Act also requires regulators to conduct various
studies relating to capital requirements. For example, one
provision requires the US Comptroller General to review
the capital requirements applicable to US intermediate
holding companies of foreign depository institution holding
companies. The FSOC is also required to conduct a study of
the feasibility, benefits, costs, and structure of a contingent
capital requirement for nonbank financial companies

4 Available at: http://www.arnoldporter.com/public_document.
cfm?id=16144&key=4EQ.
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supervised by the Federal Reserve and large bank holding
companies subject to heightened prudential standards.

The Comptroller General is also directed to conduct a study
on the inclusion of hybrid capital instruments, such as trust
preferred securities, in tier 1 capital. The study is specifically
required to consider the consequences of disqualifying trust
preferred securities from tier 1 capital and whether such
disqualification could lead to the failure or undercapitalization
of banking organizations. The study would be due to Congress
within 18 months of the Act’s enactment and must contain
recommendations as to legislative or regulatory action with
respect to the treatment of hybrid capital instruments. However,
it is unknown whether the outcome of the study would result
in any changes to the Collins Amendment’s requirements or
the other capital requirements imposed by the Act.

While financial institution capital has always been a key regulatory
concern, the recent economic crisis has focused even more
attention onits critical role. The capital provisions of the Act promise
changes in determining the appropriate quantity and quality of
regulatory capital, both in the short and long term, and likely will result
in many companies needing to issue additional capital to remain
in compliance. This need may well be magnified if the capital rules
currently being considered by the Basel Committee are adopted.

Arnold & Porter has represented issuers and underwriters in
numerous issuances of common and preferred stock, trust
preferred securities, long-term subordinated debt and other capital
instruments. We can assist in determining how pending bills and
regulations may affect your business and industry. For further
information, please contact your Arnold & Porter attorney or:
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APatrick.Doyle@aporter.com
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Financial Regulatory Reform: Tightening the Contacts
Regulation of Affiliate Transactions, Extensions
of Credit to Insiders, and Lending Limits

The Dodd-Frank Wall Street Reform and Consumer Protection Act (Act) tightens

the affiliate transaction rules contained in Sections 23A and 23B of the Federal

Reserve Act and the related insider lending rules of Section 22(h) of the Federal A. Patrick Doyle
o L _ +1212.715.1770
Reserve Act, primarily to cover derivative and repurchase transactions entered +1202.942.5949

into with affiliates. The Act also will make it more difficult to obtain exemptions from

these rules from the federal bank regulators for specific transactions or groups of
transactions. These changes, which are effective one year after the transfer date
(which is one year after enactment, unless the Treasury Secretary extends it for up
to six months), will affect those entities that have in place derivatives transactions

with affiliates. Accordingly, a review of these arrangements may be advisable. Alan Aver
However, all institutions covered by these rules will be impacted by the changes +1212.715.1056
in the exemption authority and process.

Affiliate Transaction Rules

Historically, the primary federal statutory provisions governing transactions involving
an insured depository institution (including its subsidiaries, collectively referred to as an
“institution” below) and its affiliates are Sections 23A and 23B of the Federal Reserve Act,
both of which are implemented by Regulation W of the Federal Reserve Board (Federal
Reserve). Section 23A defines certain types of transactions as “covered transactions,”
imposes quantitative limits on an institution’s covered transactions with any one affiliate
and with all affiliates combined, and requires that certain types of covered transactions
of an institution be secured by no less than a certain amount of collateral of specific
quality. Section 23B generally requires that certain transactions (which include “covered
transactions” and more) involving an institution and its affiliates be on terms and under
circumstances that are at least as favorable to the institution as those for comparable
transactions with nonaffiliates. By their terms, Sections 23A and 23B apply only to
“‘member banks” (i.e., national banks and state member banks). But Section 18(j)(1) of Beth S. DeSimone
the Federal Deposit Insurance Act applies these provisions to state nonmember banks, +1202.942.5445

Robert E. Mannion
+1202.942.5946
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events, and publications, please visit Financial Regulatory Reform. Also visit our Financial Regulatory Chart, which
aggregates information on US government programs.
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and Section 11(a) of the Home Owners’ Loan Act (HOLA)
applies them to savings associations.

Section 22(h) of the Federal Reserve Act, which is
implemented by Regulation O, imposes certain restrictions,
such as quantitative limits and prohibition on preferential
terms, on a member bank’s extensions of credit to
insiders (including executive officers, directors, principal
shareholders (other than parent holding companies), and
companies and other related interests under their control).
Section 22(h) applies to state nonmember banks by virtue
of Section 18(j)(2) of the Federal Deposit Insurance Act,
and to savings associations by virtue of Section 11(b) of
the HOLA.

Under the law as currently in place, the Federal Reserve
Board was to adopt final rules by May 12, 2001 to address
credit exposure arising from derivative transactions between
institutions and their affiliates as covered transactions. To
that end, Regulation W, which implements the provisions of
Sections 23A and 23B, makes a distinction between credit
derivatives and other types of derivatives. Specifically, a
credit derivative where an institution agrees to protect a
nonaffiliate from a default on, or decline in value of, an
obligation of an affiliate of the institution, is considered a
guarantee by the institution on behalf of the affiliate, and
thus is a covered transaction subject to the quantitative limits
and collateral requirements of Section 23A. With respect to
other types of derivative transactions (such as an interest
rate swap), Regulation W currently only subjects them to
the market terms requirements of Section 23B and requires
institutions to maintain policies and procedures for managing
the related credit exposure. Section 22(h) did not specifically
address derivative transactions at all.

The Act amends Sections 23A and 23B in several ways to
make them more stringent. First, the Act expands the definition
of what is considered an “affiliate.” The Act also expands the
types of transactions covered by the restrictions of Sections
23A and B, primarily to make sure that all types of derivatives
transactions are so covered. Collateral requirements also are
strengthened. And finally, the Act restrict the ability of the
Federal Reserve to exempt transactions from the restrictions
of Sections 23A and 23B.

Definition of Affiliate. The Act broadens the definition
of affiliate to include any investment fund (whether it is
a registered investment company or not) for which an
institution or any affiliate thereof serves as an investment
adviser. As a result, a hedge fund or private equity fund
to which an institution or an affiliate of the institution
serves as an investment adviser would be an affiliate
of the institution.

Covered Transactions. The Act also broadens the
types of transactions covered by the affiliate transaction
rules of Section 23A and 23B as follows:

— An institution’s purchase of assets from an affiliate
subject to an agreement by the affiliate to repurchase
would fall under the “loan or extension of credit”
type of covered transaction, which also is subject to
the collateral requirements. This likely would affect
the types of assets used and the margin required in
repurchase transactions between institutions and
their affiliates.

— The Actwould clarify that an institution’s acceptance
of debt obligations issued by an affiliate, even if such
obligations are not considered securities, as collateral
for an extension of credit to a nonaffiliate would be a
covered transaction.

— A securities lending or borrowing transaction or a
derivative transaction with an affiliate would be a
covered transaction to the extent that the transaction
causes the institution to have credit exposure to the
affiliate. Such a covered transaction also would be
subject to the collateral requirements. Importantly, the
Act clearly eliminates the Federal Reserve’s authority to
make any distinction between a credit derivatives and
other types of derivatives, such as interest rate swaps,
because the statutory language itself specifically defines
credit exposure arising from derivative transactions with
affiliates as a type of covered transaction subject to the
quantitative limits and collateral requirements of Section
23A. Of course, issues remain, such as how to quantify
the credit exposure arising from a derivative transaction.
Presumably, the Federal Reserve would need to issue
regulations to resolve these issues.
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Collateral Requirements. The Act tightens the
collateral requirements of Section 23A by:

— Clarifying that debt obligations issued by an affiliate
of an institution, even if such obligations are not
considered securities, may not be used to meet the
collateral requirements for a covered transaction
between the institution and any of its affiliates.

— Providing that the collateral requirements (with
respect to both quality and quantity) must be met
“at all times,” not just “at the time of the transaction.”
Therefore, if the value of the collateral declines
for any reason, additional collateral would need
to be provided so that the covered transaction is
collateralized in an adequate amount. Under the
current statutory language, collateral that is retired
or amortized after the time of the transaction must
be replaced, but no additional collateral is required if
the market value of the collateral posted at the time
of the transaction declines to a level lower than that
required at the inception of the transaction.

Treatment of Transactions with Financial Subsidiaries.
Under the current statutory language, a financial
subsidiary of an institution is treated as an affiliate
(whereas other subsidiaries of an institution that are not
depository institutions are not so treated), but certain
exceptions apply to an institution’s covered transactions
with a financial subsidiary of the institution. The Act
would eliminate these exceptions. As a result, a financial
subsidiary of an institution would be treated the same
way as any other affiliate. Specifically, there would no
longer be an exception that would allow the aggregate
amount of covered transactions between an institution
and a financial subsidiary of the institution to exceed
10 percent of the institution’s capital and surplus, and
the retained earnings of the financial subsidiary would
no longer be excluded in calculating the institution’s
investment in securities issued by the financial subsidiary
(which is a covered transaction).

The elimination of these exceptions would appear to
have the practical effect of limiting the expansion of
any financial subsidiary of an institution. As the retained
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earnings of a financial subsidiary increases, the value
of the parent institution’s investment in the financial
subsidiary would increase under the amended Section
23A to a level over 10 percent of the parent institution’s
capital and surplus, unless other business activities of
the parent institution also contribute substantially to the
growth of its capital and surplus. Therefore, to comply
with the 10 percent limit, the financial subsidiary would
have to pay out at least some of its net income to the
parent institution as dividends instead of reinvesting all
of it in the expansion of the financial subsidiary.

Exemptive Authority. Perhaps one of the most
important changes made by the Act is to restrict the
ability of the Federal Reserve to issue exemptions from
the restrictions of Section 23A. The Act does so in a
number of ways:

— Under the current statutory language, the Federal
Reserve may provide for exemptions from Section
23A by regulation or by order. The Act would only
allow the Federal Reserve to provide for exemptions
by regulation, except that the Federal Reserve could
continue to issue exemptive orders with respect
to specific transactions of state member banks. In
addition, the Act would require the Federal Reserve
to provide the Federal Deposit Insurance Corporation
(FDIC) with 60 days’ notice before issuing any
exemptive regulation or order. During the 60-day
period, the FDIC could make a written objection to
the exemption if it determines that the exemption
presents an unacceptable risk to the Deposit
Insurance Fund.

— For certain institutions, the authority to exempt
specific transactions from Section 23A by order
would be shifted to the Office of the Comptroller
of the Currency (OCC), with respect to national
banks and federal savings institutions, and the
FDIC, with respect to state nonmember banks and
state chartered savings institutions. The Federal
Reserve’s concurrence would be required for any
such order issued by the OCC or the FDIC. The
same procedures whereby the FDIC could object to
the Federal Reserve’s exemptive regulations apply
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to any OCC exemptive order under Section 23A.
Furthermore, before the FDIC itself could issue any
exemptive order under Section 23A, it would need to
find that the order does not present an unacceptable
risk to the Deposit Insurance Fund. As a result, the
issuance of an exemptive order under Section 23A
would in effect require the approval or non-objection
of the Federal Reserve and the FDIC, plus the OCC in
the case of a federally chartered institution—a much
more difficult process.

— The Federal Reserve could issue regulations or
interpretations regarding how a netting agreement
may be taken into account in determining the amount
of a covered transaction. An interpretation on this
issue with respect to a specific institution would
need to be issued jointly with the institution’s primary
federal regulator.

— The Federal Reserve could continue to issue
exemptive regulations under Section 23B, subject to
the same procedures whereby the FDIC could object
to the Federal Reserve’s exemptive regulations under
Section 23A. No agency would have the authority to
issue an order to exempt a specific transaction under
Section 23B.

Extensions of Credit to Insiders

In addition to the changes made to Sections 23A and 23B,
the Act broadens the definition of “extension of credit” in
Section 22(h) to include credit exposure that arises from
a derivative transaction, repurchase agreement, reverse
repurchase agreement, securities lending transaction, or
securities borrowing transaction. As a result, if a transaction
between an insured depository institution and an insider of
the institution gives rise to such credit exposure, the institution
would need to comply with the restrictions of Section 22(h)
with respect to the transaction.
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Arnold & Porter provides advice to financial institutions on affiliate
transactions. Members of our financial services group have held
senior positions at the Federal Reserve and have been involved
in interpreting Sections 23A and 23B in that connection. We
are available to answer questions raised by these provisions of
the Act, and to assist in determining how these provisions may
affect your business. For further information, please contact your
Arnold & Porter attorney or:

A. Patrick Doyle
+1212.715.1770
+1202.942.5949
APatrick.Doyle@aporter.com

Alan Avery
+1212.715.1056
Alan.Avery@aporter.com

Robert E. Mannion
+1202.942.5946
Robert.Mannion@aporter.com

Beth S. DeSimone
+1202.942.5445
Beth.DeSimone@aporter.com

Tengfei (Harry) Wu
+1202.942.5621
Harry.Wu@aporter.com

© 2010 Arnold & Porter LLP. This advisory is intended to
be a general summary of the law and does not constitute
legal advice. You should consult with counsel to determine
applicable legal requirements in a specific fact situation.
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Dodd-Frank Wall Street Reform and Consumer Contacts
Protection Act to Significantly Impact Derivatives
Trading of Banks

The United States Congress has passed new financial reform legislation

entitled the Dodd-Frank Wall Street Reform and Consumer Protection

i i i i Daniel Wald
Act (Act). Title VII of the Act provides for sweeping reforms that include e thas

substantial regulation of the over-the-counter (OTC) derivatives market.
These new regulations could have a significant impact on banks that

participate in derivatives trading as part of their business. Banks that fit
within the Act’s definition of “swap dealer” or “major swap participant”
(MSP) would be subject to new requirements that could include:

registration, capital and margin, reporting and record-keeping, as well
as new business conduct standards. Participants in derivatives trades +l%9i;?7jﬂ
could also be required to clear many or all of their swaps through a central
clearing house. As a result of such changes, financial costs of derivatives
transactions could increase substantially. One study estimates that the
increased capital and liquidity requirements in the derivatives market
could increase derivatives participants’ collateral needs by hundreds of
billions of dollars?

Banks must, therefore, be aware of these new requirements and determine whether they
would be subject to the new requirements as either a swap dealer or major swap participant
or if they would be exempted pursuant to one of the definitional exclusions. The current
definitions and exclusions in the Act are far from a model of clarity. Through the upcoming
rulemaking process, the Commodity Futures Trading Commission (CFTC), the Securities
and Exchange Commission (SEC), and federal banking agencies will have to determine if

1 “US Companies May Face $1 Trillion in Additional Capital and Liquidity Requirements as a Result
of Financial Regulatory Reform, According to ISDA Research,” ISDA News Release, New York, NY,
June 29, 2010 at 1.

Financial Regulatory Reform: For Arnold & Porter’s latest resources on this topic including Advisories, upcoming
events, and publications, please visit Financial Regulatory Reform. Also visit our Financial Regulatory Chart, which
aggregates information on US government programs.
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the definitions of swap dealers and MSPs should be interpreted
in a broad or narrow fashion. It would be prudent for banks to
participate in the rulemaking process to help ensure that these
definitions are not unnecessarily expansive.

Another issue banks must consider is the “push out”
provision of the Act. As discussed in more detail below, the
push out provision would force banks to remove certain
types of derivatives activities from the bank and divest them
to their affiliates in order to maintain eligibility for federal
assistance including access to the federal discount window
and Federal Deposit Insurance Corporation insurance. This
requirement would likely increase the overall costs and
regulatory burdens associated with derivatives transactions.
The push out provision does provide for an exemption for
those products that are related to hedging the bank’s own
commercial risks. The CFTC and SEC will make the final
determination as to which products will be considered
legitimate hedging instruments and thus eligible to be traded
within the bank.

Swap Dealer Definition and its Potential
Implications for Banks

The Act defines a swap dealer as an entity that: (i) holds itself out
as a dealer in swaps; (i) makes a market in swaps; (iii) regularly
enters into swaps with counterparties; or (iv) is commonly
known in the trade as a dealer or market maker in swaps. The
CFTC and the SEC determination of the meaning of “holding
oneself out as a dealer in swaps” or “regularly entering into
swaps with counterparties,” will be critical in deciding whether
banks engaged in certain swaps business with customers
may be excluded. As noted above, the implications of being
considered a “swaps dealer” are significant. A dealer will be
subject to registration with the CFTC and possibly the SEC,
capital, and margin requirements on their swaps activities,
reporting, recordkeeping, and business conduct standards. A
dealer will also be subject to mandatory clearing and exchange
trading requirements.

The swap dealer definition provides a carve out for banks
that enter into a swap with a customer in connection with
originating a loan with the same customer. This carve out,
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depending on how it is interpreted by the agencies, may
provide certain banks and thrifts an exclusion from the swap
dealer definition for some of their traditional swap activities.
The exclusion from the swap dealer definition could then in
turn provide such banks and thrifts an exclusion from the
divestiture requirement discussed in more detail below. How
broadly this carve out will be interpreted, however, remains
very much in doubt.

Major Swap Participant Definition and its
Potential Implications for Banks

The Act defines an MSP as an entity, that is not a swap
dealer, and that: (i) maintains a “substantial position in
swaps” for any of the major swaps categories; (ii) whose
swaps create substantial counterparty exposure that could
have “serious adverse effects on the financial stability of the
United States banking system or financial markets;” or (iii) is
“highly leveraged relative to the amount of capital it holds.”
These terms and criteria are exceedingly vague and leave
room for much interpretation.

The CFTC and the SEC are also tasked with the
responsibility of determining which types of entities are
“highly leveraged” in the MSP context. Specifically, the
agencies will likely have to consider factors such as: the
types of positions the entities hold; the amount of leverage
the entities maintain in such positions; and the liquidity and
volatility of the entities positions.

The MSP definition in the Act provides for an exclusion for
positions that are held for hedging or mitigating commercial
risk. Itis possible, to the extent a bank’s swaps activities are
solely for the purpose of hedging banking risk (e.g., interest
rate swaps, credit swaps, etc.), that a bank may be permitted
to claim an exclusion from the definition of MSP. Again,
the rulemaking process by the agencies will be essential
in determining what types of banking activities will lead to
MSP requirements and whether potential exclusions may
be available.

Banks Divesting Certain Swaps Activities
One of the most contentious and important sections of the
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Act forces banks to move certain types of swaps activity
out of the bank and to their affiliates. Specifically, the Act
provides that banks would have to push out trading in
any products that are not related to “hedging and other
similar mitigating activities directly related to the insured
depository institution activities.” As a result, banks will
most likely be able retain operations in products such as
interest rate swaps and foreign exchange swaps, related
to the bank’s lending activities. By contrast, it is also likely
that banks would have to cease trading in products such as
un-cleared commaodities, most metals, energy swaps, and
agricultural products. Title VII permits depository institutions
up to 24 months after the Title’s enactment to comply with
the push out provisions and move their swaps activities to
their affiliates if necessary. Again, the CFTC and SEC will
be tasked with determining what types of activities and
products will be considered legitimate hedging and which
ones will be required to be divested. The bank affiliates
that house the non-hedging swaps activities will likely be
required to maintain their own capital and adhere to the
various regulatory requirements of the Act applicable to
swap dealers and MSPs.

Also of note, the swap push out section provides that banks
are not subject to the divestiture requirement if they are
simply MSPs and not swap dealers. This is further evidence
that the breadth of both the MSP and swap dealer definition
will have a significant impact on how banks will need to
structure their derivatives trading.

Banks Must be Proactive in the Rulemaking
Process

The new legislation of the OTC markets will substantially
change the costs associated with trading derivatives
products as well as regulatory requirements for participants
in OTC transactions. As discussed, the extent to which costs
and regulatory requirements will increase will depend on
how the CFTC, SEC and federal banking regulators decide
to interpret the new legislation. Rulemakings on most of the
provisions of Title VII are required to be released by the
agencies no later than 360 days after Title VII's enactment.
If the agencies determine to take an expansive approach in

drafting the rules many participants, including banks, may
be required to register with the CFTC or SEC to participate
actively in the derivatives market. The costs and ongoing
regulatory compliance associated with OTC trades will
also likely increase substantially for banks. Therefore,
banks would be advised to consider participating in the
rulemaking process to help ensure that agencies adopt a
reasonable and balanced approach to implementing these
new regulatory requirements.

Arnold & Porter is available to respond to questions raised by
recent or forthcoming legislation, or to help guide your business
towards legislative and regulatory solutions. We can assist in
determining how pending bills and regulations may affect your
business and industry. For further information, please contact
your Arnold & Porter attorney or:

Daniel Waldman
+1 202.942.5804
Dan.Waldman@aporter.com

Ahmad Hajj
+1 202.942.5717
Ahmad.Hajj@aporter.com

© 2010 Arnold & Porter LLP. This advisory is intended to
be a general summary of the law and does not constitute
legal advice. You should consult with counsel to determine
applicable legal requirements in a specific fact situation.
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New Financial Regulatory Reform Act: Has it Contacts
Materially Altered the Preemption Landscape for
Federally Chartered Institutions?

The final financial regulatory reform legislation, now named the Dodd-Frank Wall

Street Reform and Consumer Protection Act (Act), contains provisions specifically

. . . . . . . . i
addressing federal preemption of state law with respect to the provision of financial Aﬁpzalg'?fﬁ??':
services to consumers. With limited exceptions for “inconsistent” state laws, the +1202.942.5949

new federal consumer protection requirements and implementing regulations of the

planned Consumer Financial Protection Bureau (CFPB) will not preempt state law.
This construct is generally consistent with existing federal consumer protection law
in the financial services area: the “inconsistent” preemption trigger governs most
preemption under the Truth in Lending Act (TILA), Truth in Savings Act (TISA), and a

number of other federal financial services statutes aimed at protecting consumers. Howard N. Cayne
+1 202.942.5656

However, the Act not only establishes the “inconsistent” standard for its own new consumer
protection mandates, but also amends the National Bank Act (NBA), 12 U.S.C. § 21 et seq.,
and the Home Owners’ Loan Act (HOLA), 12 U.S.C. § 1461 et seq., through “clarifying”
standards for preemption of state law as applied to national banks and federal savings
banks. These standards, which are essentially those contained in the prior Senate version
of the legislation, in some respects narrow the circumstances under which the NBA and
the HOLA may be deemed to preempt state law as applied to national banks and federal
savings banks. Moreover, in a highly significant change, the Act eliminates those statutes’ John D. Hawke, Jr.
preemptive effect with respect to operating subsidiaries of those federally chartered +1202.942.5908
financial institutions. As a result, the circumstances under which national banks and federal
savings banks may offer consumer products and services on a uniform, nationwide platform
may be more limited and the costs of providing such services may be increased.

The provisions concerning preemption, like most of the CFPB-related provisions in the Act,
become effective no earlier than six months, and no later than 18 months (absent congressional
approval for an extension to 24 months) after the date the Act is signed into law.

Laurence J. Hutt
+1 213.243.4100

Financial Regulatory Reform: For Arnold & Porter’s latest resources on this topic including Advisories, upcoming
events, and publications, please visit Financial Regulatory Reform. Also visit our Financial Regulatory Chart, which
aggregates information on US government programs.
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Preemption of State Law by Federal
Consumer Protection Laws, Including the
Reform Act Itself

Under the new Act:

m  The Act’s substantive consumer protection requirements
(statutory and regulatory) will preempt only “inconsistent”
state laws, and only to the extent of the inconsistency.
State laws providing greater protection for consumers
are not deemed “inconsistent” for this purpose. The
CFPB will have the authority to make determinations
of whether a specific state law is “inconsistent” with the
new federal requirements.

m  Otherthan through amendments made to the Alternative
Mortgage Transaction Parity Actof 1982,12 U.S.C. § 3801
et seq., there is no change to the preemption standards
or preemptive effect of the existing federal “enumerated
consumer laws” (which include the TILA, the Equal Credit
Opportunity Act, the Real Estate Settlement Procedures
Act, the Home Mortgage Disclosure Act, the Electronic
Funds Protection Act, and the TISA, among others).

m  To accommodate the states, if a majority of states
adopt a resolution requesting a new or modified
consumer protection regulation, the CFPB will have to
propose such regulation, taking into account any views
expressed by the other federal banking regulators.

Clarification of Preemption Standards
Under the NBA and HOLA

The Act amends both the NBA and the HOLA to add
“clarifying” standards for preemption of “state consumer
financial laws.” As defined in the Act, a “state consumer
financial law” is a state law that “directly and specifically
regulates the manner, content, or terms and conditions of
any financial transaction...or any account related thereto,
with respect to a consumer.” This definition is somewhat
ambiguous in scope, but its focus on consumers indicates
that other state banking-related laws (bank registration
requirements, etc.) may continue to be preempted without
regard to the Act.
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As amended, the NBA and the HOLA will no longer
preempt state law as applied to state-chartered
subsidiaries and affiliates of national banks or federal
savings banks (unless such entities are themselves
national banks or federal savings banks). This is a
highly significant change in the law and effectively
reverses the holding of Watters v. Wachovia Bank,
N.A., 550 U.S. 1 (2007), in which the US Supreme
Court held that state law is preempted as applied to
an operating subsidiary of a national bank to the same
extent as it is preempted for the national bank itself.

With respect to national banks and federal savings banks
themselves, the NBA and HOLA (and their respective
implementing regulations) will be deemed to preempt
a state consumer financial law only if: (i) the state law
would have a discriminatory effect on a national bank
or federal savings bank in comparison with the effect
of the law on a bank chartered by that state; (ii) under
the legal standard for preemption articulated in Barnett
Bank v. Nelson, 517 U.S. 25 (1996), the application of the
state law would “prevent or significantly interfere with”
a national bank’s or federal savings bank’s exercise
of a federally granted power; or (iii) the state law is
preempted by another federal law.

A determination of preemption under these NBAand HOLA
standards may be made either by a court, or, subject to
certain procedural limitations, by the Comptroller of the
Currency (Comptroller).! In particular, the Comptroller’s
decisions must be made on a “case-by-case” basis; thus,
presumably, they must address the impact of the NBA or
the HOLA on a particular state consumer financial law
as applied to a particular national bank or federal savings
bank.

Importantly, these NBA and HOLA preemption standards
would not apply to any contract entered into by a national
bank, federal savings bank, or affiliate or subsidiary
thereof prior to the enactment of the legislation. The
scope of this preservation of the preexisting preemption

Only the Comptroller himself would have authority to make such
preemption determinations. That authority would “not be delegable
to another officer or employee.”
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standards is not entirely clear, but Congress’ apparent
intent is not to interfere with the expectations of the
parties to a contract with respect to the law applicable
to their agreement. It may be argued, therefore, that the
new preemption standards do not apply to any actions
taken by a national bank or federal savings bank in
connection with the performance of obligations or the
exercise of rights under credit card, deposit account,
and similar agreements made with customers prior to
the legislation’s enactment.

m  Importantly, the Act’s preemption provisions will not
affect the ability of any depository institution to “export”
the interest rates permissibly charged in the state
in which it is located to customers located in other
states. Thus, with respect to interest rates specifically,
federal law will continue to preempt the application to
a depository institution (subject to certain exceptions)
of usury laws of states other than the one in which the
institution is located.

Comptroller Determinations of Preemption

m  As noted, the Comptroller’s decisions on NBA and
HOLA preemption are to be made on a “case-by-case”
basis. However, there is some leeway in the Act for
broader determinations, if the Comptroller involves the
CFPB. Specifically, the Comptroller may, in making
a preemption finding regarding the state consumer
financial law of a particular state, also determine that
another state’s similar law is similarly preempted,
provided that the Comptroller (i) first consults with the
CFPB; and (ii) takes its views into consideration.

m  The Comptroller's authority to determine that a state
consumer financial law is preempted by the NBA or HOLA
is also limited by the requirement that there be “substantial
evidence, made on the record of the proceeding,”
supporting the finding of preemption under the Barnett
Bank preemption standard.

m Al preemption determinations of the Comptroller will
have to be published on a quarterly basis, and must be
reviewed periodically. The required reviews will involve a
notice-and-comment process which, for each preemption

New Financial Regulatory Reform Act: Has it Materially Altered the Preemption Landscape for Federally Chartered Institutions? | 3

determination, will occur within (i) the first five years after
issuance, and (ii) at least once during every subsequent
five-year period. The Comptroller will have to report
to Congress on whether, based on such reviews, the
Comptroller intends to continue, rescind, or propose to
amend any of the existing preemption determinations.

Preservation of State Enforcement

Authority

m  The Act authorizes state Attorneys General to bring civil
actions in the name of their states to enforce the Act’s
consumer protection mandates and the implementing
regulations of the CFPB.

m  State Attorneys General will have to consult with the CFPB
and the “prudential” (primary) regulator of an entity prior to
initiating any enforcement actions against such entity.

m  With respect to enforcement actions against national
banks and federal savings banks (but not other
institutions), state Attorneys General may not simply
allege a general violation of the Act but, rather, must
alleged a violation of a specific implementing requlation
promulgated by the CFPB.

m  Asafurtherlimitation on state actions against national banks
and federal savings banks, the Act preserves the Supreme
Court’s ruling in Cuomo v. Clearing House Association,
L.L.C., 129 S. Ct. 2710 (2009), that state Attorneys General
may sue national banks for violations of non-preempted
state law, but may not conduct examinations or pre-litigation
investigations of national banks. The Act extends this ruling
to cover federal savings banks as well.

Implications for National Banks and Federal
Savings Banks

Very likely, the most significant aspect of the above-described
changes for national banks and federal savings banks will be
the elimination of preemption under the NBA and the HOLA
for such institutions’ operating subsidiaries. This change may
prompt many national banks and federal savings banks to “roll
up” their operating subsidiaries to make them bank divisions,
rather than separate entities organized under state law. There
could be efficiency losses and operational costs associated
with such “roll-ups,” and those will need to be weighed against
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the efficiency and operational benefits of the nationwide
uniform regulation resulting from federal preemption of the
various states’ laws.

With respect to the substantive standards for preemption
under the NBA and the HOLA, the Act’s impact on national
banks will to some extent be limited by the fact that the
NBA amendments primarily codify existing precedent (i.e.,
Barnett Bank). For federal savings banks, however, which
arguably have enjoyed a broader scope of preemption than
is provided by the Barnett Bank “prevent or significantly
interfere” standard, the impact could be greater. Specifically,
federal savings banks have operated pursuant to a “field
preemption” standard under the preemption regulations of
the Office of Thrift Supervision (OTS), see e.g., 12 C.F.R. §§
557.11; 560.2(a), which permits a finding of preemption without
demonstrating a “conflict” between federal and state law.

The Act does not explicitly dictate any change to the current
preemption regulations of the Office of the Comptroller of
the Currency (OCC) under the NBA or the parallel OTS
preemption regulations under the HOLA. However, both
sets of regulations will need to be revisited to determine their
continued viability in light of the Act. Under those regulations,
certain types of state laws are categorically preempted, which
may be deemed inconsistent with the Act’s requirement that
the Comptroller’s preemption determinations be made on a
“case-by-case” basis. Further, the OTS regulations expressly
rely on the “field preemption” standard and thus would
appear to require revision at least to conform to the Barnett
Bank standard. An assessment of the continued viability of
OCC and OTS preemption regulations will be a key focus
for the agencies as they work on implementing the various
mandates of and changes to current law contained in the Act.
Of course, the political climate may influence the outcome
of this assessment.

On the litigation front, all financial institutions subject to the
Act’'s new consumer protection provisions, including but
not limited to national banks and federal savings banks,
can expect an increase in aggressive plaintiffs’ activities
and the advent of broader actions by state Attorneys
General. Defending against these actions on grounds of
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federal preemption will require both a solid understanding of
preexisting precedent and the analytical skill to demonstrate
that these “clarifying” tests for preemption are met.

* * *

Arnold & Porter LLP’s financial services litigation team is widely
recognized for its successful preemption challenges to state and
local enforcement actions against federally chartered financial
institutions. In a series of cases, the Arnold & Porter team,
including lawyers from the firm’s Washington, DC, New York,
and Los Angeles offices, has achieved major victories for national
banks, savings and loan institutions, and credit unions threatened
with overreaching state and local actions. The firm was recently
included in the National Law Journal’s 2010 “Appellate Hot List”
for its work in the financial services sector, highlighting its success
in the area of preemptive litigation for national banks. In addition,
members of our financial services team held senior positions with
the OCC, which will be required to implement these standards. We
would be pleased to assist with questions on these matters.

If you would like more information about any of the matters
discussed in this advisory, please contact your Arnold & Porter
attorney or:

A. Patrick Doyle
+1 212.715.1770
APatrick.Doyle@aporter.com

Howard N. Cayne
+1 202.942.5656
Howard.Cayne@aporter.com

John D. Hawke, Jr.
+1 202.942.5908
John.Hawke@aporter.com

Laurence J. Hutt
+1 213.243.4100
Laurence.Hutt@aporter.com

Nancy L. Perkins
+1 202.942.5065
Nancy.Perkins@aporter.com

Beth S. DeSimone
+1 202.942.5445
Beth.DeSimone@aporter.com

© 2010 Arnold & Porter LLP. This advisory is intended to be a
general summary of the law and does not constitute legal advice.
You should consult with counsel to determine applicable legal
requirements in a specific fact situation.
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The Dodd-Frank Act Establishes the Consumer Contacts
Financial Protection Bureau as the Primary Regulator
of Consumer Financial Products and Services

The passage of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (Act) will touch off a major reorganization in the federal

regulation of consumer financial products and services. The Act establishes B“fl” 2(2)-2"@(230;33”\/

the Consumer Financial Protection Bureau (CFPB) to serve as the primary
regulatory authority over consumer financial products, and nearly every

federal consumer financial protection statute. The CFPB will police activities
relating to financial products and services for unfair, deceptive, and abusive
acts or practices, and routinely examine large depository institutions, and

nondepository entities for compliance with federal consumer financial laws.

Although the impact of the CFPB is not completely clear, its existence Michas B e re sk

almost certainly will result in an increased focus on consumer protection

in the financial services industry and likely will create some uniformity

in supervision and enforcement between depository and nondepository
participants. The identity of the first Director of the CFPB (Director) will help
to define the direction and tone of the CFPB’s expressed powers.

Creation of the CFPB Robert M. Clark
The CFPB will be established and housed within the Federal Reserve System, but LR b
operate as an autonomous agency. The Board of Governors of the Federal Reserve
System (Federal Reserve) will fund the CFPB from the earnings of the Federal Reserve
System. The Federal Reserve, however, will have no authority over officers of the CFPB,
and will be unable to approve or reject the CFPB’s rules or orders.

Director. The CFPB will be headed by a single director appointed for a five-year term by the
President of the United States, with the consent of the US Senate. The Director will have
a large concentration of regulatory power. For example, he or she will be able to annually Beth S. DeSimone
determine the amount of Federal Reserve funding that will be “reasonably necessary” i BURAZERE

Financial Regulatory Reform: For Arnold & Porter’s latest resources on this topic including Advisories, upcoming
events, and publications, please visit Financial Regulatory Reform. Also visit our Financial Regulatory Chart, which
aggregates information on US government programs.

arnoldporter.com

Financial Regulatory Chart

60


http://www.arnoldporter.com/resources/documents/FinancialRegulatoryChart.pdf
http://arnoldporter.com/
http://www.arnoldporter.com/practices.cfm?u=FinancialRegulatoryReform&action=view_sub&id=891&parent_id=476
http://www.arnoldporter.com/resources/documents/FinancialRegulatoryChart.pdf
http://www.arnoldporter.com/professionals.cfm?action=view&id=854
http://www.arnoldporter.com/professionals.cfm?action=view&id=78
http://www.arnoldporter.com/professionals.cfm?action=view&id=4946
http://www.arnoldporter.com/professionals.cfm?action=view&id=23

ARNOLD & PORTER LLP

COMMITMENT | EXCELLENCE | INNOVATION

in a given year, limited only by an annual funding cap.! The
Director will be responsible for executing the CFPB’s purpose
of implementing and enforcing consumer financial laws on
behalf of consumers, and according to the Act, on behalf of
“fair, transparent, and competitive” markets. The Director
will also serve as a voting member of the Financial Stability
Oversight Council (FSOC), the umbrella authority created
by the Act to monitor the systemic health of the US financial
markets. Until the Director is formally appointed, the Secretary
of the Department of the Treasury (Treasury Secretary) will
serve as the interim head of the CFPB.

Designated Transfer Date. The Treasury Secretary, also
will determine, not later than 60 days after the enactment of
the Act, the date upon which the CFPB will be transferred
authority from other regulators. This “designated transfer
date” must be between six months and one year from the
enactment of the Act.? Although the CFPB will be a new
agency, it will be created through the merging of several
existing consumer financial regulatory departments. The
Federal Reserve, the Office of Thrift Supervision (OTS), the
Federal Deposit Insurance Corporation (FDIC), the Office of
the Comptroller of the Currency (OCC), the National Credit
Union Administration (NCUA), and the US Department of
Housing and Urban Development (HUD) will all transfer
consumer financial protection powers, and employees, from
their agencies to the CFPB.

Scope of the CFPB’s Authority

The CFPB will become the administrator for the “federal
consumer financial laws,” which include nearly every existing
federal consumer financial statute, as well as new consumer
financial protection mandates prescribed by the Act, such
as the new mortgage loan standards set forth in Title XIV.
The “enumerated consumer laws” transferred to the CFPB’s
authority include:

m  The Alternative Mortgage Transaction Parity Act of
1982;

m  The Consumer Leasing Act of 1976;

1 Thisfunding cap escalates from 10 percent of the Federal Reserve’s
operating expenses to 12 percent by 2012.

2 The Treasury Secretary is authorized to request an extension which
may not exceed 18 months after the enactment of the Act.

m  The Electronic Fund Transfer Act;

m  The Equal Credit Opportunity Act (ECOA);
m  The Fair Credit Billing Act;

m  The Fair Credit Reporting Act;

m  The Home Owners Protection Act of 1998;
m  The Fair Debt Collection Practices Act;

m  Subsections (b) through (f) of section 43 of the Federal
Deposit Insurance Act, requiring disclosure when a
depository institution lacks federal deposit insurance;

m  Sections 502 through 509 of the Gramm-Leach-Bliley
Act, protecting the disclosure of nonpublic personal
information;

m  The Home Mortgage Disclosure Act of 1975;

m  The Home Ownership and Equity Protection Act of
1994,

m  The Real Estate Settlement Procedures Act of 1974
(RESPA);

m  The S.A.F.E. Mortgage Licensing Act of 2008;
m  The Truth in Lending Act (TILA);
m  The Truth in Savings Act;

m  Section 626 of the Omnibus Appropriations Act, 2009,
mandating a rulemaking on unfair and deceptive
mortgage lending practices; and

m  The Interstate Land Sales Full Disclosure Act.

CFPB’s Relationship with the Federal Trade Commission.
Notably, the Act preserves the authority of the Federal Trade
Commission (FTC) to enforce the Federal Trade Commission
Act (FTC Act) against nondepository entities engaged in
financial activities. The FTC will transfer the authorities to
prescribe rules, issue guidelines, conduct studies, and issue
reports under any enumerated consumer law to the CFPB,
while retaining all of its remaining consumer protection
authorities. The CFPB and the FTC must negotiate an
agreement for coordinating enforcement actions against
nondepository entities, which must include procedures for
notice between the agencies prior to the initiation of a civil
action against such entities. The CFPB and the FTC also must
negotiate an agreement to coordinate FTC rulemakings on
unfair and deceptive acts or practices, with CFPB rulemakings
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on unfair, deceptive, and abusive acts or practices (discussed
below), to the extent both rulemakings apply to nondepository
entities. The rulemaking agreement must include consultation
between the agencies prior to a rulemaking, in order to avoid
duplication of or conflict between the agencies’ rules. Thus
it is expected that the FTC will continue its historic role of
enforcement against false and misleading marketing practices
of nondepository entities, in coordination with the CFPB.

Fair Lending Limitations. The CFPB will have no authority
to administer the Fair Housing Act, which will remain under
the jurisdiction of HUD. Thus, despite the fair lending and
antidiscrimination similarities between ECOA and the
Fair Housing Act, the two statutes will be administered by
different agencies.

Covered Persons. The CFPB will regulate, as covered
persons, anyone who engages in offering or providing a
consumer financial product or service. Service providers to
covered persons, and affiliates of a covered person acting
as a service provider, are also under the regulatory authority
of the CFPB. A covered person broadly includes those
engaged in the following consumer financial activities:

m Extending consumer credit and servicing loans;

m Extending or brokering leases of property that
are the functional equivalent of purchase finance
arrangements;>

m  Providing real estate settlement services (other than
appraisal of real or personal property);

m  Engaging in deposit-taking activities, transmitting or
exchanging funds, or acting as a custodian of consumer
funds;

m  Selling, providing, or issuing stored value or payment
instruments, unless the seller does not exercise
substantial control over the terms and conditions of
the stored value;

m  Providing check cashing, check collection, or check
guaranty services;

3 Covered leasing activities must be on a non-operating basis, with an
initial term of at least 90 days, and for leases involving real property,
the transaction must be intended to result in the ownership of the
real property.

m  Providing payments or other financial data processing
products or services to a consumer by any technological
means;

m  Providing individual financial advisory services to
consumers, including credit counseling or debt
management;*

m  Maintaining or providing consumer credit information to
make a decision regarding the offering of a consumer
financial product or service;

m  Collecting debt related to any consumer financial
product or service; and

m  Offering any other financial product that is permissible
for a bank or financial holding company to offer where
the CFPB determines such activity will likely have a
material impact on consumers.

Exclusions. While the scope of the CFPB’s authority is
very broad, there are numerous parties who are specifically
excluded from coverage. Most of these exclusions only
apply to the extent that the parties are not engaged in
offering a consumer financial product or service, or are
not separately subject to an enumerated consumer law.
Excluded parties include:

m  Merchants, retailers, and sellers of nonfinancial goods
or services;

m  Motor vehicle dealers® (except for motor vehicle dealers
who provide mortgages, or who extend retail credit
directly to consumers without assigning that credit to
a third party);

m  Persons regulated by the Securities and Exchange
Commission, Commodity Futures Trading Commission,
or state securities commissions;

m  Persons regulated by a state insurance regulator;

m  Persons regulated by the Farm Credit Administration;
m  Real estate agents, brokers, and appraisers;

m  Manufactured home retailers;

®  Accountants;

4 This covered activity does not include newspaper and magazine
publications, when they publish general market information.

5  Motor vehicle dealers will rem