December 13, 2016

Volcker Rule
Federal Reserve Issues Policy Statement Regarding Volcker Rule
Conformance Period Extensions for “Illiquid Funds”
Yesterday afternoon, the Board of Governors of the Federal Reserve System (the “Federal Reserve”)
issued a statement of policy (the “Policy Statement”) and a related supervisory letter (the “Supervisory
Letter”) regarding the extended conformance period available for legacy “illiquid funds” under Section 13
of the Bank Holding Company Act of 1956, commonly known as the “Volcker Rule.” Citing the legislative
history of the Volcker Rule, which “indicates that Congress intended to permit an extended transition
period for illiquid funds to minimize market disruptions,” the Policy Statement notes that the Federal
Reserve “expects that the illiquid funds of banking entities will generally qualify for extensions” of up to an
additional five years beyond the current conformance deadline for covered funds (i.e., July 21, 2022) and
outlines a “simplified and streamlined process” for requesting an extended transition period. Critically, the
Policy Statement and accompanying Supervisory Letter address a key concern that was raised by
banking entities in response to the Federal Reserve’s final rule implementing the Volcker Rule
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conformance period (the “Final Conformance Rule”), clarifying that a banking entity is not required “to
exercise a regulatory-out provision or otherwise seek consent from third parties (such as the general
partner or other investors in the fund) to terminate an investment in an illiquid fund in order to qualify for
the extended transition period.”
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Banking entities may have a variety of illiquid fund investments. Based on the discussion in the Policy
Statement, it would seem that extensions will be available for illiquid funds sponsored by a banking entity,
investments in illiquid funds sponsored by third parties, and for investments made by a banking entity’s
employees in sponsored illiquid funds.
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Requests for an extended transition period (“Extension Requests”) should be supported by information
allowing the Federal Reserve to confirm that each fund is a qualifying legacy illiquid fund that will either
expire or be sold within the requested extension period.

In addition, an Extension Request should

include:


A list or simple chart of the illiquid funds;



A short description of the illiquid fund, including its investment strategy and its investments, as
well as other details about the banking entity’s ownership, exposure and relationship to the fund;



A description of the banking entity’s “specific efforts” to bring its illiquid funds into conformance;



A certification from the General Counsel or Chief Compliance Officer of the sponsoring or
3
investing entity that each fund qualifies as an “illiquid fund,” and



The length of the requested extension of the conformance period and the plan for divesting or
conforming each illiquid fund prior to the end of the requested extension period.

The Supervisory Letter further notes that the Federal Reserve may, on a case-by-case basis, require a
banking entity to provide a progress report on fund sales, maturities or other conformance efforts as
appropriate at any time during the period that the banking entity continues to hold illiquid funds in reliance
on an extension.
The Federal Reserve has delegated authority to grant (but not deny) Extension Requests to the
applicable Federal Reserve Bank, in consultation with Federal Reserve staff.

The Federal Reserve

Banks may approve Extension Requests if specified criteria are met, including that:


the Extension Request relates only to illiquid funds,



no significant issues have been identified with the banking entity’s Volcker Rule compliance
program,



the primary federal agency responsible for Volcker Rule compliance by the banking entity that
invests in or sponsors the illiquid fund (other than the Federal Reserve) does not object to the
extension, and



the banking entity has made “meaningful progress” towards conforming the majority of its
investments in covered funds (including funds other than illiquid funds) and provides “supporting
information” (e.g., “specific bids that have been sought and other specific [conformance] actions
taken”).

The Policy Statement notes that Extension Requests may not be granted “in certain cases—for example,
where the banking entity has not demonstrated meaningful progress to conform or divest its illiquid funds,
has a deficient compliance program under the Volcker Rule, or where the [Federal Reserve] has
concerns about evasion.” The Policy Statement acknowledges the difficulties banking entities face in
attempting to sell investments in illiquid funds in the secondary market, such as the deep discounts to net
asset value demanded by buyers, broad indemnification terms sought by funds and their sponsors and
advisers, and other “commercially unreasonable” terms that banking entities would have been forced to
accept in order to divest their investments. The references to these difficulties suggest that the Federal
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Reserve would not view banking entities as having failed to make “meaningful progress” solely on the
basis that they did not accept such terms.
Banking entities will be required to submit Extension Requests to the appropriate Federal Reserve Bank
by January 21, 2017. Notably, the Policy Statement indicates the Federal Reserve or applicable Federal
Reserve Bank anticipates acting upon Extension Requests within 30 days of the Federal Reserve’s
receipt of the complete Extension Request. This is significantly shorter than the 90-day period provided
in the Final Conformance Rule. In addition, if the banking entity that sponsors or invests in the illiquid
fund is supervised primarily by another federal banking agency, the Securities and Exchange
Commission or the Commodity Futures Trading Commission, the top-tier banking entity should also
provide a copy of the Extension Request to such agency for the subsidiary banking entity and, in order for
the Federal Reserve Bank to approve the Extension Request, that agency must not have objected.
A copy of the Policy Statement is attached as Appendix A, and a copy of the Supervisory Letter is
attached as Appendix B.
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ENDNOTES
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See 12 C.F.R. § 225.181. Please see our Memorandum to Clients, dated February 11, 2011,
“Federal Reserve Adopts Final Rule Implementing Volcker Rule Conformance Periods.”

2

“Regulatory out” provisions generally refer to contractual rights that permit a fund investor to
terminate its commitment to a fund or transfer its investment if complying with its commitment or
continuing to hold its investment would result in a violation of applicable laws or regulations. The
Final Conformance Rule provided that if a banking entity could terminate its contractual obligation
in an illiquid fund as a result of a regulatory-out provision, then the banking entity would not
qualify for the extended conformance period for such illiquid fund.

3

Under the Final Conformance Rule, “illiquid fund” is defined as “a hedge fund or private equity
fund that: (1) [a]s of May 1, 2010, (i) [w]as principally invested in illiquid assets; or (ii) [w]as
invested in, and contractually committed to principally invest in, illiquid assets; and (2) [m]akes all
investments pursuant to, and consistent with, an investment strategy to principally invest in illiquid
assets.” 12 C.F.R. § 225.180(f). An illiquid fund is “principally invested” in illiquid assets if at
least 75% of the fund’s total assets on a consolidated basis are illiquid assets or risk-mitigating
hedges relating to such illiquid assets. An illiquid fund is “contractually committed to principally
invest” in illiquid assets, if the fund’s organizational documents or offering documents provide for
the fund to be principally invested in illiquid assets at all times other than during limited temporary
periods. An illiquid fund has an “investment strategy to principally invest” in illiquid assets if the
fund either: (i) markets or holds itself out to investors as intending to principally invest in illiquid
assets; or (ii) has a documented investment policy of principally investing in illiquid assets. See
12 C.F.R. § 225.180(i).
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