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The Volcker Rule – Impact and Implications for Passage 

BY KEVIN L. PETRASIC  

Despite what appears to be general Congressional resistance, late last week the Administration sent to 
Capitol Hill the text of its so-called “Volcker Rule,” named after its principal benefactor, former Federal 
Reserve Board (“FRB”) Chairman Paul Volcker.1 The rule addresses two important issues the 
Administration perceives with respect to continuing risks to the nation’s banking system – banking 
conglomerates that are too big to fail and the conduct of certain securities activities by banking 
organizations. The proposed amendment to the Bank Holding Company Act (“BHCA”),2 sent to the 
Senate Banking Committee (“SBC”) for consideration in connection with its current regulatory reform 
efforts, would: 

1. Prohibit proprietary trading by banks and bank holding companies (“BHCs”), but permit 
trading in otherwise approved U.S. obligations or other instruments, including those issued by 
Fannie Mae and Freddie Mac; 

2. Prohibit a bank or BHC from sponsoring or investing in hedge funds or private equity funds, 
except Small Business Investment Companies and certain other investments designed to 
promote the public welfare; 

3. Increase capital requirements and impose additional quantitative limits for FRB-regulated 
nonbank financial companies that engage in proprietary trading and/or sponsor and invest in 
hedge funds and private equity funds; and  

4. Prevent a bank, BHC, financial holding company, FRB-supervised nonbank financial company, 
or foreign bank or company treated as a BHC from merging with or acquiring the assets or 
control of another company if the transaction would cause the acquirer to exceed 10 percent 
of the aggregate consolidated liabilities of all such financial companies as of the end of the 
preceding calendar year. 

At this point, it appears that the Volcker Rule will continue to face stiff resistance from some Members 
of the SBC and, as a result, will have a difficult road to inclusion in a SBC draft that is due out any 
day. While the prospects for enactment for the Volcker Rule in its current form are dim, it is 
instructive to examine what it would – and would not – do if enacted as proposed by the 
Administration. 

The broadest impact of the proposal would be to limit the ability of banking organizations and other 
financial companies to grow by merger or acquisition above certain size thresholds (i.e., 10 percent of 
aggregate consolidated industry liabilities as of the end of the preceding year).3 While the rationale 
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behind this aspect of the proposal is evident – preventing financial firms from getting too big to fail – 
the Federal Deposit Insurance Act (“FDIA”) already includes a cap on banking organizations exceeding 
10 percent of nationwide insured deposits via a merger or acquisition.4 The Volcker Rule goes further, 
however, getting at the concern with non-deposit liability growth and, in effect, closes what some may 
view as a limitation to the nationwide deposit growth cap. Consistent with the rationale behind 
formation of a systemic risk regulator, the Administration favors this additional bright-line “too big too 
fail” restriction. 

Perhaps the most controversial aspect of the Volcker Rule is its restriction on proprietary trading by 
banks and BHCs. Coupled with the prohibition on a bank or BHC sponsoring or investing in hedge 
funds or private equity funds, this is the modern equivalent of the post-Depression era restriction on 
mixing commercial and investment banking activities. Controversy aside, the actual reach of this 
aspect of the proposal is generally limited to a handful of investment banking organizations with 
commercial banks in their structure. The impact of the proprietary trading restriction and investment 
bar on these firms, however, could be quite significant, requiring a painful restructuring of existing 
operations.  

To that end, considerable questions remain regarding what benefit, if any, the proposal would have 
had in preventing the recent financial crisis. As was evident in a SBC hearing last month,5 the general 
view is that the rule would not have done much to address the primary issues that instigated the crisis 
– an overheated real estate market fueled by lax underwriting standards and unchecked demand for 
securitized mortgage products. Nor would the rule even get at the secondary reasons for the crisis; in 
particular, lending to financial firms most exposed to the breakdown in the housing and securitization 
markets, and excessive risk taking by other firms in certain financial derivative products. 

In addition to the ongoing controversy and general uneasiness of a rule that could significantly impact 
a few major financial players, there are questions about what are the real implications – specifically, 
what is “proprietary trading,” how to make the call, how far to take the limitation on sponsoring and 
investing in hedge funds and private equity funds, and how broadly to construe the exceptions to the 
rule. These questions provide considerable latitude and require a considerable degree of judgment by 
the regulators tasked with making these decisions. Add to the mix a fractured and unclear 
Congressional intent, as well as a relatively narrow focus relative to the many other issues being 
pressed upon the regulators, and what could emerge is a potentially volatile regulatory process that 
does more harm than good both to the agencies preparing the regulation and the financial firms 
perceived as the targets of that process. Regardless of the underlying merits of the Volcker Rule, 
certainly all can agree that there is relatively little agreement about where to end up on its most 
controversial aspects. 

All this suggests that if the Volcker Rule is enacted, either intact or a portion thereof, the legislation 
must include a clear and unambiguous statement of Congressional intent and the policies the 
regulators are being tasked with interpreting and implementing. Failing to do so could set up a 
protracted regulatory process that produces marginal policy gains with significant potential downside. 
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Paul Hastings’ Global Banking and Financial Institutions practice will continue to monitor this and other 
critical regulatory reform issues in the weeks and months ahead.  If you have any questions 
concerning these developing issues, please do not hesitate to contact any of the following Paul 
Hastings lawyers:

Atlanta 
 
Chris Daniel 
404-815-2217 
chrisdaniel@paulhastings.com 
 
Erica Berg Brennan 
404-815-2294 
ericaberg@paulhastings.com 

Washington, D.C. 
 
V. Gerard Comizio 
202-551-1272 
vgerardcomizio@paulhastings.com 
 
Lawrence D. Kaplan 
202-551-1829 
lawrencekaplan@paulhastings.com 
 
Kevin L. Petrasic 
202-551-1896 
kevinpetrasic@paulhastings.com 

 

 
1 The proposal was forwarded to the Senate Banking Committee on March 4, 2010. 

2 The amendment would add new sections 13 and 13a to the BHCA.  

3 Notably, the proposed amendment would not prevent a financial company from exceeding the subject 10 percent 
threshold through internal growth of the organization. 

4 Interestingly, the FDIA restriction applies to a bank acquiring or merging with another bank, but does not include a 
merger or acquisition with a thrift. 

5 See “Implications of the ‘Volcker Rules’ for Financial Stability," Senate Banking Committee (February 4, 2010). 
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