
 

 
 

 

 
#34747937 v6 

Lucky No. 13: Volcker Rule FAQ #13 And Other Related Developments As They Apply To 
Foreign Funds 

By Timothy R. McTaggart, Todd W. Betke, and PJ Hoffman 
 
 

The Volcker Rule was enacted into law as Section 619 of the Dodd-Frank Wall Street 
Reform and Consumer Protection Act of 2010 (“Dodd-Frank Act”). The Volcker Rule generally 
prohibits banking entities1 and their affiliates from engaging in proprietary trading and acquiring 
or retaining any equity, partnership, or other ownership interest in a “covered fund.” The ban on 
investing in and owning “covered funds” exempts certain types of funds, under specified 
conditions, and permits de minimis  investment in any such funds.2  
 

The initial Volcker Rule regulations were proposed on October 11, 2011 and on 
December 10, 2013, the Board of Governors of the Federal Reserve System (FRB), Office of the 
Comptroller of the Currency (OCC), Federal Deposit Insurance Corporation (FDIC), the 
Securities and Exchange Commission (SEC) and the Commodity Futures Trading Commission 
(CFTC) (collectively, the “Agencies”) adopted final regulations implementing the Volcker Rule. 
The regulations provided for a two-year conformance period but the FRB extended the 
conformance period an additional year to July 21, 2015.  Under a separate extension, banking 
entities will have additional time to divest their ownership interests in or otherwise conform their 
activities with respect to legacy covered fund positions and foreign funds that were acquired 
before December 31, 2013. However, the proprietary trading restrictions are subject to the July 
21, 2015 deadline as would be any other nonconforming investment acquired after the Dec. 31, 
2013 grandfather date. 
 

A covered fund is a hedge fund or private equity fund characterized by being: 1) an issuer 
that would be an “investment company” under the Investment Company Act of 1940 (1940 Act) 
but for Section 3(c)(1) or Section 3(c)(7) of the 1940 Act;3 2) a commodity pool that is exempt 
from the Commodity Exchange Act because its participation units are not publicly offered and 

                                                 
1 Under the Volcker Rule, a banking entity is defined as: 1) any insured depository institution; 2) any company that 

controls an insured depository institution (i.e., bank holding companies and thrift holding companies); 3) any company that is 
treated as a banking holding company under the International Banking Act of 1978 (i.e., foreign banks that have a U.S. branch, 
agency or commercial lending subsidiary); and 4) any affiliate or subsidiary of any of the foregoing entities. A banking entity 
does not include: 1) a hedge fund or private equity fund; 2) a portfolio company held by a financial holding company under its 
merchant banking powers; 3) a portfolio company controlled by a small business investment company so long as the portfolio 
company is not itself an insured depository institution, a bank holding company, savings and loan company, or Foreign Banking 
Organization (“FBO”); or 4) the FDIC acting as a conservator or receiver. 

2 Banking entities, subject to certain limitations, are permitted to make and retain de minimis investments in covered 
funds, which are subject to both a cap on the amount that can be invested in each fund, and a cap on the aggregate amount that 
can be invested by the banking entity in all such funds. The per fund cap must not exceed 3 percent of the total number or value 
of the outstanding ownership interests of the fund. The aggregate cap must not exceed 3 percent of the tier 1 capital of the 
banking entity. 

3 Section 3(c)(1) exempts from the definition of “investment company” funds whose securities are sold privately to not 
more than 100 purchasers. Section 3(c)(7) exempts from the definition of “investment company” funds whose securities are sold 
privately only to “qualified purchasers”. 
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are owned by “qualified eligible persons”; or 3) an entity organized outside the United States and 
the ownership interests of which are offered and sold solely outside the United States, which 
entity is controlled by a U.S. banking entity and which foreign entity raised money from 
investors primarily for the purpose of investing in securities for resale or to otherwise trade in 
securities. In addition, the rule specifically excludes a number of activities and products from the 
definition of “covered fund”.4  
 

The Volcker Rule defines “sponsoring” a fund as: serving as a general partner, managing 
member, or trustee of a fund; selecting or controlling  a majority of the directors, trustees, or 
management of a fund; or sharing the same name of the banking organization or any affiliate or a 
similar name with the fund. However, subject to certain conditions related to customers, 
investment is permitted in covered funds involved in certain underwriting, market making-
related activities, and risk-mitigating hedging activities. 

 
There are three different types of permissible foreign fund investments for foreign 

banking organizations (“FBOs”): foreign public funds, foreign non-covered funds, and funds that 
qualify for an exemption based upon the fact that they are organized solely outside the United 
States (the “SOTUS Exemption”). The first type of permissible foreign fund investment for 
FBOs are investments in foreign public funds. FBOs can invest in funds that are organized or 
established outside the United States, which are authorized to offer and sell retail ownership 
interests to investors in their home jurisdiction and which sell ownership interests in unrestricted 
and legally compliant public offerings outside the United States. Such foreign public funds do 
not fall within the definition of “covered funds.” For a banking entity that is located in the United 
States or that is controlled by a U.S. banking entity, and any issuer it sponsors, investment in 
such foreign public funds is permitted only if ownership interests are sold predominantly to 
persons other than the sponsoring banking entity, the issuer, and their respective affiliates, 
directors and employees. 
 

The second permissible foreign fund investment for FBOs relies on a specific exemption 
from the definition of “covered funds” and is referred to as a “foreign non-covered fund.” The 
following conditions must apply to qualify for the foreign non-covered fund exemption: 

 
• The investor/sponsor of the fund may not be a U.S. banking entity or controlled by a U.S. 

banking entity; 

                                                 
4 The exclusions include the following: 1) foreign public funds; 2) wholly-owned subsidiaries of the banking 

entity; 3) certain joint ventures between the banking entity and one or more unaffiliated persons; 4) acquisition vehicles 
formed for the purpose of engaging in a merger or acquisition transaction and which exist only for such period as is 
necessary to effectuate the transaction; 5) certain foreign pension or retirement funds; 6) insurance company separate 
accounts; 7) separate accounts used solely to purchase bank-owned life insurance; 8) certain entities that issue asset-
backed securities in connection with loan securitizations; 9) certain entities that issue asset-backed commercial paper; 10) 
certain entities owning pools of loans or other assets for the benefit of holders of covered bonds; 11) Small Business 
Investment Companies licensed by the U.S. Small Business Administration and certain public welfare investment funds; 
12) registered investment companies, exempted investment companies and business development companies; 13) entities 
formed by or on behalf of the FDIC in its capacity as a conservator or receiver; and 14) such other excluded issuers as the 
Federal banking agencies, the SEC and the CFTC jointly determine. 
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• The fund must be organized outside the US and have a majority of its business outside the U.S.; 
• The fund must make investment/sponsorship decisions outside the U.S. through an entity located 

and organized outside the U.S.—i.e., decision-making personnel must be outside the U.S. 
o back office and administrative functions can be in the U.S.; 
o investment advice can be given from the U.S 
o U.S.-based entity can offer and sell the interests—but only to non-U.S. persons 

• Fund interests may be offered and sold only in an offering that does not target U.S. persons 
(including secondary trades, multi-tier funds, and Parallel Funds); 

• Fund investment/sponsorship (including any related hedging) cannot be booked or accounted for 
in a U.S. entity (including in any U.S. branch/agency); 

• No financing of any fund investment/sponsorship may be provided by a U.S. affiliate (including 
any U.S. branch/agency). 

 
Finally, the third permissible foreign fund investment for FBOs is in funds that rely on 

the SOTUS Exemption. The Volcker Rule exempts FBOs, and their affiliates, from the 
prohibition against investment in and sponsorship of covered funds to the extent the activities of 
such funds are conducted solely outside the United States. This is the SOTUS Exemption for 
FBOs and under the Volcker rule is subject to the following requirements: 

 
• The covered fund is not organized under U.S. law or controlled directly or indirectly by a U.S. 

banking entity; 
• The covered fund is not located in the U.S.; 
• The covered fund conducts a majority of its business outside the U.S.;  
• Ownership interests in the covered fund in which the FBO invests have been sold only in an 

offering that does not target residents of the United States;  
• All of the investments or sponsorship decisions involve personnel located outside the U.S.; and 
• The investments or sponsorships are not booked or financed through U.S. branches or affiliates. 

 
After the Volcker Rule regulations were finalized, the industry contemplated how to 

structure funds so that they complied with the SOTUS exemption in the Volcker Rule, especially 
the requirement that the ownership interests in the covered fund in which the FBO invests have 
been sold only in an offering that does not target residents of the United States;. This led to the 
Parallel Fund Structure. The proposed arrangement for the Parallel Fund Structure is one 
contemplated by the Consensus Interpretation of the Implementation of Parallel Fund Structures 
under the Volcker Rule (May 1, 2014) (the “Consensus Interpretation”), a legal memorandum 
issued by 15 major U.S. law firms.  The Consensus Interpretation took the position that non-U.S. 
banking entities can invest in certain parallel foreign funds alongside “covered funds” and that 
such parallel investments do not violate the Volcker Rule.  Specifically, the Consensus 
Interpretation indicated that non-U.S. banking entities should be permitted to invest in such 
Parallel Funds provided that: “1) the Parallel Funds are organized as separate legal entities and 
have separate sets of investors; and 2) the offering documents or other similar materials provided 
to investors in the Parallel Fund include a disclosure that the Parallel Fund is being offered 
exclusively to non-U.S. persons.”   
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In a welcome surprise, on February 27, 2015, The Volcker Working Group5 released 
FAQ #136 which included their interpretation of part of the SOTUS Exemption. The SOTUS 
Exception includes the “marketing restriction”, which requires that, “no ownership interest in 
such hedge fund or private equity fund is offered for sale or sold to a resident of the United 
States.” FAQ #13 concluded that the Marketing Restriction applies only to the activities of a 
foreign banking entity that is seeking to rely on the SOTUS covered fund exemption, and does 
not get extended to the activities of any person offering for sale or selling ownership interests in 
the covered fund, including in the United States. As it was interpreted through FAQ #13, the 
Marketing Restriction constrains the foreign banking entity in connection with its own activities 
with respect to the offering of covered funds in the U.S. rather than the activities of unaffiliated 
third parties. Therefore, a foreign banking entity (including its affiliates) that participates in an 
offer of sale of covered fund interests to a resident of the United States cannot rely on the 
SOTUS Exemption with respect to that covered fund. In addition, where a banking entity 
sponsors or serves, directly or indirectly, as the investment manager, investment advisor, 
commodity pool operator or commodity trading advisor to a covered fund, that banking entity 
will be viewed by the agencies as participating in any offer or sale by the covered fund of 
ownership interests in the covered fund including in the U.S.7 In that case, the foreign banking 
entity would not qualify for the SOTUS Exemption. This change in interpretation of the SOTUS 
Exception removed much of the motivation for the Parallel Fund Structure.   

 
After the release of FAQ #13, there was still a separate open interpretive question under 

the Volcker Rule regarding the application of the definition of “banking entity” to certain foreign 
fund structures, specifically, when FBOs invest in Parallel Funds and the Parallel Funds falls 
under the definition of banking entities.  As mentioned above, a banking entity is defined as: 1) 
any insured depository institution; 2) any company that controls an insured depository 
                                                 

5 The FRB , CFTC, FDIC, OCC, and SEC have formed an interagency working group to address and coordinate 
responses to help ensure consistent application to key supervisory issues that arise under the final regulations of the 
Volcker Rule. Each of the agencies have designated staff to work specifically on Volcker Rule issues. They have issued 
only a small amount of guidance in the form of FAQ’s the most recent of which is FAQ #13. 

6 Volcker Rule FAQs are available on the agencies’ websites, including the Federal Reserve Board website at 
http://www.federalreserve.gov/bankinforeg/volcker-rule/faq.htm. Around the same time as the release of FAQ #13, the 
SEC released a speech by Commissioner Kara Stein. The Volcker Rule: Observations on Systemic Resiliency, 
Competition, and Implementation (Feb. 9, 2015), available at http://www.sec.gov/news/speech/volcker-rule-observations-
on-systemic-resiliencycompetition.html. In the speech, Commissioner Stein made several suggestions for the ongoing 
functioning of the interagency interpretive process. In particular, Commissioner Stein suggested that the interagency 
Volcker Rule Working Group consider “establishing a deadline, such as 60 days, for indicating whether a question 
regarding the Volcker Rule will be answered or not, and then have a deadline for answering it.” She also suggested that the 
agencies provide additional clarity and transparency around the types of questions that are being presented to the working 
group. We have yet to see any movement to implement these suggested changes at this time.  

7 Neither FAQ #13 nor the Volcker Rule expressly define terms investment manager, investment advisor, 
commodity pool operator or commodity trading advisor. However, the Volcker Rule was promulgated pursuant to the 
Dodd-Frank Act, and that the Dodd-Frank Act itself provides that 1) the term “investment adviser” has the same meaning 
as in Section 202 of the Investment Advisers Act of 1940 (the “Advisers Act”);  and 2) the terms “commodity pool 
operator” and “commodity trading advisor” have the same meanings as in Section 1a of the Commodity Exchange Act. 
Although these definitions are far from definitive, we believe that the U.S. bank regulatory authorities are likely to 
consider these definitions  as one source of guidance in determining the meaning of these terms for FAQ #13, although 
they may also consider other factors under the circumstances that pertain to a “functional” definition of these terms.   

http://www.federalreserve.gov/bankinforeg/volcker-rule/faq.htm
http://www.sec.gov/news/speech/volcker-rule-observations-on-systemic-resiliencycompetition.html
http://www.sec.gov/news/speech/volcker-rule-observations-on-systemic-resiliencycompetition.html
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institution; 3) any company that is treated as a bank holding company for purposes of section 8 
of the IBA; and 4) “any affiliate or subsidiary” of any entity in the foregoing three categories. 
The definition of a banking entity also specifically excludes covered funds, however the 
definition of banking entity includes “foreign non-covered funds.”  

 
Notably, the term “affiliate” used in the banking entity definition is defined under the 

Volcker Rule regulations as having the same meaning as under the BHC Act. The BHC Act, in 
turn, defines “affiliate” as “any company that controls, is controlled by, or is under common 
control with another company.”  The BHC Act’s concept of control is broad and states that a 
company has control over another company if the company owns, controls, or has the power to 
vote at least 25% of the other company’s voting securities.  

 
With that background in mind, if a banking entity were to own at least 25% of another 

entity, that second entity would be an affiliate of the banking entity.  By being an affiliate of the 
banking entity, the affiliated entity should itself become a banking entity under the fourth 
category of the Volcker Rule’s banking entity definition, i.e. “any affiliate or subsidiary of a 
bank or bank holding company.” Once the fund is considered a banking entity, it is therefore 
subject to the Volcker Rule restrictions on investments in covered funds and the limitations or 
proprietary trading. In effect, this restriction destroys the purpose of setting up the Parallel Fund 
Structure in order to escape the restrictions of the Volcker Rule on banking entities.  

 
On June 12, 2015, The Volcker Working Group  released FAQ #14 which included their 

interpretation of how the final rule applies to foreign public funds sponsored by a banking entity. 
The scope of FAQ #14 only applies to foreign public funds and does not address the Agencies’ 
interpretation of how the final rule applies to SOTUS and foreign non-covered funds sponsored 
by a banking entity. According to FAQ #14, The Volcker Working Group’s interpretation is that 
foreign public funds controlled by banking entities under the BHC Act standards as a result of 
management, contractual or other governance arrangements will not be viewed as banking 
entities or have their activities attributed, for purposes of the Volker Rule, to a banking entity 
sponsor.  However, this FAQ does not provide a solution to the problem regarding control 
arising out of ownership of a foreign public fund’s shares. In order to take advantage of this 
FAQ, banking entities may not own or control 25% of the voting shares of the fund.  

 
FAQ #14, is helpful in providing relief to some foreign public funds, but it does not 

propose to solve outstanding remaining issues regarding control that could arise from ownership 
situations under which a banking entity could hold 25% or more of the voting shares of a foreign 
public fund and therefore the fund would still be deemed a banking entity.  

 
While FAQ #14 closes some doors, it does not address other similar open interpretive 

questions with respect to SOTUS and foreign non-covered funds including whether FAQ #14 is 
to be extended to private funds.  One view is that FAQ #14 is to be narrowly construed only to 
affect foreign public funds.  Unless the Agencies provide further clarification regarding the scope 
of FAQ #14, it remains an open question whether the same reasoning would be applied in 
instances of foreign private funds.  There does not appear to be any distinguishing characteristics 
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of private funds that would lead the Agencies to develop a different control standard for private 
funds versus public funds so, by analogy, if not by express application, it is possible that FAQ 
#14 will have an impact.  

 
If the FAQ #14 does extend to private funds, any fund which has a controlling bank 

investor which owns or controls 25% of more of the voting shares of the fund, would be deemed 
a banking entity under the Volcker Rule, because it would be an affiliate of the controlling bank 
investor. 
 

Additionally, we continue to monitor the efforts by the agencies to create a level playing 
field between the U.S. banking entities and the FBOs as it relates to the “Trading Outside the 
United States” or “TOTUS” exemption. For example, the proposed rules issued on October 
2011, discouraged the use of U.S. market infrastructure for payment, settlement, and clearing of 
financial transactions, limiting the ability of FBOs to use those options for non-U.S. transactions. 
The Final Rule resolved some of those issues but imposed additional hurdles for FBOs seeking 
to rely on the “TOTUS” exemption. Significantly, the availability of the TOTUS exemption 
continues to depend on the physical location of FBO personnel involved in a trade as opposed to 
where the trade is booked. FBOs must ensure that they raise funding for proprietary trading 
outside of the U.S. and document the non-U.S. source. 
 
 In conclusion, the effects of the Volcker Rule are very significant. The Volcker Rule will 
likely be one of the legacy aspects of the Dodd-Frank Act. Besides the many issues discussed 
above, there is still uncertainty about what and when additional guidance will be issued, how the 
industry will respond to that guidance, and how the agencies will supervise and enforce the 
Volcker Rule for domestic and FBOs.  
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

August 11, 2015 


