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INTRODUCTION
The final version of the Volcker rule is not just 
a compliance issue . Adherence to the new 
rule will require massive efforts across many 
banking organizations, affecting front-office 
sales and trading, operations, technology as 
well as compliance, legal and internal audit 
departments .

Moreover, with other regulations coming into 
force during the next two years, the Volcker rule 
may push senior managers of the largest banks 
towards a tipping point regarding the viability 
of certain businesses amid the higher costs of 
compliance . This may be particularly the case for 
foreign banks operating in the U .S ., as well as 
smaller and mid-sized banks who find the costs 
of compliance prohibitive .

The 978-page document is daunting in the 
sweep of new procedures, documentation, 
record-keeping, metrics, reporting, compensation 
agreements, independent testing, and finally, 
senior management attestation, that banks 
will have to provide to regulators . The rule 
will not come into force until July 2015, a late 
postponement that was greeted with relief by 
many . But tasks for banks, particularly the largest, 
between now and then will require significant 
investment and effort .

As financial firms begin to address the complex 
statute over the next year, the question is 
whether such fine-tuned oversight will mitigate 
the risks associated with proprietary trading or 
simply drive legitimate activities into different 
corners of the financial universe . From an 
international perspective, there is also the 
prospect of market fragmentation, as foreign 
institutions reassess their global footprint .

This report will highlight some areas of greatest 
concern, and where banks will need to expend 
considerable resources to meet the July 2015 

effective date . It will also attempt a preliminary 
glimpse of how regulators might seek to enforce 
the new rules, a challenge that observers say 
goes beyond anything the various agencies have 
yet faced .

METRICS REPORTING: A FRONT-TO-BACK 
SYSTEM OVERHAUL
The distinction between proprietary trading and 
market-making was always one of the thorniest 
issues facing regulators . Former Federal Reserve 
Chairman Paul Volcker, the conceptual architect 
of the rule, borrowed Justice Potter Stewart’s 
maxim on obscenity – “you know when you see it” 
– to argue that proprietary trading was something 
that every banker could easily identify . But the 
deep-seated concern across the five agencies 
charged with devising the final rule was that 
banks would find ingenious ways to circumvent or 
game the system, and sneak in proprietary bets 
under the guise of serving their customers .

In the end, the regulators stuck closely to their 
initial proposal, and argued that banks could 
engage in market-making activities, provided 
they did not exceed, “on an ongoing basis, the 
reasonably expected near term demands” of 
their customers . 

How should one determine what is reasonable? 
The final rule states reasonableness should be 
based on:

1) The liquidity, maturity, and depth of the market 
for the relevant types of financial instruments; 
and 

2) Demonstrable analysis of historical customer 
demand, current inventory of financial 
instruments, and market and other factors 
regarding the amount, types, and risks, of or 
associated with financial instruments in which the 
trading desk makes a market, including through 
block trades .
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To that end, after intense industry pressure to reduce the initial 17 reportable metrics that banks 
would need to provide, the agencies agreed on seven measures that must be tracked daily and 
reported monthly, if a bank is above a certain size . They are:

• Risk and Position Limits and Usage

• Risk Factor Sensitivities

• Value-At-Risk and Stress VaR 

• Comprehensive Profit-and-Loss Attribution

• Inventory Turnover

• Inventory Aging

• Customer-Facing Trade Ratio 

Below is a timeline for compliance and metrics reporting by bank size:

BANK SIZE 

TIMELINE

30 JUNE 
2014

21 JULY 
2015

30 APRIL 
2016

31 DECEMBER 
2016

Trading Assets + Trading Liabilities are 
greater or equal to $50bn & Total 
Consolidated Assets are greater or equal 
to $50bn

• •
Trading Assets + Trading Liabilities are 
between $25bn to $50bn & Total 
Consolidated Assets are greater or equal 
to $25bn

• • •
Trading Assets + Trading Liabilities are 
between $10bn to $25bn & Total 
Consolidated Assets are greater or equal 
to $10bn

• • •
Trading Assets + Trading Liabilities  are 
less than $10bn & Total Consolidated 
Assets are greater or equal to $10bn • •

•
Standard compliance requirements
Enhanced compliance requirements
Quantitative metrics

••
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The largest banks already have most of these 
measures at hand, but there will nonetheless be 
an intense period of technology programming to 
capture the data on a daily basis . Importantly, the 
rule specifies that the metrics need to be captured 
at the “desk level” instead of business unit, which 
is the way most banks are currently organized . 
This change from the proposed rule complicates 
matters significantly and will require greater 
investment in reporting and data capture .

In addition, the way in which the metrics are 
calculated may vary from desk-to-desk (e .g . 
risk sensitivity vs . comprehensive profit and loss 
attribution) . As such, some metrics will need to 
be standardized across desks in order to provide 
a consistent view to bank examiners .

In the end, more attention will also have to be 
paid to how the metrics are presented, given 
that they were initially designed primarily for 
internal consumption and will now be shared 
with regulators .

RISK-MITIGATING HEDGING
The requirements related to hedging were 
clearly influenced by JPMorgan’s $6 billion 
“London Whale” trading losses in a unit 
established to hedge risks . While not naming the 
institution specifically, one can see JPMorgan’s 
imprint in the following regulatory language:

“These limits and requirements are designed to 
prevent the type of activity conducted by banking 
entities in the past that involved taking large 
positions using novel strategies to attempt to 
profit from potential effects of general economic 
or market developments and thereby potentially 
offset the general effects of those events on the 
revenues or profits of the banking entity .”

In one sense, the requirements on hedging were 
less onerous than some had feared . There had 
been concern, for example, that each individual 
hedge by a trader across a range of positions 
and portfolios would need to be justified and 
monitored . In the end, the agencies accepted 
that such a “best hedge” approach would be 
impractical .

But what is defined as portfolio hedging still 
remains foggy in the final rule, an ambiguity 
that was noted in comments by Scott Alvarez, 
general counsel of the Federal Reserve:

“The rule allows aggregated positions to be 
hedged . That may fit some people’s opinions of 
portfolio hedging, but that is a narrower thing 
than the general view people have of portfolio 
hedging,” at the open meeting of the Federal 
Reserve to discuss the final rule .

Where banks could face added complexity and 
work in meeting the hedging rules is in the area 
of “contemporaneous hedging,” essentially 
ensuring that once a hedge is in place it is 
monitored continuously and new hedges are put 
in place should the initial position begin to lose 
money .

Where banks once would hold on to losing 
positions with the expectation that the market 
would eventually turn in their favor, this type 
of strategy might come under greater scrutiny, 
prompting trading desks to close out positions 
more quickly . The perception of losses being 
tied to a possible proprietary bet will be one that 
trading desks will want to avoid .
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Infrastructure demands in 
meeting Volcker rule 
requirements

In meeting the numerous 
controls and quantitative metric 
requirements of the Volcker rule, 
banks may need to revisit their 
current processes across trading 
desks and operational units .  In 
order to distinguish between 
market-making and proprietary 
activities, as well as capture 
metrics such as inventory 
turnover and profit and loss 
attribution, greater emphasis will 
need to be placed on:

•   Front-office trading and sales 
systems to capture daily 
turnover across asset classes, 
including derivatives .

•   Enhanced data quality across 
businesses and trading desks, 
allowing for a standardized 
approach in aggregating 
information and metrics and 
reducing errors and 
operational remediation .

•   Greater automation in 
capturing required metrics on 
trading activities and less use 
of manual processes . There 
will be a need to move away 
from customized desk tools, 
such as spreadsheets, and 
develop cross-business and 
cross-desk applications .

•   Aggregated reporting and 
documentation of trading 
activities, both for internal 
compliance monitoring as well 
as bank examinations .

COMPLIANCE REQUIREMENTS – ALL 
ORGANIZATIONAL UNITS WILL BE INVOLVED
What might seem like yet another compliance 
issue on the surface, the Volcker rule will 
require an all hands on deck effort for banks, 
particularly the largest, which will face a near 
front-to-back overhaul of their trade monitoring 
activities .

For smaller banks there is some relief compared 
with the proposed rule . Perhaps one way to 
understand the requirements of the final rule 
and how it affects banks of different sizes is 
to split the statute into three versions:  Light, 
Standard, and Enhanced .

(1)   Light:  Banks that do not engage in 
proprietary trading or covered fund activities 
do not need to establish a compliance 
program, but those with assets of $10 billion 
or less that do can satisfy the regulation by 
including appropriate references to their 
existing policies and procedures .

(2)   Standard: Banks with between $10 billion 
and $50 billion in total assets, but exempt 
from having to report the quantitative 
metrics noted earlier, will have to develop 
a compliance program that includes the 
following: 

•   Written policies and procedures to 
describe, monitor and limit trading 
activities

•   Internal control systems designed to 
monitor compliance

•   Management framework that clearly 
delineates responsibility and accountability

•   Independent testing and auditing of 
compliance effectiveness

•   Training of trading staff and management 
in compliance enforcement

•   Recordkeeping to demonstrate compliance
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(3)   Enhanced:  Banks that are required to report 
quantitative metrics and have $50 billion or 
more in assets, must have, in addition to the 
requirements of the standard program, a 
CEO certification (see Exhibit 1) of compliance 
programs as well as the following:

•   Policies and procedures governing trading 
desks, including instruments and risk levels

•   Descriptions of risk management processes

•   Internal controls to monitor and enforce 
risk limits

•   Policies and procedures on hedging 
instruments and strategies

•   Analytics and quantitative measurement 
of trading activities, including back-testing

•   Compliance monitoring of the rule and 
documentation on exemptions

•   Remediation of violations

What emerges from the depths of the rule 
is that nearly all organizational units will be 
involved in complying with the rule . For the 
front-office there is accountability in terms of 
trading desks, instruments and staff . For risk 
management, new requirements and metrics, 
such as back-testing, will expand their scope . 
Compliance will have added burdens in terms 
of monitoring trading desks, as well as raising 
the red flag should certain trades be seen as 
crossing the line . Human resources will have 
new requirements regarding evaluations and 
compensation for traders, and internal audit 
will be charged with testing and “independent 
assessments .” Technology and operations will 
have its hands full in capturing required metrics 
on a daily basis and reporting to agencies, 
and senior management will have to add the 
“attestation” requirement to the current list of 
regulatory sign-offs .

Exhibit 1 - CEO attestation: sub-certification 
process

FOREIGN BANKS GET A SLIGHT REPRIEVE
Foreign banks operating in the U .S . will face many 
of the same compliance challenges and costs as 
their U .S . competitors in meeting the demands 
of the Volcker rule, but certain parts of the initial 
proposal that were deemed excessive have been 
softened under the final rule .

The requirement to shed any proprietary trading 
business remains the same, and here, like their 
U .S . counterparts, foreign banking organizations 
(FBOs) will need to ensure that they 
demonstrate their market-making activities in 
the U .S . do not include any proprietary activities . 

In the run up to the final vote on the Volcker rule, 
foreign bankers and European regulators cited 
several areas where they had concerns over how 
the initial proposal was structured, including 
the definition of activities conducted “solely 
outside of the United States,” and the lack of an 
exemption in trading foreign sovereign debt .

While the proposed rule provided an exemption 
for FBOs to engage in proprietary trading solely 

While not as daunting as initially feared, the 
actual attestation by the CEO will likely 
require numerous sub-level certifications by 
businesses, a process analogous to what 
banks endured during the initial Sarbanes-
Oxley implementation . This will be an 
additional burden on many units within the 
bank, including individual trading desks and 
their managers, as well compliance staff 
assigned with oversight of these desks and 
businesses . 

How such a sub-certification process is 
structured will be a whole separate project 
that brings in many of the firm’s key 
stakeholders .
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outside the U .S ., the term was not explained and 
critics complained that it could be implemented 
more broadly than intended . Under the final 
statute, a transaction is seen satisfying the 
exemption for transactions “solely outside of the 
United States” if the following conditions are met:

•   The specific banking entity engaging as 
principal in the purchase or sale is not located 
in the U .S . or organized under the laws of the 
U .S . or of any state, and such banking entity is 
not owned or controlled, directly or indirectly, 
by any U .S . entity;

•   The banking entity that makes the decision 
to purchase or sell as principal is not located 
in the U .S . or organized under the laws of the 
U .S . or of any state;

•   The purchase is not accounted for as principal 
directly or on a consolidated basis by any 
branch or affiliate that is located in the U .S . or 
organized under the laws of the U .S .; 

•   No financing for the banking entity’s purchase 
or sale is provided, directly or indirectly, by any 
branch or affiliate that is located in the U .S . or 
organized under the laws of the U .S . or of any 
state; and

•   The purchase or sale is not conducted “with or 
through” any U .S . entity .

Regarding foreign debt obligations, the 
regulatory agencies also bowed to critics, now 
allowing FBOs to engage in proprietary trading 
not only in U .S . government securities, but also 
the sovereign debt of their home countries . For 
example, a large French bank operating in New 
York can trade French government bonds on a 
proprietary basis, but not German Bunds, or the 
securities of any other foreign sovereign . It can 
still, of course, make a market in German Bunds, 
but in the course of fulfilling customer demand 
for such securities it will have to abide by the 
same rules that U .S . institutions are under in 
their market-making businesses .

Another area of concern was a prohibition on 
acquiring or retaining an ownership interest in, 
or sponsoring, a private equity or hedge fund, 
and restrictions on certain transactions with 
a private equity or hedge fund if the banking 
entity or any of its affiliates serves as the fund’s 
sponsor, investment adviser, or investment 
manager .

The final rule creates an exemption for foreign 
public funds, or those issuers organized or 
established outside the U .S . and authorized 
to offer and sell ownership interests on a retail 
basis in their home jurisdiction . In addition, 
the exemption requires the funds to sell such 
interests through one or more public offerings 
outside the U .S .

The scope of the Volcker Rule will impact nearly 
150 top-tier foreign banking organizations 
headquartered in more than 50 countries 
outside the U .S ., and every one of their affiliates, 
wherever located .

For European institutions, who at home will face 
their own domestic regulations on “ring fencing” 
retail from investment banking operations, the 
Volcker rule is an added layer of complexity that 
will drive up the costs of doing business globally . 
As such, a strategic review of U .S . operations 
might conclude the need to significantly scale 
back market making businesses, and devote 
resources to other regions . The same cost drivers 
might apply to Asian banks operating in the U .S ., 
with the end result being a more fragmented 
global market for both market making and 
proprietary trading .

CHALLENGES TO THE RULE: CDOS AND CLOS
Challenges already have been made to certain 
parts of the rule . Specifically, community banks 
say they are disproportionately affected by their 
collateralized debt obligation (CDO) holdings 
in what are known as “trust preferred securities 
(TruPS)” CDOs .  The banks say the rule will cost 
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them $600 million in losses because they would 
have to sell off their holdings . Legislators in 
Congress have introduced a measure to amend 
the statute and allow community banks to 
maintain their investments . 

Another area under scrutiny is investments in 
collateralized loan obligations (CLOs) . The Volcker 
rule requires banks to divest their holdings of 
CLO notes because they include rights to replace 
managers of the deals from which they originate .  
Bankers argue that such investments do not 
amount to prohibited equity investments and 
have asked regulators for clarification .

ENFORCEMENT: HOW TOUGH WILL THE 
REGULATORS BE?
There are broadly two schools of thought on 
enforcement of the Volcker rule . One view is that 
the many complexities and nuances involved, 
and heavy emphasis on self-policing, will lead 
to an evolutionary approach by the agencies 
charged with enforcement . Under this scenario, 
regulators will not be quick to fine banks that 
engage in proprietary trading, and will opt 
instead for a more consultative engagement that 
gives both banks and agencies opportunities to 
learn where the boundaries are .

Another view simply looks at the more 
aggressive nature of enforcement that has 
emerged over the past year and concludes 
there is no reason to believe things will change . 
Regulators will continue to take a “shoot now, 
and ask questions later” approach, looking to 
penalize banks once they have crossed the line .

One caveat to the latter view might be the 
following: this is new terrain for regulators, 
and the complexities and potential grey areas 
over what constitutes market making versus 
proprietary trading might give the agencies 
reason to pause before bringing down the 
gauntlet . Unlike regulations that have been tried 

and tested over many years, the Volcker rule 
presents as many challenges for regulators as it 
does for banks, both in terms of learning as well 
as resources . 

To that extent, speculation has emerged over 
who the lead enforcer might be . When the final 
rule was announced in December 2013, Federal 
Reserve Governor Daniel Tarullo, the central 
bank’s point person on banking regulation, said 
the Federal Reserve “will have a somewhat 
lesser role in this implementation process” 
because it is not the primary supervisor of the 
bank subsidiaries that engage in activities 
covered by the rule .

The comment did not go unnoticed by industry 
experts . Some argue that while the Office of the 
Comptroller of the Currency (OCC) will naturally 
be a key enforcer given that the Volcker rule falls 
under the Bank Holding Company Act (BHA), 
some suggest that the Securities and Exchange 
Commission (SEC) might be the most visible 
given its longstanding expertise in monitoring 
trading activities at bank broker dealers .

Five agencies were part of the final rulemaking 
process: the Federal Reserve, Federal Depository 
Insurance Corporation (FDIC), OCC, SEC, and 
the Commodities Futures Trading Commission 
(CFTC) . With the Federal Reserve taking a less 
hands on role and the CFTC hampered to some 
extent by the fact that the rule is written under 
the BHA, leaves the FDIC, OCC and SEC as the 
prime agencies for enforcement .

Of the three, observers point to the OCC and SEC 
as lead candidates, with some tipping the balance 
to the SEC despite a relative lack of resources on 
the ground versus the banking agency .

The OCC currently has a large number of bank 
examiners permanently housed within some of 
the largest U .S . institutions, giving them a front-
row seat on the market-making businesses that 
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will be under intense scrutiny . 

While SEC Chair Mary Jo White emphasized the 
need for regulatory cooperation in enforcing 
the rule in her formal comments, fellow 
Commissioner, Luis Aguilar, emphasized how 
the BHA authorized the SEC to order any “entity 
subject to its jurisdiction to terminate activities 
or investments that violate or function as an 
evasion of Section 13 of the Act .” In addition, he 
noted that nothing in the final rule “limits the 
existing authority of the SEC .”

The CFTC, meanwhile, remains somewhat of the 
lone stepchild, under-resourced and in leadership 
transition, with former Treasury official, Timothy 
Massad, taking over the reins from outgoing 
Chairman Gary Gensler, who spearheaded the 
agency’s rise in stature and influence .

Whether the SEC surfaces as the lead enforcer or 
not, nearly all observers agree that what banks 
want most is a consistent and unified approach 
towards enforcement . Inconsistencies and 
divergent interpretations over what constitutes 
a legitimate hedge versus a proprietary bet will 
only make the task of compliance and ongoing 
monitoring that much more difficult .

CONCLUSION: COULD THE BIG GETTER 
BIGGER?
There is a growing consensus that the multiple 
demands regulators are placing on banks – 
increased capital demands, higher liquidity 
coverage ratios, and now the Volcker rule – will 
lead some to exit certain businesses, finding the 
costs prohibitive relative to the returns . If carried 
to its logical conclusion, the rising cost base will 
gradually lead to a strategic realignment that 
pushes many of the more risk-taking activities into 
the non-bank, or shadow banking sector, leaving 
larger institutions with pared-down market 
making presences . There is some initial evidence 
on that front, but whether we witness a sizeable 

industry restructuring remains to be seen .

An alternative, minority view argues the 
following: the largest banks are the ones who 
are best able to withstand the regulatory 
onslaught, and that the new business model, 
which includes a substantial regulatory cost 
component, can only be absorbed by those firms 
that have significant economies of scale . An 
observation that many industry critics make is 
that since the 2008 crisis the largest U .S . banks 
have actually grown in size, taking worries over 
“too-big-to-fail” to new heights . These industry 
giants have also absorbed multi-billion dollar 
fines for past sins, with little apparent effect on 
their share prices or board frustration . 

At some point, the argument goes, the level of 
fines and misdeeds by the largest institutions 
will abate, and the resulting compliance cost 
structure will put those banks in the driver seat . 
Between now and then, smaller and medium-
sized institutions will look to consolidate or at a 
minimum shed their capital intensive businesses, 
leaving the bigger fish to accumulate market 
share in key sectors of the industry . 

Many have spoken of the unintended 
consequences of regulatory reform, but it would 
be a strange irony indeed if the dynamics at work 
made the industry less competitive, with the 
largest banks emerging stronger than ever . The 
Volcker rule may at the end of the day be a tipping 
point in terms of who can withstand the burdens 
of regulatory compliance and eventually prosper .
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