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DISCLAIMER

This summary is for informational purposes only and is not intended to be legal advice. Transmission is
not intended to create, and receipt does not establish, an attorney-client relationship. Legal advice of any
nature should be sought from legal counsel.

TO ENSURE COMPLIANCE WITH REQUIREMENTS IMPOSED BY U.S. TREASURY REGULATIONS,
HAYNES AND BOONE, LLP INFORMS YOU THAT ANY U.S. TAX ADVICE CONTAINED IN THIS
COMMUNICATION (INCLUDING ANY ATTACHMENTS) WAS NOT INTENDED OR WRITTEN TO BE
USED, AND CANNOT BE USED, FOR THE PURPOSE OF: (I) AVOIDING PENALTIES UNDER THE
INTERNAL REVENUE CODE; OR (ll) PROMOTING, MARKETING OR RECOMMENDING TO
ANOTHER PARTY ANY TRANSACTION OR MATTER ADDRESSED HEREIN.
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INTRODUCTION

“No one will know until this is actually in place how it works. But we believe we’ve done

something that has been needed for a long time. It took a crisis to bring us to the point where we

could actually get this job done.”

Sen. Christopher J. Dodd, on June 25, 2010, shortly after the Conference approved the bill in the wee

hours of the morning after more than 20 hours of debate.

President Barack Obama is poised to sign H.R. 4173, the “Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010” in the next few days (the “Act’), which is the result of a long process of heated,
political debate over what steps the United States should take to prevent future financial crises similar to
the “Great Recession”. The current economic crisis began in the fall of 2007, resulting in the near
collapse of the global financial system in the fall of 2008, followed by a global credit crisis. The crisis is
widely reported to be the worst since the Great Depression in the 1930s.

Everyone agreed that changes had to be made to the regulatory structure of our financial system to fix
problems that contributed to the crisis, but few people agreed on the specifics. While the Act can be
considered as a major legislative victory for the Obama Administration, it is not a perfect piece of
legislation, in part because it does not solve all of the problems — for example, the Act essentially ignores
the conservatorship of both Fannie Mae and Freddie Mac and postpones their resolution to the future.
The Act, however, represents what is politically possible in Washington, DC in 2010 to address the

financial crisis through changes to our regulatory structure.

The Act addresses the following major topics, including:

Creation of a systemic risk regulator;
Establishment of an orderly liquidation process to resolve systemic institutions;

Restructuring the regulation of banks, thrifts and their holding companies as well as certain
nonbank financial companies;

Increased regulation of private equity and hedge funds;

Creation of a Federal insurance regulatory regime;

Regulation of derivatives and swaps transactions;

Improvement to regulation of securities, investor protections and corporate governance;
Creation of an independent consumer financial protection regulator;

Increased transparency and oversight over the Federal Reserve System and various emergency
programs;

Reform of the mortgage origination process; and

Various issues, such as payment system risks, access to financial institutions, deficit reduction
tied to financial crisis programs and various disclosure requirements for certain public companies.
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Shortly after the President took office, the Administration expressed its goals for financial reform in a
white paper published by the Treasury Department on June 17, 2009 entitled, “A New Foundation:
Rebuilding Financial Supervision and Regulation”. Congressional leaders told the White House that they
would pass financial reform legislation before the end of the year. The U.S. House of Representatives
passed a bill, H.R. 4173, on December 11, 2009 on a surprisingly close vote of 223-202.

Senator Dodd split the bill into major topics and assigned one Democrat and one Republican to negotiate
a bipartisan compromise on each key topic. Despite some progress in negotiating a bipartisan
compromise, Senator Dodd became impatient with the progress of the Financial Reform bill and
introduced his own version of the bill on March 15, 2010. To speed the progress of the bill to the Senate
floor, the Senate Banking Committee approved the bill on a straight party line vote after only 20 minutes
of debate on March 22, 2010. While on the Senate floor, the cloture vote to limit debate ultimately passed
the Senate on a 60-40 vote and the Senate bill (S. 3217) was passed on May 20, 2010 with a vote of 59-
39.

The House-Senate Conference Committee convened on June 10, 2010 and met for several weeks to
resolve the differences between the House and Senate versions of the bill. The goal of the Conference
Committee was to get the bill approved and on the President’s desk by July 4, 2010. In an effort to meet
that deadline, the Conference Committee met over several days, including for more than 20 hours starting
on June 24, 2010, and approved the Conference Report on a straight party line vote around 5:00 a.m. on
June 25, 2010.

In a rare event, the Conference reconvened on June 29, 2010 to make changes to the “pay-for” language
in the bill in order to address the objections of some Republican Senators. The House then approved
H.R. 4173 on June 30, 2010 by a vote of 237-192. However, the Senate was unable to secure the 60
votes needed to invoke cloture and prevent a filibuster. After the July 4th recess, three Republican
Senators confirmed that they would vote in favor of cloture, which gave the Democratic leadership the 60
votes they needed. On July 15, 2010, the Senate voted to invoke cloture by a vote of 60-38 and
approved H.R. 4173 by a vote of 60-39.

Many of the provisions of the Act require implementing rules and include requirements for studies, a
process which is unlikely to be finalized for several years. In some cases, the agencies charged with
issuing the rules do not exist yet. Accordingly, it will be important to pay close attention to the rulemaking
process as it goes forward.

The intent of this memorandum is to provide a broad overview of the various provisions of the Act, to
demonstrate how those provisions will impact different business sectors, and to shed light on
opportunities and risks that the Act may present. We hope that this memorandum is helpful and that you
find the information useful. Please contact your Haynes and Boone, LLP attorney for additional
information on any of the material or topics contained in the materials. The names, e-mail addresses and
phone numbers of the attorneys who prepared the materials are listed in each Title for your convenience.

© 2010 Haynes and Boone, LLP Introduction 5
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FINANCIAL STABILITY OVERSIGHT COUNCIL:
Title | - Financial Stability Act of 2010

Prepared by:

Michael Halloran michael.halloran@haynesboone.com 202.654.4567
Scott Benfield scott.benfield@haynesboone.com 202.654.4516
Overview

Title | of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Act’) establishes two
new Federal entities, the Financial Stability Oversight Council (the “Council’) which is charged with
identifying and responding to emerging risks throughout the financial system, and the Office of Financial
Research (the “OFR”) within the Department of Treasury to support the Council, promote financial
transparency by collecting and publishing financial data and conducting economic studies and analysis.
Title | also significantly enhances the authority of the Federal Reserve Board to supervise and regulate
nonbank financial companies and certain bank holding companies.

SUBTITLE A — Creation of Financial Stability Oversight Council

Subtitle A establishes the Council, which is comprised of ten voting members from Federal departments
and agencies having oversight of financial companies, including the Secretary of the Treasury (the
“Secretary”) (serving as Chairperson of the Council), Chairman of the Federal Reserve Board (the
“‘Board’), Comptroller of the Currency, Director of the newly created Bureau of Consumer Financial
Protection, Chairman of the Securities and Exchange Commission, Chairperson of the Federal Deposit
Insurance Corporation, Chairperson of the Commodity Futures Trading Commission, Director of the
Federal Housing Finance Agency and one independent member with insurance expertise appointed by
the President and confirmed by the Senate (serving a six year term). In addition to these voting
members, the Council is also comprised of five non-voting members from various Federal and State
finance agencies and who will serve a two year term. The Council’s determinations generally require a
majority vote, however, some actions, including designations of companies as systemically important,
require a 2/3rds vote (including an affirmative vote from the Secretary).

Purpose and Duties of the Council

The Council is tasked with identifying risks to the financial stability of the United States markets arising
from the distress or failure of large interconnected bank holding companies and all nonbank financial
companies that it determines should be supervised by the Board.

Title | defines a “nonbank financial company” as a company that is predominantly engaged in financial
activities. A company is considered to be “predominantly engaged in financial activities” if 85 percent
or more of the company’s assets are related to or derived from, or annual gross revenue is derived from,
activities that are financial in nature (think AlG). The definition of “financial in nature” is the same as that
used in Section 4(k) of the Bank Holding Company Act of 1956 (the “BHCA”).

A “bank holding company’ is defined by reference to the definition in Section 2 of the BHCA, namely, as
any company which has control over any bank or over any company that is or becomes a bank holding
company. For purposes of the BHCA, “control’ is defined by: (i) the company having directly or indirectly
control, or having the power to vote 25 percent or more of any class of voting securities of the bank or

© 2010 Haynes and Boone, LLP Title | 6
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company; (ii) the company controlling the election of a majority of the directors or trustees of the bank or
company; or (iii) the Board determines that the company directly or indirectly exercises a controlling
influence over the management or policies of the bank or company.

The Council is also required to promote market discipline (i.e., eliminate “moral hazards”) by eliminating
the expectation by shareholders, creditors and counterparties to nonbank financial companies and large
bank holding companies that the Government will shield them from loss in the event of such distress or
failure. The Council is also tasked with responding to emerging threats to the stability of the United
States financial system.

In order to fulfill these objectives, Title | requires the Council to:

) Collect information from Federal and State financial regulatory agencies and direct the OFR to
collect information from bank holding companies and nonbank financial companies to assess the
risks to the United States financial system;

. Monitor the financial services marketplace in order to identify potential threats to the financial
stability of the United States;

. Monitor the domestic and international financial regulatory developments and to advise Congress
on ways to enhance the stability of the United States financial markets;

. Facilitate information sharing among Federal and State financial regulatory agencies;
o Identify gaps in regulation that could pose risks to the financial stability of the United States;
. Require supervision (the one affirmative power — a very important power — the Board has) by

the Board for nonbank financial companies that may pose risks to the financial stability of the
United States should they experience material financial distress or failure;

. Make recommendations to the Board regarding the creation of heightened standards for
supervising nonbank financial companies and large, interconnected bank holding companies;

o Annually report to and testify before Congress regarding the Council’s activities and significant
financial market and regulatory developments, including insurance and accounting regulations
and standards and recommendations to enhance stability and promote market discipline.

As an example of its duties, the Council could review such financial practices as those of the Financial
Accounting Standards Board (“FASB”) which has recently set forth in a draft ruling the expansion of the
use of mark-to-market accounting to cover loans. The proposed ruling would require banks to value
unfunded loan commitments and loans they plan to hold to maturity in the same manner as they currently
value loans they intend to sell. Under Title I, the Council could review FASB’s proposed rule and
recommend that it not be implemented, if the Council determined that the proposal would create a risk to
the stability of the United States financial system. Whether the FASB or any other financial regulatory
agency would follow such recommendations remains to be seen. And the Council has no authority to
enforce most of its recommendations other than to require supervision by the Board of certain nonbank
financial companies.

© 2010 Haynes and Boone, LLP Title | 7
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The Board’s Supervision of Nonbank Financial Companies

The Council, on a 2/3rds vote, including an affirmative vote by the Chairperson, may determine that a
domestic or foreign nonbank financial company will be supervised by the Board. In exercising this
authority, the Council will make the determination on whether the activities of these companies could
pose a threat to the financial stability of the United States. This forward looking “could” test may well
mean that it does not matter if a nonbank financial company is healthy or in distress; if it is so big then
someday it “could” be a threat, then the Council may determine it gets supervised by the Board then and
there. The Council will consider the following factors when making its determination:

. The extent and nature of the company’s leverage, off-balance-sheet exposures, and transactions
and relationships of the company with other significant nonbank financial companies and
significant bank holding companies;

. The company’s importance as a source of credit and liquidity to the United States financial
system;
o The extent to which the company’s assets are managed (a plus factor) rather than owned (a

minus factor) by the company, and the extent to which ownership of assets under management is
diffuse (a plus factor);

. The size of the company;

. The amount and types of the liabilities of the company, including the degree of reliance on short-
term funding (the Bear Stearns problem); and

. For foreign companies, the Council will use the above factors, but keyed to financial activities and
assets in the United States, as well as the extent and nature of the foreign company’s off-
balance-sheet exposures, and the nature of the company’s United States financial activities.

The Council, acting through information gathered by the OFR, will make its determination of whether a
company could pose a threat to the financial stability of the United States and should be supervised by
the Board based on periodic and other reports, including those publicly available, by these companies.
Should the Council be unable to make a determination, then the Council may request the Board to
conduct an examination of the U.S. nonbank financial company and make its own determination of
whether the company should fall within its supervision.

Antievasion and the Establishment of Intermediate Holding Companies

The Council may determine, upon a 2/3rds vote, including an affirmative vote by the Chairperson, that
material financial distress related to the financial activities conducted by a domestic or international
company would post a threat to the financial stability of the United States and that the company is
organized or operates in such a way as to evade application of this title, such financial activities of the
company will be supervised by the Board and subject to the same prudential standards applicable to
nonbank financial companies and bank holding companies. The company may opt to establish an
intermediate holding company through which it would conduct all of its financial activities. The activities
of this intermediate holding company established for this purpose would be subject to the Board’s
supervision and it would be held to the same prudential standards as a nonbank financial company. Any
non-financial activities of a company would not be subject to the Board’s supervision.

© 2010 Haynes and Boone, LLP Title | 8
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Prior to issuing a final determination, the Council must give written notice to affected companies. A
company that has been determined to fall within the jurisdiction of the Board may request a hearing
before the Council to contest a proposed determination. Once a company has been issued a final
determination that it falls within the Board’s supervision, the company must register with the Board within
180 days of the final determination. This final determination is subject to judicial review by the United
States district court on the grounds that the determination was arbitrary and capricious. Judicial review is
not available, under the Act, for companies or intermediate holding companies subject to the Board’s
supervision who have been determined to have evaded the requirements of this title.

The Council must review, no less than annually, each determination that it makes with regard to a
nonbank financial company’s supervision by the Board. Should 2/3rds of the Council, including an
affirmative vote by the Chairperson, determine that the nonbank financial company no longer meets the
standards for Board supervision, then the Council must rescind the initial determination. This review
process may be waived or modified by the Council, if it determines by a 2/3rd vote that, including
affirmation by the Chairperson, that such waiver or modification is necessary or appropriate to prevent or
mitigate threats posed by the nonbank financial company.

Reporting

Bank holding companies with assets greater than $50 billion or any companies under the Board’s
supervision may be required by the Council to submit confidential certified reports detailing the financial
condition of the company, any systems for monitoring and controlling financial risks, financial transactions
with any subsidiary and the extent to which financial activities and operations have potential to disrupt the
financial markets.

Resolution of Supervisory Jurisdictional Disputes Among Member Agencies

The Council will seek to resolve disputes between two or more of its member agencies when those
agencies:

. Have a dispute regarding their respective jurisdiction over a particular bank holding company,
nonbank financial company, or financial activity or product;

. The Council determines that these agencies cannot resolve the dispute without its intervention;
and
. The member agency notifies the other involved agencies in writing of its intent to request dispute

resolution by the Council.

The Council will then consider the dispute and make a recommendation that must be approved by a
2/3rds vote. However, this determination is non-binding on the member agencies.

Enhanced Supervision and Prudential Standards for Nonbank Financial Companies and Certain
Bank Holding Companies

The Council must also make recommendations to the Board as to the establishment and refinement of
prudential standards and reporting and disclosure requirements. These standards are to be applicable to
large interconnected bank holding companies and nonbank financial companies supervised by the Board

© 2010 Haynes and Boone, LLP Title | 9
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and are more stringent than those applicable to other nonbank financial companies and bank holding
companies that do not present similar risks to the financial stability of the United States.

In making these recommendations the Council may differentiate among companies that are subject to
heightened standards on an individual basis or by category (such as capital structure, riskiness,
complexity, financial activities, size and any other risk-related factors. The Council may also recommend
an asset threshold that is greater than $50 billion for the application of standards related to contingent
capital, resolution plans and credit exposure reports, concentration limits, enhanced public disclosures,
and short-term debt limits.

These heightened standards may also increase in stringency based on the following considerations:

. The differences among nonbank financial companies supervised by the Board and large,
interconnected bank holding companies, based on:

. The factors the Council uses to determine whether a nonbank financial company should
be supervised by the Board;

. Whether the company owns an insured depository institution;
. Nonfinancial activities and affiliations of the company; and
. Any other factors that the Council determines appropriate;
. To the extent possible, ensure that small changes in the factors used to determine a company’s

supervision by the Board would not result in sharp, discontinuous changes in these prudential
standards; and

. Adapt its recommendations as appropriate in light of any predominant line of business of such
company, including assets under management or other activities for which particular standards
may not be appropriate.

In addition to recommending these heightened standards, the Council is also required to conduct a study
of the feasibility, benefits, costs and structure of a contingent capital requirement for nonbank financial
companies. This contingent capital, if recommended, would most likely be debt or equity held by the
company which is convertible into equity at the option of the company or the regulator during times of
financial stress. The Council may also recommend a requirement that each company supervised by the
Board create and update a plan for the resolution of the company should it experience financial distress
or failure. The Council may also recommend that the Board require credit exposure reports from the
companies it supervises that detail the nature and extent to which the company has credit exposure to
other significant nonbank financial companies and significant bank holding companies to which these
significant companies have credit exposures to the companies the Board supervises.

Companies that Received TARP Money and Try to Cease Being a Bank Holding Company

Any entity or successor to an entity that was a bank holding company having total consolidated assets
equal to or greater than $50 billion as of January 1, 2020 and that received financial assistance under the
Capital Purchase Program established under the Troubled Asset Relief Program (“TARP”) that ceases to
be a bank holding company as of January 1, 2010 shall be treated as a nonbank financial company for
purposes of this Act.

© 2010 Haynes and Boone, LLP Title | 10
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These companies will remain subject to the supervision of the Board, as if the Council had made a
determination with respect to the entity. Any entity may request in writing a hearing before the Council to
appeal its treatment as a nonbank financial company supervised by the Board. Any decision by the
Council must be made with a 2/3rds vote, including an affirmative vote by the Chairperson, and must be
reported to Congress stating the basis of the Council’s decision. If the Council denies an appeal, then it
must review and reevaluate its decision on at least an annual basis.

Additional Standards Applicable to Specific Activities or Practices for Financial Stability Purposes

The Council may recommend that a primary financial regulatory agency apply new or heightened
standards and safeguards on a specific product or activity of a bank holding companies or nonbank
financial companies supervised by the Board, if the Council determines that the activities or practices of
these companies could create or increase the risk of significant liquidity, credit, or other problems
spreading among bank holding companies, financial markets of the United States or low-income, minority,
or underserved communities. These more stringent standards may include recommendations relating to:

. Risk-based capital requirements;

. Leverage limits;

. Liquidity requirements;

. Resolution plan and credit exposure report requirements;
) Concentration limits;

. Contingent capital requirement;

. Enhanced public disclosures;

o Short-term debt limits; and

. Overall risk management requirements.

Leverage limits, liquidity requirements and short-term debt limits are new terms in a banking statute and a
reflection of what brought about the financial crisis.

The Council’'s recommendations may include prescribing the conduct of the activity or practice in specific
ways, such as limiting its scope, or it may recommend the prohibition of the activity or practice. The
primary financial regulatory agency must either impose the new or heightened standard recommended by
the Council (or similar standards the Council deems appropriate), or it must explain in writing to the
Council why the agency has determined not to follow the Council’s recommendation. The Council can
report this imbroglio to Congress.

Council’s Study of Financial Institutions and Capital Market Efficiency (Too Big to Fail)

The Council is required by the Act to conduct a study on the effects of the size and complexity of financial
institutions on capital market efficiency and economic growth. This study will assess the economic impact
of possible financial services regulatory limitations intended to reduce systemic risk. These possible
limitations include:

© 2010 Haynes and Boone, LLP Title | 11
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. Explicit or implicit limits on the maximum size of banks, bank holding companies, and other large
financial institutions;

o Limits on the organizational complexity and diversification of large financial institutions;

. Requirements for operational separation between business units of large financial institutions in
order to expedite resolution in the case of failure;

. Limits on the risk transfer between business units of large financial institutions;

) Requirements to carry contingent capital or similar mechanisms;

. Limits on commingling of commercial and financial activities;

. Segregation requirements between traditional financial activities and trading or other high-risk

operations; and

) Other limitations on the activities or structure of large financial institutions designed to limit
systemic risk.

This study will estimate the benefits and costs of these limits on the efficiency of capital markets and the
financial sector as well as on the national economic growth. The Council is required to include
recommendations on the optimal structure of any limits it supports in order to maximize their effectiveness
and minimize their economic impact.

Mitigation of Risks to Financial Stability

Should the Board determine that the financial activities of a bank holding company with over $50 billion in
assets or a nonbank financial company that it supervises pose a grave threat to the financial stability of
the United States, then it may impose conditions on the conduct of the company’s financial activities. In
some cases, the Board may take additional mitigation actions, including:

. Limiting the ability of the company to merge with or acquire another financial company;
. Restricting the ability of the company to offer one or more financial products; or
. If the Board determines the above are inadequate, it may terminate one or more activities, or

impose conditions on an activity.

If the Board determines that the above actions are inadequate, then it can require the sale or transfer of
assets to unaffiliated entities. While the Board already has this power as enumerated in the BHCA, this is
the first time that it is applicable to nonbank financial companies.

Should the Board opt to use any of these mitigation actions, it must give the company written notice that
details the reasons for the pending actions. Companies may request a hearing before the Council and
the Board prior to the issuance of a final determination enforcing the mitigation. In making the final
determination the Council uses the same criteria that it uses in making the initial determination. There is
no mention in the Act, it is understood that a company determined to be supervised by the Board has the
right to appeal the Council’s determination to the Federal district court.

© 2010 Haynes and Boone, LLP Title | 12
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SUBTITLE B - Creation of the Office of Financial Research

Subtitle B establishes the Office of Financial Research (“OFR”) within the Department of the Treasury.
The OFR is to be headed by a Director who is appointed by President, with the advice and consent of the
Senate, for a six year term. The Director has the sole discretion in fulfilling the OFR’s responsibilities and
duties under the Act, which means he does not operate at the direction of the Secretary of the Treasury.

The OFR, within the Department of the Treasury, is created as the information gathering arm of the
Council and is tasked with supporting the Council through the following duties:

o The collection of financial data to support the Council’s activities;

. Standardization of the types and format of financial data;

. Performing applied and essential long-term financial research;

. Developing tools for risk measurement and monitoring;

. Making results of activities available for financial regulatory agencies; and

. Assisting member agencies in determining the types and formats of data to be collected.

The Director is granted the power to subpoena documents from financial companies when such data is
required to carry out the above listed duties and the OFR has coordinated with the relevant primary
financial regulatory agency to prevent the duplication of requests for information. The OFR is also
required to issue rules, regulations and orders but only to the extent necessary to carry out these duties.

To fulfill its duties, the Act establishes the Financial Research Fund, which will be provided for by the
Board for the first two years following the effective date of this Act. Beginning two years after the effective
date of this Act, the Secretary will establish by regulation, with approval of the Council, an assessment
schedule to equal the total expenses of the OFR and that is applicable to bank holding companies with
total consolidated assets greater than $50 billion and nonbank financial companies supervised by the
Board. This assessment schedule must take into account the differences among such companies and
must be based on the considerations established for setting the prudential standards for supervising
these entities.

Data Center and Research and Analysis Center

The OFR will established a Data Center and a Research and Analysis Center. The Data Center is
responsible for the collection of data on a nationwide basis from reports submitted to the OFR as well as
from reports supplied by other financial regulatory agencies. The Data Center is tasked with the
publication of a financial company reference database and a financial instrument database. In addition,
the OFR is responsible for publishing formats and standards for financial data, including standards for
reporting financial transaction and position data with the goal of increasing market transparency.

The Research and Analysis Center is responsible for developing and maintaining metrics and reporting
systems for tracking risks to the financial market, as well as for monitoring, investigating and reporting on
changes in systemic risk levels. The Research and Analysis Center will also conduct, coordinate and
sponsor research to support and improve the regulation of financial entities and markets, as well as
evaluate and report on stress tests or other stability-related evaluations of financial entities and
investigate any disruptions and failures in financial markets. Finally, the Research and Analysis Center
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will conduct studies and provide advice on the impact of various financial regulatory agency policies
related to systemic risk.

SUBTITLE C — New Powers of the Federal Reserve Board of Governors

Subtitle C provides additional authority to the Board with respect to nonbank financial companies and
bank holding companies. Under Subtitle A, the Council has the authority to determine whether a nonbank
financial company falls within the jurisdiction of the Board. Acting under this new supervisory role, the
Board may require nonbank financial companies and their subsidiaries to submit certified reports
informing the Board of:

. The financial condition of the company or subsidiary;

. Systems of the company or subsidiary for monitoring and controlling financial, operating or other
risks; and

. The extent to which the activities and operations of the company or subsidiary pose a threat to

the financial stability of the United States.
In carrying out its examination of these companies, the Board must, to the fullest extent possible, use:

) Reports and supervisory information that a nonbank financial company or subsidiary has been
required to provide to other Federal or State regulatory agencies;

. Information otherwise obtainable from Federal or State regulatory agencies;
. Information that is otherwise required to be reported publicly; and
. Externally audited financial statements of such company or subsidiary.

In addition, Subtitle C provides that the Board may examine any nonbank financial company that it
supervises and any subsidiary of this company to determine the nature of the company’s operations and
financial condition as well as the financial, operational and other risks that the company’s activities may
pose to the financial stability of the United States, or to the safety and soundness of the company itself.
The Board may also require companies to report on their systems for monitoring and controlling these
risks as well as the company’s compliance with the Board’s financial standards.

Enforcement by the Board

A nonbank financial company supervised by the Board and any subsidiaries of such company will be
treated in the same manner and to the same extent as a bank holding company for purposes of the
Federal Deposit Insurance Act. The Board can bring cease and desist proceedings if it believes that the
nonbank financial company is operating in an unsafe or unsound manner or is in violation of the law. In
addition the Board can bring cease and desist orders against or even remove an institutional affiliated
parties (such as a company’s officer or director). The Board may also issue a prohibition on the
institutional affiliated party from sitting on the board of another financial institution.

Should the Board determine that a condition, practice, or activity of a depository institution subsidiary or
functionally regulated subsidiary of a nonbank financial company supervised by the Board does not
comply with its regulations and orders under this Act, then the Board may recommend the initiation of
enforcement proceedings against the company by the primary financial regulatory agency. The
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recommended enforcement action must be accompanied by a written explanation of the concerns giving
rise to the recommendation.

Acquisitions

The Board will treat a nonbank financial company the same as it would a bank holding company for
purposes of Section 3 of the BHCA. Both a nonbank financial company supervised by the Board and a
bank holding company with total consolidated assets equal to or greater than $50 billion would require
prior written notice to the Board in advance of the transaction before either will be permitted to acquire
direct or indirect ownership or control of any voting shares of any company having assets of $10 billion or
more and who is engaged in financial activities. In making a determination regarding the proposed
acquisition, the Board will for the first time consider the extent to which the proposed acquisition would
result in greater or more concentrated risks to global or United States financial stability or the United
States economy.

Prohibition Against Management Interlocks Between Certain Financial Companies

Nonbank financial companies will also be treated as a bank holding company for purposes of the
Depository Institutions Management Interlocks Act, except that the Board shall not permit a management
official of a nonbank financial company to serve as the management official of bank holding companies
with assets of $50 billion or more or, of other nonaffiliated nonbank financial companies supervised by the
Board.

Enhanced Standards for Supervising Nonbank Financial Companies and Bank Holding
Companies

In carrying out its increased authority over all nonbank financial companies and bank holding companies
with assets greater than $50 billion, Congress directs the Board to establish standards for supervising
these companies that are more stringent than the standards applicable to companies that do not present
the risks to the financial system. These more stringent standards will require:

. Risk-based capital requirements and leverage limits, unless deemed inappropriate for the
company considering its financial activities. “Leverage limit’ are a new standard being used by
the Board and is defined as the ratio of total assets to Tier 1 capital;

. Liquidity requirements (another new standard being used by the Board);
. Overall risk management requirements;
. Resolution plan and credit exposure report requirements for nonbank financial companies

supervised by the Board; and
. Concentration limits.

In prescribing more stringent standards, the Board may differentiate among companies on an individual
basis or by category, taking into consideration their capital structure, riskiness, complexity, financial
activities (including the financial activities of their subsidiaries), size and any other risk-related factors that
the Board deems appropriate.

The Board may also establish additional standards that include a contingent capital requirement, after the
Council conducts a two-year study. In addition, the Board may also establish enhanced public
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disclosures; short-term debt limits, and any other standard deemed appropriate. These standards may
also be applied to foreign financial companies, so long as the Board gives due regard to the principles of
national treatment and take into account the extent of the foreign company’s comparable home country
standards.

The Board must also ensure that small changes in the factors that the Council uses to determine the
Board’s jurisdiction over domestic and foreign nonbank financial companies will not result in disruptive
changes to the standards the Board currently uses to supervise these companies.

Enhanced Board Prudential Requirements

The Act directs the Board to require the following measures from nonbank financial companies it
supervises and bank holding companies with assets of $50 billion or more:

) Plans for the rapid and orderly resolution in the event of material financial distress or failure that
includes the complete company structure, assets, liabilities, contractual obligations and any
affiliations or other counterparties to any collateral of the company. If the Board determines that it
is not a credible plan, then it may require the divestiture of certain assets or operations it
identifies;

. Credit exposure report that identifies the nature and extent to which the company has any credit
exposure to other nonbank financial companies and bank holding companies, as well as any
exposures by an other nonbank financial company or bank holding company to the reporting
company;

. Establish regulations that set concentration limits that will control the risks that the failure of any
individual company could pose to a nonbank financial company supervised by the Board or a
bank holding company with assets greater than $50 billion. Also, the Board shall promulgate
regulations that will prohibit each nonbank financial company and bank holding company the
Board supervises from having credit exposure to any unaffiliated company that exceeds 25
percent of the capital stock and surplus of the company. For purposes of this requirement, credit
exposures include:

. All extensions of credit to the company;

. All repurchase agreements and reverse repurchase agreements with the company;

. All guarantees, acceptances, or letters of credit issued on behalf of the company;

. All purchases and investment in securities issued by the company; and

. Counterparty credit exposure in connection with a derivative transaction between the

supervised company and another nonbank financial company or bank holding company.
This requirement will not go into effect until three years after the date of enactment of
Title I;

. All publicly traded nonbank financial companies supervised by the Board must establish a risk
committee no later than one year from the date of the final determination from the Council that the
company is subject to the jurisdiction of the Board. Bank holding companies with assets of
$10 billion or greater must establish a risk committee, while bank holding companies with assets
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less than $10 billion may have to form a risk committee at the Board’s discretion. This risk
committee is responsible for:

o The oversight of the enterprise-wide risk management practices of the nonbank financial
company supervised by the Board or bank holding company with assets greater than
$50 billion;

. Include such number of independent directors as the Board may determine appropriate,

based on the nature of operations, size of assets, and other appropriate criteria related to
the nonbank financial company supervised by the Board or a bank holding company with
assets greater than $50 billion; and

. Include at least one risk management expert having experience in identifying, assessing,
and managing risk exposures of large, complex firms;

) Stress tests shall be conducted annually by the Board and Federal Insurance Office (“FIO”) for all
companies the Board supervises to determine whether such companies have the capital
necessary to absorb losses as a result of adverse economic conditions. These stress tests shall
provide for three different sets of conditions under which the evaluation requirement will be
conducted, including (i) baseline; (ii) adverse; and (iii) severely adverse.

. In addition to the annual testing by the Board and FIO, nonbank financial companies
supervised by the Board and bank holding companies shall conduct semiannual stress
tests. All other financial companies that have total consolidated assets of more than
$10 billion and are regulated by a primary Federal financial regulatory agency shall
conduct annual stress tests;

. Maintaining of a leverage limitation that will be represented by a debt to equity ratio of no more
than 15 to one, upon a determination by the Council that such company poses a grave threat to
the financial stability of the United States and that imposition of such requirement is necessary to
mitigate the risk that such company poses. The Board is directed to promulgate regulations to
establish the procedures for compliance with this requirement;

. Computation of capital for purposes of meeting capital requirements must take into account any
off-balance-sheet activities of the company. Off-balance-sheet activities includes existing
liabilities of a company that are not currently a balance sheet liability, but may become one upon
the happening of some future event. Off-balance-sheet activities include:

. Direct credit substitutes in which a bank substitutes its own credit for a third party,
including standby letters of credit;

. Irrevocable letters of credit that guarantee repayment of commercial paper or tax-exempt
securities;

) Risk participations in bankers’ acceptances;

. Sale and repurchase agreements;

. Asset sales and recourse against the seller;

. Interest rate swaps and credit swaps;
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o Commodities, forward and securities contracts;
. Other such activities or transactions as the Federal banking agencies may, by rule,
define; and
. Propose regulations, with the consultation of the Council and the FDIC, that establish

requirements to provide for early remediation of financial distress of a company the Board
supervises in order to minimize the probability that the company will become insolvent and the
potential harm of such insolvency to the financial stability of the United States. These
requirements would limit capital distributions, acquisitions and asset growth during initial stages of
financial distress, as well as require capital restoration plans and capital-raising requirements and
limits on transactions with affiliates, management changes and asset sells during the later stages
of financial decline. These requirements are largely redundant of the prompt corrective
requirements of the FDICIA of 1991 that was enacted in response to the savings and loan crisis.

These Congressional mandates require, instead of leaving to their discretion, the financial regulators to
promulgate or revise regulations to better monitor the subject companies in order to prevent threats to the
financial stability of the United States markets.

Contingent Capital, Enhanced Public Disclosures and Short-Term Debt Limits

After the two-year study conducted by the Council, the Board may promulgate regulations that require the
nonbank financial companies it supervises and bank holding companies with assets greater than
$50 billion to maintain a minimum amount of contingent capital that is convertible to equity at the
discretion of the company or by mandate of the regulators in times of financial stress.

The Board may also propose regulations that require periodic public disclosures by the companies it
supervises in order to support market evaluation of the risk profile, capital adequacy and risk
management capabilities of the companies. This enhanced reporting goes beyond the existing
disclosures to financial regulatory agencies (such as the SEC) and is designed to promote market
transparency.

Additionally, the Board may propose regulations which limit the amount of short-term debt, including off-
balance-sheet exposures, that may be accumulated by any bank holding company and any nonbank
financial company it supervises. Any limit the Board prescribes must be based on a percentage of the
capital stock and surplus of the company or on some other measure as the Board deems appropriate.

Safe Harbor

The Board is required to establish regulations, in consultation with the Council that sets forth criteria for
exempting classes of U.S. and foreign nonbank financial companies from supervision by the Board. In
determining these classes of companies, the Board must consider the same factors the Council uses
when making the determination that a company falls under the Board’s supervisions. The Board must
report to Congress within thirty days of issuance of these regulations on the rationale for exemption and
empirical evidence to support the criteria used from exempting a company. Once issued, these
regulations must be reviewed at least every five years. Any revision to the regulations must be given a
two-year period of transition.
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Leverage and Risk-Based Capital Requirements

Under the Act, the appropriate Federal banking agencies are required to establish minimum leverage
capital requirements on a consolidated basis for the following types of companies:

. Insured depository institutions;

. “‘Depository institution holding companies” defined as a bank holding company that is
organized in the United States, including any bank or savings and loan holding company that is
owned and controlled by a foreign organization, but does not include the foreign company; and

. Nonbank financial companies supervised by the Board.

These minimum leverage capital requirements are not to be less than the “generally applicable
leverage capital requirements” defined as the minimum ratios of Tier 1 capital to average total assets
established by the appropriate Federal banking agencies to apply to insured depository institutions. The
generally applicable leverage capital requirements is to serve as the floor for any capital requirements
that the agency may require.

This Section, for the first time, embeds in the law a leverage capital requirement as opposed to leaving it
to the regulators to use a risk-based capital requirement. However, it is left to the discretion of the
agencies to set the leverage ratio requirement.

The appropriate Federal banking agencies are also required to establish minimum risk-based capital
requirements on a consolidated basis for the same companies identified for the minimum leverage capital
requirements. These requirements are not to less than the “generally applicable risk-based capital
requirements” defined as the risk-based capital requirements, as established by the appropriate Federal
banking agencies to apply to insured depository institutions regardless of total consolidated asset size or
foreign financial exposure.

These leverage requirements will become effective based on the date of issue for the debt or equity
instruments issued by depository institution holding companies or by nonbank financial companies
supervised by the Board and that are held as assets by these companies:

o When issued on or after May 19, 2010, will be deemed effective as of May 19, 2010;

. When issued before May 19, 2010, any regulatory capital deductions requirements shall be
phased in incrementally over a period of three years, with phase-in period to begin on January 1,
2013;

Debt or equity instruments issued before May 19, 2010, by smaller institutions, such as depository
institution holding companies with total consolidated assets of less than $15 billion as of December 31,
2009, and by organizations that were mutual holding companies on May 19, 2010, the capital deductions
that would be required for other institutions under this section are not required.

For any depository institution holding company not previously supervised by the Board as of May 19,
2010 and bank holding company subsidiaries of foreign banking organizations having relied on
Supervision and Regulation Letter SR-01-1 issued by the Board, these leverage and risk-based capital
requirements will become effective five years after the date of enactment of this Act.
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These leverage and risk-based capital requirements do not apply to debt or equity instruments issued to
the United States or any agency or instrumentality pursuant to the Emergency Economic Stabilization Act
of 2008 (i.e., TARP), and prior to October 4, 2010, including:

. Any Federal home loan bank; or

. Any small bank holding company that is subject to the Small Bank Holding Company Policy
Statement of the Board, as in effect on May 19, 2010.

Additionally, the Comptroller General of the United States shall conduct a study of access to capital by
smaller insured depository institutions with total consolidated assets of $5 billion or less. This study is to
be completed no later than 18 months after the date of enactment of this Act and will make
recommendations for legislative and regulatory actions that would enhance the access to capital for these
smaller insured depository institutions.

Finally, subject to the Council’'s recommendations, Federal banking agencies are required to develop
capital requirement applicable to insured depository institutions, depository institution holding companies,
and nonbank financial companies supervised by the Board that address the risks that the activities of
such institutions pose to the public and private stakeholders in the event of adverse performance,
disruption, or failure of the institution or the activity. These rules must address the risks arising from:

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

. 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

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

Miscellaneous Provisions

The Federal Deposit Insurance Act is amended to provide that the FDIC may do a special examination of
any depository institution to determine its condition for insurance purposes or any nonbank financial
company supervised by the Board or bank holding company for the purpose of implementing its authority
to provide for the orderly liquidation of any such company under Title Il of this Act.

Subtitle C also amends the International Banking Act of 1978 to permit the termination of a foreign bank’s
activities when those activities present a risk to the stability of the United States financial system and the
home country of the foreign bank has not adopted, or made demonstrable progress toward adopting, an
appropriate system of financial regulation to mitigate such risk. A similar provision amended the
Securities Exchange Act of 1934 to apply to U.S. brokers or dealers of foreign institutions or persons.

Finally, under this subtitle, the Comptroller General is required to conduct studies of the use of hybrid
capital instruments as a component of Tier 1 capital for banking institutions and bank holding companies
and of foreign bank holding intermediate holding company capital requirements. This study is the result
of the campaign by the Chair of the FDIC, Shelia Bair, to remove trust preferred shares from Tier 1.
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Senator Susan Collins introduced an amendment to this Act which would affect that change. The
introduction of the amendment created a huge backlash and the result that we are left with is this study.

This study of the use of hybrid capital instruments shall consider:

. The benefits and risks of allowing hybrid capital instruments to be used to comply with Tier 1
capital requirements;

. The economic impact of prohibiting the use of such capital instruments for Tier 1;

. A review of the consequences of disqualifying trust preferred instruments, and whether it could
lead to the failure of undercapitalization of existing banking organizations;

. The impact on the cost and availability of credit in United States from such a prohibition;
. The availability of capital for financial institutions with less than $10 billion in total assets; and
. Any other relevant factors relating to the safety and soundness of the United States financial

system and the impact of imposing such prohibitions.

The Comptroller General must report to Congress no later than 18 months after enactment of this Act with
recommendations stemming from both of these studies.

Effective Date

Creation of the Financial Stability Oversight Council and the Office of Financial Research becomes
effective on the date of enactment of this Act. The regulations to be prescribed under Title | must be in
final form within 18 months of the effective date of this Act, unless otherwise indicated.

Risks

The Council does not have the authority to adopt and enforce any of its recommendations. It does,
however, have the authority to determine whether a nonbank financial company will be supervised by the
Board. Costly, proactive measures that a company may take in anticipation of the Council’'s
recommendations may be wasted should the Board or any of the other financial regulatory agencies opt
not to follow the Council’s recommendations. Also, the Council is only required to report to Congress on
an annual basis instead of when risks are discovered.

In prior drafts of this legislation, the Council’'s determination of disputes between member agencies was
binding on the disputing member agencies, but this has been revised to non-binding, which may result in
these jurisdictional disputes remaining unresolved.

The size of a financial company now becomes a major risk as well as being highly leveraged or short-
term funded. These characteristics can easily lead to a determination by Council that the company will be
supervised by the Board.

Commercial enterprises that acquire control of banks or nonbank financial companies run the risk of
becoming systemically important and falling under the supervision of the Board.

Opportunities

The increased authority of the Board over nonbank financial companies and large interconnected bank
holding companies creates a disincentive for these entities for growing too large. The recommendations
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by the Council to enhance the Board’s standards and requirements may force some of the larger financial
companies to break up into smaller entities in order to avoid the heightened scrutiny that will be assessed
against companies with total consolidated assets greater than $50 billion.

Another factor that may arise from the Board’s increased supervisory role is that the cost of capital may
be reduced because of the increased Federal oversight. By increasing government supervision, entities
that at one time did not have any Federal backing will now be able to use the increased regulatory
supervision to support the stability of their activities. Instead, Congress has done the opposite. By
removing the prospect of a bailout in the event of any future financial distress or failure, Congress has
created a "moral hazard" that may, in fact, decrease the stability of the activities of these companies.
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DAMAGE CONTROL FOR SYSTEM RISK:
Title 1l - Orderly Liquidation of Systemic Financial Companies

Prepared by:

Robin Phelan robin.phelan@haynesboone.com 214.651.5612
Kendra Mayer kendra.mayer@haynesboone.com 214.651.5126
Overview

Title Il of the Act contains a procedure for liquidating a covered financial company (the “CFC”), which is a
company for which it has been determined that failure of that company will have, among other things,
serious adverse effects on the financial stability of the United States. This orderly liquidation authority
(“OLA”) provides that the Federal Deposit Insurance Corporation (“FDIC”) becomes the receiver for the
liquidation of the CFC. Other than for insurance companies, reorganization is not contemplated by the
OLA.

CFCs subject to the OLA include:
. United States bank holding companies.

) A nonbank financial company supervised by the Board of Governors of the Federal Reserve
System (the “Board”).

. Any company, or subsidiary of such a company, predominately engaged in activities that the
Board determines are financial in nature, or incidental thereto, and such activities are at least
85% of the total consolidated revenues of the CFC.

Insurance companies and broker dealers are also subject to the OLA. It is contemplated that the OLA will
be rarely used and that the liquidation or reorganization of most financial companies will be accomplished
under the Bankruptcy Code.

The OLA contemplates that:

) Creditors and shareholders bear the losses of the CFC.
) Management responsible for the condition of the losses of the CFC are not retained.
. The FDIC and other appropriate agencies take all steps necessary and appropriate to assure that

all parties having responsibility for the condition of the CFC bear losses consistent with their
responsibility.

Taxpayer funds are not to be used to prevent the liquidation of any CFC. All funds expended in the
liquidation of a CFC will be recovered from the disposition of assets of the CFC, or are the responsibility
of the financial sector, through assessments.

Orderly Liquidation Fund

) An “Orderly Liquidation Fund’ is established in the Treasury of the United States, which is
available to the FDIC to fund its obligations under the OLA.

. In order to help fund the OLA, the FDIC may issue obligations to the Secretary and the Secretary
may purchase obligations from the FDIC. These obligations can be resold by the Secretary.
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. The FDIC may not issue or incur any obligations if the aggregate amount of such obligations
would exceed:

. An amount equal to 10 percent of the total consolidated assets of the CFC during the 30-
day period immediately following the date of appointment of the receiver; and

) An amount equal to 90 percent of the fair value of the total consolidated assets of the
CFC that are available for repayment.

. Amounts in the Fund are available to the FDIC with regard to a CFC after the FDIC has
developed an orderly liquidation plan acceptable to the Secretary. The orderly liquidation plan
must take into account actions to avoid or mitigate potential adverse effects on low income,
minority, or underserved communities affected by the CFC'’s failure and provide for coordination
with financial regulatory agencies.

. The FDIC must charge one or more risk-based assessments if such assessments are necessary
to pay in full the debt of the FDIC to the Secretary. These assessments can be imposed upon:

. Any claimant who received additional payments from the FDIC to recover on the
difference between the aggregate value the claimant received from the FDIC on a claim
and the value the claimant was entitled to receive from the FDIC on such claim solely
from the proceeds of liquidation.

. Bank holding companies with assets of at least $50 million, any nonbank financial
company supervised by the Board and financial companies with assets of at least
$50 million.

. Assessments must be imposed on a graduated basis with financial companies having greater

assets and risk being assessed at a higher rate.
Commencement of Orderly Liquidation.

The commencement of a liquidation for a financial company under the OLA requires a recommendation
by the FDIC and the Board to the Secretary of the Treasury (“Secretary”), on a 2/3 vote of both the FDIC
and the Board, that the Secretary should appoint the FDIC as receiver for the financial company. For a
broker or dealer, or a company whose largest U.S. subsidiary is a broker or dealer, the recommendation
is made by the Securities and Exchange Commission (“SEC”) and the Board. In case of an insurance
company, or where the largest subsidiary of a financial company is an insurance company, the
recommendation is made on a 2/3 vote of the Board and the affirmative approval of the Director of the
Federal Insurance Office, in consultation with the FDIC.

The recommendation evaluates whether the financial company is in default, or in danger of default, the
effect of a default on the financial stability of the United States and the financial stability of low income,
minority or underserved communities, the likelihood of a private sector alternative, the effect on creditors,
counterparties, shareholders and other market participants and why a bankruptcy case is not appropriate.

A financial company is in default or in danger of default if:

. A case has been or will be commenced under the Bankruptcy Code;
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. The financial company has incurred, or is likely to incur, losses that will deplete all or substantially
all of its capital and there is no reasonable prospect for the financial company to avoid such
depletion;

° The assets of the financial company are less than its obligations to creditors and others; or

. The financial company is unable to pay its obligations in the normal course of business.

After reviewing the recommendation, and considering costs, the impact of the appointment on risk taking
and the financial system and other factors, if the Secretary, after consultation with the President of the
United States, determines that the FDIC should be appointed as receiver for the financial company, the
Secretary will notify the financial company and the FDIC. If the financial company acquiesces then the
FDIC is appointed as receiver. Directors cannot be liable for acquiescing to the appointment. If the
financial company does not acquiesce, the Secretary shall petition the United States District Court for the
District of Columbia, on a confidential basis, for an order authorizing the Secretary to appoint the FDIC as
receiver. Although the financial company receives notice of the petition, no notice is given to creditors or
shareholders. The court must rule within 24 hours or the petition is automatically granted and the ruling
by the court is limited to whether the determination by the Secretary was arbitrary and capricious. [f the
court denies the petition it must immediately provide to the Secretary a written statement of each reason
supporting its determination, and afford the Secretary an immediate opportunity to amend and re-file the
petition. Although the ruling can be appealed, the review is also on an arbitrary and capricious standard
and there can be no stay of the ruling pending appeal.

Treatment of Insurance Companies and Insurance Company Subsidiaries

The liquidation or rehabilitation of any insurance company that is not excepted under the statute, is to be
conducted as provided under State law, however if the State regulatory agency has not commenced a
proceeding within 60 days of the determination by the Secretary, the FDIC can commence such a
proceeding.

The Liquidation Process
Upon the appointment of the FDIC as receiver the following happens:

) When the FDIC is appointed as receiver for a CFC, or SIPC is appointed as trustee for a covered
broker or dealer, any case under the Bankruptcy Code or the Securities Investor Protection Act
shall be dismissed and may not be commenced while the orderly liquidation is pending.

. Assets vested in any entity other than the CFC as a result of any case or proceeding re-vest in
the CFC.

. Any order entered or relief granted by a bankruptcy court prior to the date of appointment of the
FDIC as receiver continues with the same validity as if an orderly liquidation had not been
commenced.

. The FDIC may enforce any contract (apparently including some contracts for the extension of

credit) notwithstanding any termination, default, acceleration, or other provision relating to
insolvency or receivership (ipso facto provision ) in the contract.
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. Except with respect to qualified financial contracts (“QFCs”) parties cannot enforce contract rights
for 90 days after the inception of the receivership.

. No attachment or execution may be issued by any court upon assets in possession of the FDIC
as receiver for a CFC.

. The FDIC can obtain a stay of up to 90 days in any judicial action in which the CFC is a party.

o The FDIC can enforce contracts of subsidiaries or affiliates of the CFC which are guaranteed by
the CFC if: (i) the guaranty obligation is assumed by a bridge financial company or a third party,
or (ii) the FDIC otherwise provides adequate protection with respect to the guaranty obligation.

. The FDIC may bring claims for fraudulent transfers, preferential transfers, and unapproved
transfers made after the date of receivership however, the transferee has the same defenses as a
transferee in a bankruptcy case from which a trustee seeks to recover a transfer and the
defenses of sections 546, 547(c), and 548(e) of the Bankruptcy Code.

) The FDIC can revive certain claims for fraud and intentional misconduct where the statute of
limitations has run not more than five years before the appointment of the FDIC as receiver for
the CFC.

. Subject to restrictions similar to those in the Bankruptcy Code, setoff rights are preserved,

however, the FDIC may sell or transfer any assets free and clear of the setoff rights, and the
creditor is entitled to a claim, in an amount equal to the value of the setoff rights, which is
subordinate to administrative claims, claims of the United States and certain employee claims,
but senior to all other unsecured liabilities.

. At the request of the FDIC, a court may issue an order placing the assets of any person
designated by the FDIC under the control of the court.

o No agreement that diminishes or defeats the interest of the CFC is effective unless in writing,
executed by an authorized officer of the CFC or confirmed in the ordinary course of business by
the CFC, and has been on the official record of the CFC since the time of execution or
documentation is proven. This is a codification of the D’Oench Dhume doctrine.

The FDIC, as receiver, is given wide-ranging powers, to:

. Take over the assets and operate the CFC.

. Provide funding for the liquidation on a secured or priority basis.

. Liquidate and wind-up the affairs of the CFC and covered subsidiaries.

. Merge the CFC with another company or transfer any assets or liability without obtaining any

approval, assignment or consent with respect to such transfer.

. Pay all valid obligations of the CFC that are due and payable at the time of the appointment of the
FDIC as receiver.

o Utilize services of private persons.
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. Terminate all rights and claims that the stockholders and creditors of a CFC may have against the
assets of the CFC arising out of their status as stockholders or creditors, except for their right to
payment, resolution or other satisfaction of their claims.

o Organize and transfer certain assets and liabilities to a bridge financial company. If the FDIC
establishes a bridge financial company with respect to a broker or dealer, the FDIC must transfer
all customer accounts and all associated customer name securities and property to the bridge
financial company without customer or court consent.

. Any judicial action to which a bridge financial company becomes a party by virtue of its
acquisition of assets or assumption of liabilities can be stayed for a period of not longer than 45
days.

Authority to Repudiate Contracts

° Within a reasonable time, the FDIC may repudiate burdensome contracts.

. Damages for repudiation are limited to actual direct compensatory damages but not lost profits.
Leases Under Which the CFC is the Lessee

If the FDIC disaffirms or repudiates a lease where the CFC is the lessee, the lessor has a claim for unpaid
pre receivership rent and can recover post receivership rent until the time of disaffirmance, but future
damages from the breach of the lease are not allowable.

Leases Under Which the CFC is the Lessor

If the FDIC repudiates a lease where the CFC is the lessor, the lessee may treat the lease as terminated,
or may remain in possession for the balance of the term. The lessee may then offset any damages that
occur as a result of the repudiation from the rent, but the FDIC is not responsible for any other damages
beyond the right of setoff.

Contracts for the Sale of Real Property

If the receiver repudiates any contract for the sale of real property, and the purchaser of such real
property is in possession, the purchaser may treat the contract as terminated or remain in possession.
The FDIC may still assign the contract and sell the property, subject to the rights of the purchaser in
possession.

Orderly Liquidation of Covered Brokers and Dealers

. Upon appointment of the FDIC as receiver, the FDIC shall appoint SIPC as trustee for the
liquidation, without any need for court approval.

. Upon its appointment SIPC shall file an application for a protective decree under the Securities
Investor Protection Act (“SIPA”) as to the covered broker or dealer. The Federal district court is
required to accept and approve the filing and immediately issue the protective decree.

. SIPC administers the liquidation of assets retained in the receivership of the covered broker or
dealer and not transferred to a bridge financial company and determines and satisfies all claims
against the covered broker or dealer.
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. SIPC has all the powers and duties provided by SIPA, except regarding assets and liabilities
transferred by the FDIC from the covered broker or dealer to any bridge financial company.

) The exercise by SIPC of powers and functions as trustee cannot impede the exercise of the
powers and duties of the FDIC and no court may take any action to restrain or affect the exercise
of powers or functions of the FDIC as receiver for a covered broker or dealer.

. No action taken by the FDIC as receiver with respect to a covered broker or dealer may:
. Adversely affect the rights of a customer to customer property or customer name
securities;
. Diminish the amount or timely payment of net equity claims of customers; or
. Otherwise impair the recoveries provided to a customer under SIPA.
. SIPC, the FDIC or the bridge financial company must deliver securities, or make payments to

each customer, in a manner and amount at least as beneficial to the customer as would have
been the case had the actual proceeds realized from the liquidation been distributed under SIPA
and SIPC must satisfy customer claims as provided under SIPA.

Determination of Claims
o Creditors receive at least 90 days notice of the time to file claims.

. The FDIC has 180 days after the claim is file to notify the claimant whether it accepts or rejects
the claim and the reasons for any disallowance. Such time period may be extended by
agreement, but failure to notify a claimant within the time period means the claim is deemed

disallowed.
o Late-filed claims are deemed disallowed.
) A claimant may file suit on a claim in the district or territorial court of the United States for the

district within which the principal place of business of the CFC is located, within 60 days after
disallowance.

. The rights of secured creditors are unaffected, although enforcement of those rights may be
stayed.

. The FDIC must establish a procedure for expedited relief if a claimant alleges:
) A legally valid and enforceable or perfected security interest in property of a CFC or an

entittement where the holder has obtained control of any legally valid and enforceable
security entitlement; and

) That irreparable injury will occur if the claims procedure is followed.
. Unsecured claims are paid in following priority:

. Administrative expenses of the receiver;

o Amounts owed to the United States;
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. Wages, salaries, or commissions, but only to the extent of $11,725 for each individual
earned not later than 180 days before the date of appointment of the receiver;

. Contributions owed to employee benefit plans up to $11,725 earned not later than 180
days before the date of appointment of the receiver;

. Any other general or senior liability;

. Any obligation subordinated to general creditors;

) Wages, salaries, or commissions owed to senior executives and directors; and

. Any obligations to shareholders, members, general partners, etc. arising as a result of

their status as such.

. If the FDIC is appointed as receiver for a covered broker or dealer, the priority of claims is the
same, except:

. SIPC shall be entitled to recover administrative expenses on an equal basis with the
FDIC and the FDIC is entitled to recover any amounts paid to customers or SIPC;

o SIPC is entitled to recover any amounts paid out of the SIPC Fund to meet its obligations;
and
. The FDIC may, after paying any proven claims, pay dividends on other proven claims in

its discretion to the extent funds are available.

. All similarly-situated creditors should be treated similarly unless the FDIC determines that
differentiation is necessary to maximize the value, minimize loss or continue operations.

. A creditor receives no less than what it is entitled to receive under Chapter 7 of the Bankruptcy
Code or, in the case of a broker or dealer, under SIPA.

. The FDIC may make additional payments or credit additional amounts to any claimant or
category of claimants if the FDIC determines such payments are necessary to minimize losses,
up to the face amount of the claim.

Qualified Financial Contracts

. A QFC is defined as any securities contract, commodity contract, forward contract, repurchase
agreement, swap agreement or any similar agreement that the FDIC determines to be a QFC, but
does not include any purchase, sale or repurchase obligation under a participation in a
commercial mortgage loan.

. Parties to QFCs are not stayed from terminating, liquidating or accelerating QFCs, or exercising
offset rights or rights under security agreements relating to QFCs, however, they may not
exercise these rights for one day after the inception of the receivership in order to allow the FDIC
time to transfer the financial contract to another financial company. If the QFC is transferred, the
party to the QFC cannot exercise those rights solely on the basis of the commencement of the
receivership or the financial condition of the CFC.
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o Preferential transfer, fraudulent transfer and apparently other avoidance statutes do not apply to
transfers in connection with any QFC unless there is actual intent to hinder, delay or defraud.

. No walkaway clause is enforceable in a QFC, however, any payment or delivery obligations are
suspended until the earlier of the time such party receives notice the contract has been
transferred or 5:00 pm Eastern time on the business day following the date of the appointment of
the FDIC as receiver.

) In transferring assets or liabilities of a CFC, the FDIC shall transfer to one financial institution all
QFCs and related agreements, or transfer none of the QFCs.

. The FDIC may not transfer QFCs to a foreign entity unless the QFCs are substantially
enforceable to the same extent under the foreign law.

. If transferred QFCs are subject to the rules of a clearing organization, the clearing organization is
not required to accept the transferee as a member.

o The FDIC shall either: (i) disaffirm or repudiate all QFCs with a counterparty; or (ii) disaffirm or
repudiate none of the QFCs with a counterparty.

Unenforceability of Certain Agreements

Agreements that prevent persons from acquiring assets or liabilities from the FDIC are unenforceable as
contrary to public policy, however, the statute prohibits certain disfavored persons from acquiring assets
from the FDIC.

Recoupment of Compensation from Senior Executives and Directors

The FDIC may recover from any current or former senior executive or director substantially responsible
for the failed condition of the CFC any compensation received during the two-year period preceding the
date the receiver was appointed, unless there is fraud, in which case no time limit applies. The FDIC or
the Board may prohibit a senior executive or director from participating in a CFC if the executive or
director engaged in unsafe and unsound or other specified unsavory practices.

Studies, Reports and Rulemaking

. The OLA provides for numerous studies and reports including studies of the OLA, the Bankruptcy
Code, international coordination of the liquidation of financial companies, the effectiveness of
Federal banking agencies and the FDIC and reports by the Secretary to Congress. These
reports will be periodically updated.

. Among the studies is one to determine the treatment of secured creditors and how a haircut on
secured creditors could improve market discipline and protect taxpayers.

. The OLA authorizes broad rulemaking authority to the FDIC, the courts and others to provide for
rules to implement the OLA.

Risks

Title [l may result in a variety of risks. Officers and directors may become targets for punitive actions,
including the recoupment of compensation and subordination of claims. Parties with setoff rights involving
contracts that are not QFCs may be subordinated to certain claims. Secured creditors should carefully

© 2010 Haynes and Boone, LLP Title Il 30



haynesboone

monitor the study on potential haircuts and landlords should consider that damages from the rejection of
leases are extremely limited. Finally, lenders should note that the FDIC can enforce contracts for financial
accommodation and all parties should note that recourse to the courts is very limited.

Opportunities

Consultants, academics and others who assist with studies will have opportunities to participate in the
many studies to be conducted that are mandated by the statute. Additionally, because international
cooperation is encouraged, opportunities may arise for international players. Further, the use of private
contractors by the FDIC is expressly authorized by Title Il. Opportunities also exist for potential
purchasers of assets precluded by contract from making offers since they will have the opportunity to
purchase assets of a CFC from the FDIC notwithstanding contractual restrictions.
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TRANSFER OF POWERS TO THE OCC, THE FDIC, AND THE BOARD:
Title 1l - Enhancing Financial Institution Safety and Soundness Act of 2010

Prepared by:

John Podvin john.podvin@haynesboone.com 214.651.5059
Erin Burrows erin.burrows@haynesboone.com 214.651.5749
Overview

The purpose of Title lll is to provide for the safe and sound operation of the banking system in the United
States, preserve and protect the dual banking system of Federal and state-chartered depository
institutions, ensure the fair and appropriate supervision of each depository institution regardless of its size
or charter type, and streamline and rationalize the supervision of the depository institutions and the
holding companies of depository institutions.

Transfer of Powers and Duties of the OTS

Subtitle A of Title Il provides for the transfer of powers and duties from the Office of Thrift Supervision
(the “OTS”) to the Office of the Comptroller of the Currency (the “OCC”), the Federal Deposit Insurance
Corporation (the “FDIC”) and the Federal Reserve Board (the “Board”) on the Transfer Date. The
“Transfer Date” is defined as the date that is one year after the date of enactment of the Act. The
Secretary of the Treasury (the “Secretary”), in consultation with the OCC, the OTS, the FDIC and the
Board, may extend the Transfer Date an additional six months, subject to Congressional oversight.

On the Transfer Date, the functions of the OTS will be transferred as follows:

o OTS to Board. All functions of the OTS related to the supervision of any savings and loan
holding company, and any subsidiary (other than a depository institution) of a savings and loan
holding company will be transferred to the Board. The Board will also succeed to all rulemaking
authority of the OTS relating to savings and loan holding companies, savings association
transactions with affiliates, extensions of credit to insiders, and tying arrangements. The Board
will succeed to all powers, authorities, rights and duties that were vested in the OTS and the
Director of the OTS on the day before the Transfer Date regarding the respective functions and
authorities transferred.

) OTS to OCC. All functions of the OTS related to Federal savings associations, and all
rulemaking authority of the OTS relating to state and Federal savings associations, will be
transferred to the OCC. The OCC will succeed to all powers, authorities, rights and duties that
were vested in the OTS and the Director of the OTS respectively on the day before the Transfer
Date regarding the respective functions and authorities transferred.

. OTS to FDIC. All functions of the OTS related to state savings associations will be transferred to
the FDIC, and the FDIC shall succeed to all powers, authorities, rights and duties that were
vested in the OTS and the Director of the OTS on the day before the Transfer Date regarding the
respective functions and authorities transferred.

Effective 90 days after the Transfer Date, the OTS and the position of Director of the OTS will be
abolished.
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Continuation of Existing Rights, Duties, and Obligations of the OTS

Title 11l provides that the transfer of powers and duties away from the OTS will not affect the validity of any
right, duty or obligation of the OTS or the Director of the OTS that existed on or before the Transfer Date.
Title 11l allows for the continuation of any action or proceeding commenced by or against the OTS or the
Director of the OTS before the Transfer Date, and after the Transfer Date, the Board, the OCC or the
FDIC, as applicable, will be substituted for the OTS or the Director of the OTS as a party to the action or
proceeding. Existing OTS orders, resolutions, determinations, agreements, regulations, efc., that have
been issued by the OTS, and remain in effect on the Transfer Date, will remain in effect according to the
terms of those documents unless otherwise superseded, and will be enforceable, as appropriate, by the
Board, the OCC or the FDIC.

Continuation of OTS Regulations

On or before the Transfer Date, the OCC, the FDIC and the Board, as appropriate, will identify OTS
regulations within their respective jurisdictions that will continue to be enforced, and will publish a list of
those regulations in the Federal Register.

Any regulation proposed by the OTS in advance of the Transfer Date, but which has not been published
as a final regulation, shall be deemed a proposed regulation of the OCC or the Board, as appropriate.
Any interim or final regulation that has not yet become effective as of the Transfer Date shall become
effective as a regulation of either the Board or the OCC, unless modified in accordance with applicable
law by the OCC or the Board, as appropriate, by any court or by operation of law.

Shift of Regulatory Focus

Although the Federal banking agencies have always attempted to balance safety and soundness and
consumer protection in their oversight of depository institutions, Title [ll now expressly tasks the OCC with
“assuring the safety and soundness of, and compliance with the laws and regulations, fair access to
financial services and fair treatment of customers by, the institutions and other persons subject to its
jurisdiction.”

Assessments

) The Board. Title lll requires the Board to collect assessments, fees and other charges in an
amount equal to the expenses the Board estimates as necessary to carry out its responsibilities
with respect to the institution or company, from:

. all bank holding companies with total consolidated assets of $50 billion or more;
o all savings and loan holding companies with total consolidated assets of $50 billion or
more; and
o all non-bank financial companies supervised by the Board under Title | of the Act.
) OCC. Title Il grants the OCC the authority to collect an assessment from any entity subject to its

jurisdiction as it deems necessary or appropriate to carry out its responsibilities.

. FDIC. Title lll allows the FDIC to collect assessments to cover the cost of conducting an
examination of any depository institution or any other entity that it supervises.
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Transition Provisions

Subtitle B of Title 11l contains numerous provisions concerning the general logistics of, and the interim use
of funds necessary to pay any expenses associated with, the transfer of personnel (including employee
benefits), property, and administrative services from the OTS to the OCC, the FDIC and the Board. The
OCC, the FDIC and the Board shall jointly submit a plan to Congress within six months of enactment of
the Act describing how the agencies plan to implement the transition provisions. The Inspectors General
of the Department of the Treasury, the FDIC and the Board shall jointly provide a written report to the
Board, the FDIC, the OCC and Congress concerning the sufficiency of the transition plan.

FDIC Reforms

Assessment Base. Subtitle C of Title Il requires the FDIC to adjust the “assessment base” upon which
deposit insurance premiums are calculated to an amount equal to:

. the average total consolidated assets of the insured depository institution during the assessment
period; minus

. the sum of the average tangible equity of the insured depository institution during the assessment
period, and, in the case of a custodial bank or a banker's bank, an amount that the FDIC
determines is necessary to establish assessments consistent with the Federal Deposit Insurance
Act (the “FDIA”) for such custodial bank or banker’s bank.

Elimination of Procyclical Assessments. Title Ill eliminates what it terms “procyclical assessments,”
meaning it permits the FDIC, in its sole discretion, to suspend or limit the declaration of payment of
dividends from excess reserves in the Federal Deposit Insurance Fund (the “DIF”).

Minimum Reserve Ratio. Title lll increases the minimum reserve ratio for the DIF from 1.15% to 1.35%
of estimated insured deposits or the comparable percentage of the assessment base. Title Il authorizes
the FDIC to take such steps as may be necessary for the reserve ratio to reach 1.35% of estimated
deposits by September 30, 2020. In setting the assessments necessary to meet this requirement, the
FDIC shall offset the effects of the requirement against depository institutions with total consolidated
assets of less than $10 billion.

Maximum Deposit Amount. The standard maximum deposit insurance amount is permanently increased
from $100,000 per account to $250,000 per account under the FDIA and the Federal Credit Union Act.
The change is retroactive for any institution for which the FDIC was appointed receiver or conservator on
or after January 1, 2008 and before October 3, 2008, and effectively covers depositors in most of the
failures that occurred in 2008, including that of IndyMac Bank.

Management of the FDIC Board. The Director of the Consumer Financial Protection Bureau (the
“CFPB”) will replace the Director of the OTS on the FDIC Board.

Branching

Title 11l permits any savings association that becomes a bank to continue to operate any branch or
agency that it operated immediately before becoming a bank, and to continue establishing, acquiring and
operating branches and agencies in any state in which the savings association operated a branch
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immediately before becoming a bank, if the law of that state would permit a state bank to establish a
branch.

Office of Minority and Women Inclusion

Title 11l requires each agency (defined below), within six months of the date of enactment of the Act, to
create an Office of Minority and Women Inclusion that will be responsible for all matters of the agency
relating to diversity in management, employment and business activities. The Director of each agency
shall develop and implement standards for equal employment opportunities, the diversity of the agency’s
workforce, increased participation of minority- and women-owned businesses in agency activities, and
assessing the agency’s diversity policies and practices.

o For purposes of this section only, the term “agency” includes:
. the Departmental Offices of the Department of the Treasury;
. the Federal Housing Finance Agency;
o each of the Federal reserve banks;
) the Board;
o the National Credit Union Administration (the “NCUA”);
) the OCC;
o the SEC; and
) the CFPB.

Insurance of Transaction Accounts

Effective December 31, 2010, the FDIC will fully insure the net amount that any depositor at an insured
depository institution maintains in a non-interest bearing transaction account. This provision will sunset
after two years. Effective as of the date of enactment of the Act, the NCUA will fully insure the net
amount that any depositor at an insured credit union maintains in a non-interest bearing transaction
account. This provision will expire on December 31, 2012.

Anti-Tying Exceptions

Title 11l requires the Board to consult with the OCC and the FDIC prior to permitting any exceptions to the
anti-tying restrictions.

Technical and Conforming Amendments to Applicable Federal Statutes

Subtitle E of Title Il provides technical and conforming amendments to a laundry list of Federal statutes
that are implicated by the changes made pursuant to Title Ill.

Risks

The Board’'s collection of fees from companies with total assets of $50 billion or more may place a
financial burden on large financial institutions.

Although the two-year period of unlimited deposit insurance applicable to non-interest bearing accounts is
a beneficial reform, Title Ill narrows the current definition of “non-interest bearing transaction account” by
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excluding from the definition accounts that earn de minimus interest and accounts on which institutions
reserve a right to require advance notice of withdrawals (e.g., NOW accounts), thus limiting the scope of
the benefit.

Opportunities

Replacing the Director of the OTS with the Director of the CFPB on the FDIC Board will lend an additional
voice for consumer advocacy to the FDIC.

The elimination of procyclical assessments will grant the FDIC greater authority to build up excess
reserves when the DIF has otherwise met its targets.
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Prepared by:
Taylor Wilson taylor.wilson@haynesboone.com 214.651.5615
Evan Hall evan.hall@haynesboone.com 214.651.5831

Title IV contains amendments to the Investment Advisers Act of 1940 (the “Advisers Act’) and certain
other statutes that impose more stringent registration, reporting and other regulatory requirements on
investment advisers that provide advice to one or more “private funds” (defined as entities that would be
required to register as investment companies under the Investment Company Act of 1940 (“Company
Act’), but for an exemption provided under Sections 3(c)(1) or 3(c)(7)). In particular, Title IV removes the
exemption from investment adviser registration currently relied upon by many advisers and imposes more
stringent recordkeeping and reporting requirements on advisers. Set forth below is a summary of certain
key provisions of Title IV.

Elimination of Private Adviser Exemption

The Advisers Act currently exempts any investment adviser, such as an investment fund manager, from
registration with the Securities and Exchange Commission (“SEC”) under the Advisers Act if that adviser:
(i) has fewer than 15 clients during the preceding 12 months; (ii) does not advise any registered
investment companies; and (iii) does not hold itself out generally to the public as an investment adviser
(“Private Adviser Exemption”). Since each private fund generally counts as one client for purposes of
the Private Adviser Exemption, advisers can manage investment funds with hundreds of investors and
hundreds of millions in assets without having to register with the SEC. Title IV removes the Private
Adviser Exemption and replaces it with several much more limited exemptions from registration, which
are described in more detail below. As a result of the elimination of the Private Adviser Exemption,
private fund managers will, absent an exemption, be required to register with the SEC and comply with
the various recordkeeping, reporting and other requirements applicable to registered investment advisers.

Exemptions and Prohibitions from Registration

In place of the Private Adviser Exemption, Title IV contains a number of significant, but much more limited
exemptions from registration including exemptions for advisers to venture capital funds, advisers to family
offices, foreign private advisers and private fund advisers with less than $150 million in assets under
management in the United States.

. Exemption for Foreign Private Advisers. Title IV provides a very limited exemption from
registration under the Advisers Act for “foreign private advisers” (the “Foreign Adviser
Exemption”). A “foreign private adviser” is defined as an investment adviser that: (i) has no
place of business in the United States; (ii) has, in total, fewer than 15 U.S. clients and investors in
private funds advised by such adviser; (iii) has less than an aggregate of $25 million in assets
that are attributable to U.S. clients and investors in private funds advised by such adviser;
(iv) does not hold itself out to the public as an investment adviser in the United States; and
(v) does not advise any registered investment companies or business development companies.
Non-U.S. advisers advising private funds that have, in the aggregate, more than 15 U.S. investors
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or more than $25 million in capital attributable to U.S. investors will be ineligible for the Foreign
Adviser Exemption. Due to the limited nature of the Foreign Adviser Exemption, Title IV, as it
currently stands, will likely require many non-U.S. advisers either to curtail their U.S. operations
or register with the SEC.

. Exemption for Advisers to Venture Capital Funds. Investment advisers that provide advice
“solely” to one or more “venture capital funds” will be exempt from registration under the Advisers
Act (the “Venture Capital Exemption”). The term “venture capital funds” is not defined in Fund
Registration Act. Instead, the SEC is directed to issue final rules defining the term “venture
capital funds” no later than one year after the enactment of Title IV. The usefulness and
availability of the Venture Capital Exemption will depend almost entirely on how the SEC
determines to define “venture capital funds.” If the SEC ultimately decides to define the term
narrowly, the availability of the exemption will be limited. Advisers qualifying for the Venture
Capital Exemption will be required to maintain such records and provide such annual or other
reports as the SEC determines necessary or appropriate for investor protection or in the public
interest.

o Family Office Exemption. Consistent with current law, advisers to “family offices” are excluded
from the definition of investment adviser under the Advisers Act and, therefore, will not be
required to register with the SEC. As with the Venture Capital Exemption, Title IV does not
purport to define the term “family office,” leaving the definition and most of the details of the
exemption to later SEC rulemaking. Nevertheless, the family office exemption is required to;

. be consistent with prior exemptive positions taken by the SEC; and

. recognize the range of organizational, management and employment structures and
arrangements employed by family offices.

In addition, the definition of “family office” may not exclude any person who was not registered or
required to be registered on January 1, 2010 solely because such person provides (and was
engaged in providing before January 1, 2010) investment advice to:

. natural persons who at the time of the applicable investment, are officers, directors, or
employees of the family office who: (i) invested with the family office before January 1,
2010; and (ii) are accredited investors, as defined under Rule 501(a) of the Securities Act
of 1933;

. any company owned exclusively and controlled by members of the family of the family
office, or as the SEC may determine by rule; or

. any SEC-registered adviser: (i) that provides investment advice to the family office,
identifies investment opportunities for the family office, and invests in such transactions
on substantially the same terms as the family office invests; (ii) that does not invest in
other funds advised by the family office, and (iii) whose assets as to which the family
office directly or indirectly provides investment advice represent, in the aggregate, no
more than five percent of the value of the total assets as to which the family office
provides investment advice.
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Assuming that the SEC defines family office in a manner consistent with its prior exemptive
orders in this area, the exemption will likely be limited to single family offices serving lineal
descendants of a single individual, their spouses and entities and charities owned by, for the
benefit of, or created by, such individuals. Any person qualifying for the family office exemption
will remain subject to the anti-fraud provisions of the Advisers Act. Unlike the Venture Capital
Exemption, no specific timetable is required for SEC rulemaking. As a result, there is no
guarantee that the SEC will promulgate rules relating to the exemption by the time Title IV
becomes effective.

. Private Fund Exemption. The SEC is required to adopt an exemption from registration for any
investment adviser that:

. has assets under management in the United States of less than $150 million; and

. provides investment advice solely to one or more private funds (the “Private Fund
Exemption”).

Importantly, the Private Fund Exemption will not be available to advisers that provide advice to
any clients other than private funds (i.e., the exemption will not be available to advisers providing
advice to both private funds and separately managed accounts). Advisers qualifying for the
Private Fund Exemption will be required to maintain such records and provide such annual or
other reports as the SEC determines necessary or appropriate for investor protection or in the
public interest. The Private Fund Exemption is not “self executing,” meaning that the exemption
will not be available until such time as the SEC formally adopts a rule providing for the exemption.
Since no timetable for SEC rulemaking is set forth in Title IV, there is no guarantee that the
Private Fund Exemption will be available on the effective date thereof.

. Advisers Prohibited from Registering with the SEC.

. Under current law, advisers with assets under management of less than $25 million are
generally prohibited from registering with the SEC under the Advisers Act; advisers with
more than $25 million but less than $30 million in assets under management are
generally permitted, but not required, to register with the SEC instead of a state securities
regulator; and advisers with $30 million or more in assets under management are
generally required to register with the SEC (absent an exemption from registration).

. Title IV significantly alters the current regulatory framework by generally prohibiting an
adviser from registering with the SEC if the adviser: (i) has between $25 million and
$100 million in assets under management; (ii) is registered, or required to be registered,
as an investment adviser with the state in which it maintains its principal office and place
of business; and (iii) is or would be subject to examination as an investment adviser by
such state. The $25 million to $100 million threshold may be increased by the SEC by
rule.

. Notwithstanding the foregoing, an adviser not otherwise permitted to register with the
SEC may register if that adviser: (i) has at least $25 million in assets under management;
and (ii) would, as a result of the prohibition from registration described above, be required
to register as an investment adviser with 15 or more state regulatory authorities. As with
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the current law, advisers to registered investment companies or business development
companies are required to register with the SEC regardless of their assets under
management.

. As a result, advisers with less than $100 million in assets under management will
generally be subject to registration and regulation with one or more applicable state
regulatory authorities.

. CTA Registration Exemption. Under current law, a commodity trading advisor registered as
such with the Commodity Futures Trading Commission (“CFTC”) is generally exempt from
registration as an investment adviser with the SEC under the Advisers Act if its business does not
consist “primarily” of providing securities-related advice. Title IV limits this exemption so that any
CFTC-registered commodity trading advisor to a private fund (or commodity pool) must register
with the SEC if, at any time at any time after the enactment of Title IV, its business consists
“predominately” of providing securities-related advice. Title IV does not define the term
“predominately.”

. Limited Intrastate Exemption. Under current law, an adviser is exempt from registration if: (i) all
of the adviser’s clients are residents of the same state within which the adviser maintains its
principal office and place of business; and (ii) the adviser does not issue analyses or reports with
respect to securities listed or admitted to unlisted privileges on any national securities exchange.
Due to concerns that the intrastate exemption could be used by private fund managers to evade
registration requirements, Title IV eliminates the intrastate registration exemption for advisers that
provide advice to any private funds.

While earlier versions of Title IV contained an exemption for advisers providing advice “solely” to one or
more private equity funds, the private equity exemption was removed from the final version of Title IV.
Consequently, unless one of the foregoing exemptions is available, many private equity fund managers
will be required to register with the SEC. In addition, it is likely that many states will begin to adopt
amendments to their respective adviser registration statutes in response to the elimination of the Private
Adviser Exemption and the various other provisions included in Title IV. In particular, many states may
begin to require all federally unregistered fund managers based in those states to become state-
registered advisers. Similar to Title IV, amendments to state investment adviser statutes could also
impose more stringent recordkeeping and reporting requirements on advisers registered in those states.

Required Records and Reports

Title IV includes provisions that will significantly increase the recordkeeping and reporting requirements
applicable to many advisers to private funds. The SEC is authorized to require advisers to private funds
to maintain certain records and file certain reports as the SEC deems necessary and appropriate in the
public interest and for investor protection, or for the assessment of systemic risk by the Financial Stability
Oversight Council (the “Council’) created under Titlel. The records and reports required to be
maintained by a private fund manager must include, with respect to each private fund managed thereby,
a description of:

. The amount of assets under management and use of leverage, including off-balance-sheet
leverage;
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. Counterparty credit risk exposure;

. Trading and investment positions;

) Valuation policies and procedures;

o Types of assets held;

. Side arrangements or side letters whereby certain investors in a fund obtain more favorable rights

or entitlements than other investors;
. Trading practices; and

. Such other information as the SEC, in consultation with the Council, determines is necessary and
appropriate in the public interest and for the protection of investors or for the assessment of
systemic risk.

Title IV expressly authorizes the SEC to establish different sets of reporting requirements for different
classes of fund advisers based on the type or size of private funds advised by such advisers.
Accordingly, the SEC may decide to impose more stringent recordkeeping and reporting requirements on
advisers to larger private funds due to the systemic risk perceived to be posed by such funds.

While the SEC generally may not be compelled to disclose publicly any report or other information that is
required to be filed with it, it is nevertheless required to:

. Make available to the Council copies of all reports, documents, records and information filed with
or provided to it as the Council considers necessary for the purpose of assessing systemic risks
posed by private funds;

) Provide information to Congress upon an agreement of confidentiality;

) Comply with a proper request for information from any other Federal department, agency or any
self-regulatory organization; and

. Comply with court orders in cases brought by the United States or the SEC.

Moreover, the SEC is restricted from publicly disclosing any “proprietary information” that is obtained from
any report, except in the case of a public hearing, a resolution or request from Congress or for purposes
of assessing systemic risk. As used in Title IV, “proprietary information” is defined as sensitive, non-
public information regarding: (i) the investment or trading strategies of the adviser; (ii) analytical or
research methodologies; (iii) trading data; (iv) computer hardware or software containing intellectual
property; and (v) any additional information that the SEC determines to be proprietary.

The Council and any department, agency or self-regulatory authority that receives reports or information
from the SEC is required to maintain the confidentiality of such reports and information in a manner
consistent with the level of confidentiality established by the SEC.

Modifications to Accredited Investor Definition

Title IV directs the SEC to adjust the net worth standard for an accredited investor to require that the
individual net worth of any natural person, or joint net worth with the spouse of that person, is, at the time
of purchase, greater than $1 million, exclusive of the value of the person’s primary residence (in contrast
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to the current requirement, which requires the same net worth but allows an investor to count the value of
his or her primary residence). The change to the individual net worth standard is effective immediately
upon enactment of Title IV and may not be altered by the SEC for four years after its enactment.

Beginning four years after the enactment of Title IV, the SEC is required, no less frequently than once
every four years, to undertake a comprehensive review of the accredited investor definition to determine
whether modifications to such definition are appropriate. Upon completion of its review, the SEC is
authorized to make such changes to the accredited investor definition, but only with respect to natural
person investors.

Modifications to Qualified Client Standard

The Advisers Act generally prohibits registered advisers — including advisers registered with state
regulatory authorities — from charging performance or similar fees based upon a share of capital
appreciation in a client’'s account. Rule 205-3 under the Advisers Act provides an exemption from this
performance fee prohibition and permits advisers to charge performance fees to persons that qualify as
“qualified clients.” “Qualified clients” are generally defined as natural persons or companies that have at
least $750,000 under management with the adviser or natural persons or companies that the adviser
reasonably believes either have a net worth of more than $1.5 million or are “qualified purchasers” under
the Company Act. Title IV requires the SEC to adjust for inflation the dollar amount of the $750,000
assets under management and $1.5 million net worth thresholds for determining a person’s status as a
“qualified client” within one year after the enactment of Title IV and every five years thereafter. Any
inflation adjustments must be made in multiples of $100,000.

Rulemaking Authority

Title IV contains a number of other provisions relating to the SEC’s rulemaking authority including, but not
limited to, the following:

. Definition of Client. The SEC is prohibited from defining the term “client,” for purposes of
Sections 206(1) and (2) of the Advisers Act, to include an investor in a private fund managed by
an investment adviser if that private fund has entered into an advisory contract with that adviser.
Since Sections 206(1) and (2) of the Advisers Act impose a number of anti-fraud and fiduciary
duties on investment advisers with respect to their clients, the foregoing limitation is significant in
that it may effectively prevent the SEC from attempting to impose fiduciary duties on investment
advisers with respect to investors in private funds managed by those advisers.

o Disclosure Rules on Private Funds. As referenced above, within 12 months after its
enactment, Title IV requires the SEC and the CFTC jointly to promulgate rules establishing the
form and content of reports to be filed with such agencies.

Transition Period

The provisions of Title IV will become effective one year after the date of its enactment. Notwithstanding
the foregoing and subject to any rules promulgated by the SEC, an investment adviser may voluntarily
register with the SEC under the Advisers Act during the one year transition period.
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Risks

Title IV will ultimately require a large number of private fund managers to register with the SEC and may
also end up prompting many other fund managers to register with one or more applicable state regulatory
authorities. Due to the large number of advisers expected to register over the next year and the budget
problems faced by many state regulatory agencies, the SEC and state regulatory authorities will likely be
overwhelmed. Advisers should plan as soon as possible to assess the impact of this legislation on their
businesses and plan accordingly. Even if registered or exempt from registration, advisers should begin
preparing and planning for the heightened recordkeeping, reporting and other requirements that are an
important part of Title IV.

As noted above, Title IV contains a number of provisions requiring the SEC and various other regulatory
agencies to promulgate rules and conduct various studies and reviews. Moreover, many exemptions
contained in Title IV are not “self-executing” and require further SEC action in order to be effective. For
example, none of the Venture Capital Exemption, the Private Fund Exemption or the family office
exemption are fully defined in Title IV and are dependent upon future SEC rulemaking. While the Venture
Capital Exemption sets forth a time limit required for SEC action (one year from the enactment of Title IV),
the Private Fund Exemption and the family office exemption do not. Accordingly, there can be no
assurance that these exemptions will be available at the time Title IV becomes effective. Moreover, since
many important provisions in Title IV are dependent upon SEC rulemaking, the parameters of those
provisions are currently unclear. Title IV will necessarily evolve over the next year as guidance is issued
by the SEC and other regulatory authorities.

Opportunities

Due to significant regulatory, recordkeeping and reporting requirements, Title IV will impose substantial
financial costs and logistical hardships on many investment advisers, particularly smaller advisers with
limited compliance staffs and budgets, and may also ultimately make it more cost-prohibitive for new
advisers to enter the business. As a result, large investment advisers with existing compliance
infrastructures and larger compliance budgets may have an opportunity to expand their respective
businesses and increase market share as a result of Title IV.
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OFFICE OF NATIONAL INSURANCE AND STREAMLINING STATE REGULATION:
Title V - Federal Insurance Office Act of 2010

Prepared by:

Ernest Martin ernest.martin@haynesboone.com 214.651.5641
Micah Skidmore micah.skidmore@haynesboone.com 214.651.5654
Overview

Title V of the Act takes preliminary steps toward establishing Federal regulatory oversight of the
insurance industry — a domain traditionally reserved to the States. Title V calls for the creation of an
Office of National Insurance within the Department of the Treasury, with authority to: (i) monitor and make
recommendations regarding the regulation of the insurance industry (except for health and crop
insurance), including specific insurers and their affiliates; and (ii) determine, with some exceptions,
when state insurance law is preempted by international agreements regarding the regulation of insurance.
Title V also authorizes the Secretary of the Treasury (the “Secretary’) to negotiate international
agreements on the regulation of insurance and reinsurance. Finally, Title V imposes uniformity on state
oversight of reinsurers and nonadmitted insurers by limiting state regulation relating to premium taxes,
surplus lines eligibility, reinsurer solvency and other requirements.

Establish an Office of National Insurance

Title V of the Act establishes an Office of National Insurance (the “ONF’) to be led by a Director appointed
by the Secretary. The ONI is charged with, among other things, three general functions: (i) monitoring
and recommending further regulation of the insurance industry; (ii) determining preemption of state
insurance law by international insurance agreements; and (iii) participating, in coordination with the States
and the Secretary, in the development of Federal insurance policy and international agreements on
insurance regulation.

¢ Monitoring and recommending regulation of the insurance industry. The ONI has
the broad mandate to monitor all aspects of the insurance industry. This monitoring
function includes identifying gaps in regulation, performing a study of how to modernize
and improve insurance regulation in the United States, recommending specific insurers or
their affiliates for regulation by the Financial Stability Oversight Council established in
Title | of the Act, and making an annual report to Congress on the insurance industry.
The ONI is empowered to collect information from insurers, affiliates and state regulators,
with provision made to protect the disclosure of information that may otherwise be subject
to privilege or other confidentiality obligations. The Secretary is also authorized to issue
implementing orders, regulations, policies and/or procedures.

e Preemption of state insurance law. TitleV sets forth a procedure for the ONI to
preempt state insurance law that is either: (i) inconsistent with an agreement between the
United States and a foreign authority regarding the regulation of insurance or
reinsurance; or (ii) results in unfavorable treatment of a foreign insurer, relative to its
domestic counterparts. Preemption of state law on the basis of an inconsistency with an
international insurance agreement is to be done only after notice, consultation with the
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affected State(s), and an opportunity for interested parties to provide comments.
However, Title V contains a “savings” provision addressing, among other things, state law
governing insurers’ rates, premiums, underwriting, sales practices, and insurer solvency
and capital requirements. Moreover, Title V disclaims general supervisory or regulatory
authority over the business of insurance by the Department of the Treasury.

¢ International Insurance Agreements on Prudential Measures. Without affecting
United States’ trade policy, Title V authorizes the Secretary to negotiate and enter into
international agreements with foreign authorities addressing the regulation of insurance
and reinsurance on behalf of the United States. In connection with this authority, the ONI
is to coordinate Federal efforts and policy, in support of the Secretary and in consultation
with the States, regarding international insurance regulation.

Streamlining Regulation of Nonadmitted Insurance

Title V of the Act limits the regulation of nonadmitted insurers, i.e., insurers not licensed to engage in
the business of insurance in a given state, (whether with respect to the assessment of premium taxes,
licensure of surplus lines brokers engaged in the placement of nonadmitted insurance, or the eligibility
of nonadmitted insurers), to the State in which the insured maintains its principal place of
business/residence, or, in some circumstances, the state to which the greatest percentage of premium
tax is allocated. Moreover, surplus lines brokers are no longer required to determine whether insurance
is available from an admitted carrier before placing nonadmitted insurance with an insured, provided that
the insured meets certain eligibility criteria, the broker has disclosed the fact that insurance may be
available from another insurer with greater regulatory oversight, and the insured requests the
nonadmitted placement in writing. Finally, Title V commissions a study of the nonadmitted insurance
market by the Comptroller General of the United States, including the potential effect of Title V on the
distribution of placements between admitted and nonadmitted insurers.

Limiting State Regulation of Reinsurance

As with nonadmitted insurance, Title V limits State regulation of reinsurance by States other than the
State in which the reinsurer is domiciled. For example, if the domiciliary State is NAIC-accredited or has
substantially similar financial solvency requirements, such State shall have the sole regulatory oversight
of the solvency of the reinsurer. With some limitations, regulations by a State that is not the domiciliary
State are preempted.

Risks

The grant of authority given to the Department of Treasury, in part, through the ONI, to recommend
changes to the regulation of the insurance industry, to effectively adjudicate preemption of state law, and
to enter into agreements, which may have a preemptive effect on existing state regulation of insurance,
appears extraordinarily broad. However, at this point, it is unclear what the legal or practical limitations of
this new authority will be. That uncertainty is itself a risk for insurers as well as insureds, whose rights
and obligations may be affected by the outcome. Moreover, as implied by the study of nonadmitted
insurance markets commissioned in Title V, it is unclear whether provisions addressing the placement of
nonadmitted insurance policies will increase nonadmitted placements or the risk, if any, that results to
insureds from reduced oversight of nonadmitted insurers.

© 2010 Haynes and Boone, LLP Title V 45



haynesboone

Opportunities

While increased placements with nonadmitted insurers may create added risk from a regulatory
perspective, increased market share for nonadmitted insurers also presumes an economic benefit for
insureds, particularly those who qualify as “exempt commercial purchasers” and may be entitled to
purchase nonadmitted insurance without demonstrating the absence of an admitted alternative.
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IMPROVED REGULATION OF DEPOSITORY INSTITUTIONS AND THEIR HOLDING
COMPANIES:

Title VI - Bank and Savings Association Holding Company and Depository Institution
Regulatory Improvement Act of 2010

Prepared by:

John Podvin john.podvin@haynesboone.com 214.651.5059
Erin Burrows erin.burrows@haynesboone.com 214.651.5749
Overview

Title VI provides numerous changes to the regulation and supervision of depository institutions and their
holding companies. The improved regulations are designed to address the weaknesses identified during
the financial crisis of the last few years. Title VI implements the hotly-debated “Volcker Rule,” which
restricts a bank’s authority to engage in proprietary trading and limits a bank’s ability to invest in hedge
funds. Title VI also imposes certain concentration limitations on the mergers and acquisitions of
depository institutions.

Moratorium and Study of Credit Card Banks, Industrial Banks, Trust Banks and Other Exceptions
to Holding Company Regulation

For a three-year period beginning on the date of enactment of the Act, the Federal Deposit Insurance
Corporation (the “FDIC”) may not approve an application for deposit insurance from a “Credit Card Bank,”
an “Industrial Bank,” or a “Trust Bank” that is directly or indirectly owned or controlled by a “Commercial
Firm,” which is defined as a company whose annual gross revenue from activities that are financial in
nature “including banking” represents less than 15% of the consolidated annual gross revenues of the
company.

During the period of the moratorium, the Government Accountability Office (the “GAO”) will conduct a
study to determine whether it is necessary, in order to strengthen the safety and soundness of financial
institutions or the stability of the financial system of the U.S., to eliminate exceptions to Section 2 of the
Bank Holding Company Act (the “BHCA”") for so called “non-bank banks.” The study will, among other
things, identify the types and number of such institutions that are subject to the exceptions, their size and
geographic locations, the extent to which such institutions are held by holding companies that are
“Commercial Firms” (or have any affiliates that are Commercial Firms) and identify the Federal banking
agencies responsible for supervision of such firms. The report shall be submitted to Congress no later
than 18 months later after the date of enactment of the Act.

The Act expands the Federal Reserve Board’'s (the “Board”) authority to examine bank holding
companies and each subsidiary of the holding company that is not functionally regulated.

Consideration of Systemic Risk in Regulatory Applications and Filings

Title VI amends the BHCA in various sections and the Bank Merger Act to insert a new factor that the
Board and the other bank regulators must consider when they evaluate corporate filings. The new factor
to be considered is “the risk to the stability of the U.S. banking or financial system.” The new factor will be
considered in the following types of transactions:
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o Acquisitions of banks under Section 3(c) of the BHCA,
o Acquisitions of non-banks under Sections 4(j) and 4(k) of the BHCA; and
. Mergers and acquisitions subject to the Bank Merger Act in Section 18(c)(5) of the Federal

Deposit Insurance Act.

Title VI also amends Section 4(k) of the BHCA to remove the exception from prior approval requirements
of the Board applicable when a financial holding company engages in a transaction where the total
consolidated assets to be acquired by the financial holding company exceed $10 billion.

Authority to Regulate Holding Companies and Their Non-bank Subsidiaries

Title VI authorizes the Board to: (1) examine savings loan and holding companies and their non-bank
subsidiaries that are not functionally regulated in the same manner as bank holding companies; (2)
require reports from and examine bank holding companies and their subsidiaries; and (3) regulate
functionally regulated subsidiaries of bank holding companies. These amendments are effective on the
transfer date, as defined in Title lll (the “Transfer Date”).

If the Board does not conduct an examination of a holding company or non-bank subsidiary, then the
Federal banking agencies have backup examination authority where they can recommend an
examination. If the Board does not conduct an examination before the end of the 60-day period
beginning on the date that the Board receives the recommendation, then the Federal banking agency of
the lead depository institution may conduct an examination of the activities that are permissible for a
depository institution subsidiary to determine whether the activities are a material threat to the safety and
soundness of any insured depository institution, among other factors. The appropriate Federal banking
agencies can also submit to the Board, in writing, a recommendation that the Board take enforcement
action against such non-depository institution subsidiary. If the Board does not take action on such
recommendation within a 60-day period, then the Federal banking agency may take the recommended
enforcement action against a non-bank subsidiary in the same manner as if the non-bank subsidiary were
an insured depository institution for which the agency had enforcement authority. Title VI requires
appropriate cooperation and coordination between the other regulatory agencies involved when this
backup examination and enforcement authority is used.

Title VI further amends the BHCA to require that bank holding companies be well capitalized and well
managed in order to be financial holding companies. Title VI requires that savings and loan holding
companies meet all the criteria to qualify as a financial holding company as if they were a bank holding
company. Savings and loan holding companies have until the Transfer Date to come into compliance
with this requirement.

Standards for Interstate Acquisitions

Title VI amends the BHCA by raising the standard by which interstate bank acquisitions are permitted
from a standard that the acquiring bank holding company be adequately capitalized and adequately
managed, to the higher standard of being well capitalized and well managed.
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Changes to Transactions with Affiliates

The definition of “affiliate” in Section 23A of the Federal Reserve Act is amended to include “any
investment fund with respect to which a member bank or an affiliate thereof is an investment advisor.”

The definition of “covered transactions” is amended to include the following transactions:

. A purchase of assets subject to an agreement to repurchase is included as a loan or extension of
credit to an affiliate;

. The acceptance of debt obligations issued by an affiliate as collateral security for a loan or
extension of credit to any person;

. A transaction with an affiliate that involves the borrowing or lending of securities, to the extent that
the transaction causes a member bank or a subsidiary to have credit exposure to the affiliate; or

. A “derivatives transaction” with an affiliate to the extent that the transaction causes a member
bank or a subsidiary to have credit exposure to the affiliate.

. The term “derivatives transaction’ is defined to include “any transaction that is a contract,
agreement, swap, warrant, note, or option that is based, in whole or in part, on the value of, any
interest in, or any quantitative measure or the occurrence of any event relating to, one or more
commodities, securities, currencies, interest or other rates, indices, or other assets.”

Title VI requires the credit exposure of a member bank or a subsidiary to an affiliate from a securities
borrowing or lending transaction or a derivatives transaction to, at all times, meet the collateral
requirements in Section 23A of the Federal Reserve Act. Securities or other debt obligations issued by
an affiliate of the member bank are not acceptable collateral for a loan or extension of credit (including
credit exposure from a securities borrowing or lending transaction or derivatives transaction) to an affiliate
of the member bank.

Title VI mandates that before the Board or the Office of the Comptroller of the Currency (the “OCC”) can
exempt a transaction from Sections 23A or 23B of the Federal Reserve Act, or Section 11 of the Home
Owners Loan Act, they must notify the FDIC of such proposed exemption and give the FDIC 60 days to
review the exemption and provide the FDIC with an opportunity to object in writing to the exemption
based on a determination that the exemption presents an unacceptable risk to the Deposit Insurance
Fund. The Board shall also issue regulations that are necessary and appropriate with respect to the
impact of netting agreements on the amount of the credit exposure that is considered a covered
transaction subject to the requirements of Section 23A of the Federal Reserve Act. Title VI also amends
Section 23B of the Federal Reserve Act to provide the FDIC with the 60-day opportunity to review a
notice of any exemptions to the requirements of Section 23B. Title VI eliminates all exceptions for
transactions with financial subsidiaries from the requirements of Section 23A, which will be applied
prospectively to transactions occurring after the date of enactment of the Act.

The preceding amendments related to transactions with affiliates take effect one year after the Transfer
Date.
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Impact on Lending Limits

The lending limits statutes for national banks and Federal savings associations are amended to include
within the definition of a loan or extension of credit, “any credit exposure to a person arising from a
derivative transaction, repurchase agreement, reverse repurchase agreement, securities lending
transaction, or securities borrowing transaction between the national banking association and the
person.” The term “derivatives transaction” is defined (see above) and is added to the lending limits
statutes. Title VI also provides for consistent treatment for state banks that engage in derivatives
transactions provided the states where they are located have lending limits laws that take into
consideration the credit exposure of derivatives transactions.

Restrictions on Conversions of Troubled Banks

In general, a financial institution that is subject to a Cease and Desist Order (or other formal enforcement
order) issued by, or a Memorandum of Understanding entered into with, its Federal banking regulator with
respect to a “significant supervisory matter” may not convert to another bank or savings association
charter during the period that it is subject to the enforcement action. These restrictions are subject to an
exception if the proposed new regulator provides the current Federal and/or state banking agency or
supervisor that issued the enforcement action with a plan to address the significant supervisory matter in
a manner that is consistent with the safe and sound operations of the institution. If the agency that issued
the enforcement action does not object to the conversion within 30 days of receipt of the written notice,
then the new regulator must implement the plan. An institution that wishes to convert its charter must
provide a copy of the conversion application to its current banking regulator and its new banking
regulator.

De Novo Branching Into States

Title VI authorizes national banks to establish a de novo branch in another state if, under the laws of the
state where the branch is to be located, a state bank chartered in that state would have been permitted to
establish a branch.

Lending Limits to Insiders

Title VI amends the statutes placing limitations on loans to insiders by including credit exposures to the
person arising from a derivates transaction, repurchase agreement, reverse repurchase agreement,
securities lending transaction, or securities borrowing transaction between the member bank and the
person within the definition of an extension of credit. This amendment is effective one year after the
Transfer Date.

Limitations on Purchases of Assets from Insiders

Generally, an insured depository institution may not purchase an asset from or sell an asset to an insider
(executive officer, director, or principal shareholder of an insured depository institution) or any “related
interest” of such person unless:

° The transaction is on market terms; and

. If the transaction represents more than 10% of the capital stock and surplus of the insured
depository institution, then the transaction has been approved in advance by a majority of the
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members of the Board of Directors of the insured depository institution who do not have an
interest in the transaction.

o The Board may issue rules to further define these provisions after consultation with the OCC and
the FDIC. These provisions are effective on the Transfer Date.

Regulations Regarding Capital Levels

Title VI mandates that the Federal banking agencies seek to make capital requirements
“countercyclical’. Countercyclical means that the amount of capital required to be maintained by the
holding company or depository institution increases in times of economic expansion and decreases in
times of economic contraction, consistent with the safety and soundness of the company.

Source of Financial Strength

Title VI imposes capital requirements on savings and loan holding companies and requires the Board to
mandate that any bank holding company or savings and loan holding company serve as a “source of
financial strength” for any subsidiary that is a depository institution. Furthermore, if an insured depository
institution is not a subsidiary of a bank holding company, the appropriate Federal banking agency for the
insured depository institution shall require any company that directly or indirectly controls the insured
depository institution to serve as a source of strength for such institution. The Federal banking agencies
have one year after the Transfer Date to issue joint final rules related to the source of financial strength
requirement.

Title VI defines “source of financial strength” to mean “the ability of a company that directly or indirectly
owns or controls an insured depository institution to provide financial assistance to such insured
depository institution in the event of the financial distress of the insured depository institution.”

Securities Holding Company Supervision

Federal Reserve Board Registration. A securities holding company that is required by a foreign
regulator or provision of foreign law to be subject to comprehensive consolidated supervision may register
with the Board to become a supervised securities holding company and thus satisfy the supervisory
requirement.

. A “securities holding company”’ is defined as a company that owns or controls one or more
SEC-registered broker-dealers, and does not include a systemically important non-bank financial
company supervised by the Board or other entities already subject to comprehensive
consolidated supervision.

Supervision of Securities Holding Companies. The Board is permitted to examine any registered
securities holding company and its affiliates and to impose capital adequacy and other risk management
standards on registered securities holding companies. Each supervised securities holding company will
be required to keep records and make reports as determined by the Board.

Application of the Bank Holding Company Act. Supervised securities holding companies are subject
to the provisions of the BHCA in the same manner as a bank holding company, except for the restrictions
on non-banking activities and investments in Section 4 of the BHCA and except as the Board may
otherwise provide.
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The Volcker Rule

Title VI implements provisions recommended by former chairman of the Board, Paul Volcker, in the form
of legislation referred to as the “Volcker Rule.” Under the Volcker Rule, subject to certain exceptions, a
“banking entity” shall not:

. Engage in “proprietary trading;” or

. Acquire or retain an equity, partnership, or other ownership interest in or sponsor a hedge fund or
a private equity fund.

Key Definitions.

. A “banking entity’ means:
. any insured depository institution;
. any company that controls an insured depository institution;
. any company that is treated as a bank holding company under the International Banking

Act of 1978; and
) any affiliates of any of the above entities.

. An “illiquid fund” means a hedge fund or private equity fund that, as of May 1, 2010, was
principally invested in or was invested in and contractually committed to principally invest in,
illiquid assets, which include portfolio companies, real estate investments, and venture capital
investments.

. “Proprietary trading” means engaging as a principal for one’s trading account in any transaction
to purchase or sell, or otherwise acquire or dispose of, any security, any derivative, any contract
of sale of a commodity for future delivery, any option on a security, derivative, or contract, or any
other security or financial instrument as determined by the appropriate Federal agencies.

. To “sponsor’ a fund means: to serve as a general partner, managing member, or trustee of a
fund; in any manner to select or to control a majority of the directors, trustees, or management of
a fund; or to share with a fund, for corporate, marketing, promotional, or other purposes, the
same name or a variation of the same name.

Council Study. Not later than six months after the date of enactment of the Act, the Financial Stability
Oversight Council (the “Council’) shall study and make recommendations on the implementation of the
Volcker Rule. Not later than nine months after the completion of such study, the appropriate Federal
banking agencies, the Securities and Exchange Commission (the “SEC”), and the Commodities and
Futures Trading Commission (the “CFTC”) shall consider the findings of the study and issue coordinated
final rules implementing the Volcker Rule.

Effective Date. The Volcker Rule shall be effective on the earlier of:
. Twelve months after the date of the issuance of the aforementioned final rules; or

o Two years after the date of enactment of the Act.
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Not later than two years after the effective date of the Volcker Rule, a banking entity (or non-bank
financial company supervised by the Board) must bring its activities and investments into compliance with
the Volcker Rule. The Board may grant up to three one-year extensions. In the case of a banking entity
subject to a contract regarding an illiquid fund, the Board may grant additional exemptions in one-year
increments, not to exceed five years.

Exceptions. The Volcker Rule does not apply to the following activities:

. Investments in obligations of the U.S. government or any agency thereof, obligations,
participation or other instruments of or issued by Ginnie Mae, Fannie Mae, Freddie Mac, a
Federal home loan bank, Farmer Mac or a Farm Credit System institution, and obligations of any
state or a political subdivision thereof;

) The purchase, sale, acquisition or disposition of securities and other instruments in connection
with underwriting or as part of market-making activities;

. Risk-mitigating hedging activities designed to reduce the specific risks to a banking entity in
connection with or related to such positions, contracts or other holdings;

) The purchase, sale, acquisition or disposition of securities or other instruments on behalf of
customers;
. Investments in one or more small business investment companies that are designed primarily to

promote the public welfare, or that are qualified rehabilitation expenditures with respect to certain
building or historical structures;

. Subject to certain conditions, the purchase, sale, acquisition or disposition of securities or other
instruments by a regulated insurance company or an affiliate for the general account of the
company provided that such activities by any affiliate are solely for the general account of the
regulated insurance company;

. Organizing or offering a private equity or hedge fund, including serving as a general partner,
managing member, or trustee of the fund, if, among other restrictions:

. The banking entity provides bona fide trust, fiduciary, or investment advisory services;

o The fund is organized and offered only in connection with the provision of those services, and
only to customers of the banking entity that use such services;

. The banking entity does not acquire or retain an equity interest, partnership interest or other
ownership interest in the fund other than a de minimis investment, subject to certain conditions;

o The banking entity and its affiliates comply with the requirements of Sections 23A and 23B of the
Federal Reserve Act;

. The banking entity does not, directly or indirectly, guaranty, assume or otherwise insure the
obligations or performance of the fund, or of a fund in which such fund invests;

. The banking entity does not share with the fund for corporate, marketing, promotional or other
purposes, the same name or a variation of the same name;
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o No director or employee of the banking entity takes or retains an equity interest, partnership
interest, or other ownership interest in the fund except for any director or employee of the banking
entity who is directly engaged in providing investment advisory or other services to the fund; and

. The banking entity discloses to prospective and actual investors in the fund, in writing, that any
losses in the fund will be borne solely by investors in the fund and not by the banking entity, and
otherwise complies with any additional rules of the appropriate Federal banking agencies, the
SEC or the CFTC.

. Acquiring or retaining any equity, partnership or other ownership interest in or sponsoring a fund
of a banking entity solely outside the U.S. pursuant to Sections 4(c)(9) or 4(c)(13) of the BHCA,
unless the banking entity is directly or indirectly controlled by a banking entity organized in the
U.S., and provided that no ownership interest in such fund is offered for sale or sold to a U.S.
resident; and

. Such other activity as the appropriate Federal banking agencies, the SEC or the CFTC
determine, by rule, would promote the safety and soundness of the banking entity and the
financial stability of the U.S.

The exceptions to the Volcker Rule will be dictated by rules issued by coordination of the appropriate
Federal banking agencies, the SEC and the CFTC.

Circumstances in which the Exceptions do not Apply. The preceding exceptions to the Volcker Rule
do not apply if, as determined by regulation of the Federal banking agencies, the SEC and the CFTC, an
activity:

. Involves or results in a material conflict of interest between the banking entity and its customers
or counterparties;

) Results, directly or indirectly, in exposing the banking entity to material exposure to high risk
assets or high risk trading strategies;

. Poses a threat to the safety and soundness of the banking entity; or
) Poses a threat to the financial stability of the U.S.
De Minimus Investment

If a banking entity organizes and offers a hedge fund or private equity fund, the banking entity may make
and retain an initial investment in the fund. Not later than one year after the date of establishment of the
fund, the investment in the fund shall be reduced through redemption, sale or dissolution to an amount
that is not more than 3% of the total ownership interest in the fund, and be immaterial to the banking
entity (as defined by rule, but the maximum aggregate amount of all such investments must be 3% or less
of the banking entity’s Tier One capital). A banking entity may apply to the Board to extend the time
period for an additional two years. The appropriate Federal banking agencies, the SEC and the CFTC
shall issue rules designed to prevent evasion of these requirements. If such agencies discover potential
evasion of the requirements in the Volcker Rule, then such agencies shall order, after due notice and an
opportunity for hearing, the banking entity or non-bank financial company supervised by the Board to
terminate the activity and, if relevant, to dispose of the investment.
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Additional Limitations on Relationships with Hedge Funds and Private Equity Funds

Covered Transaction Restrictions. A banking entity that serves, directly or indirectly, as the investment
manager, investment advisor, or sponsor to a hedge fund or a private equity fund, or that organizes and
offers a hedge fund or a private equity fund, or any affiliate of such entity, may not enter into a “covered
transaction” (as defined in Section 23A of the Federal Reserve Act) with the fund or with any other hedge
fund or private equity fund that is controlled by such fund.

Section 23B Restrictions. Transactions between such an entity and a hedge fund or private equity fund
are also subject to the requirements of Section 23B of the Federal Reserve Act as if the banking entity
were a member bank and the hedge fund or private equity fund were an affiliate.

Prime Brokerage. Under certain circumstances, the Board may permit a banking entity to enter into a
prime brokerage transaction with a hedge fund or private equity fund managed, sponsored, or advised by
such banking entity or non-bank financial company. The following conditions apply to this exception:

. With regard to a fund organized and offered by such banking entity, the banking entity must
comply with each of the conditions in the exemption for banking entities that provide bona fide
trust services or investment advisory services in connection with organizing or offering a private
equity fund or hedge fund;

. The chief executive officer (or equivalent officer) of the banking entity must certify in writing
annually (with a duty to update the certification if the information in the certification materially
changes) that the banking entity does not, directly or indirectly, guarantee, assume or otherwise
insure the obligations or performance of the hedge fund or private equity fund or of any hedge
fund or private equity fund in which such fund invests; and

. The Board has determined that the transaction is consistent with the safe and sound operation
and condition of the banking entity or non-bank financial company supervised by the Board.

Such prime brokerage transactions would also be subject to the requirements of Section 23B of the
Federal Reserve Act as if the counterparty were an affiliate of the banking entity.

Conflicts of Interest

Subject to certain exceptions, an underwriter, placement agent, initial purchaser, or sponsor, or any
affiliate or subsidiary of any such entity of an asset-backed security shall not, for one year after the
closing of the sale of the security, engage in any transaction involving a material conflict of interest with
respect to any investor arising out of such activity. The SEC must issue rules to implement this provision
within 270 days after the date of enactment of the Act. Exceptions include: (i) risk-mitigating hedging
activities, or (ii) purchases or sales of asset-backed securities made pursuant to and consistent with:
(A) commitments of the underwriter, placement agent, initial purchaser, or sponsor; or (B) bona fide
market-making in the asset-backed security.
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Restrictions on Non-bank Financial Companies

The Board will adopt rules that impose additional capital requirements and quantitative limits on non-bank
financial companies it supervises pursuant to Title | of the Act that engage in proprietary trading or
sponsor or invest in hedge funds or private equity funds.

Concentration Limits on Large Financial Firms

Under Title VI, a financial company may not merge or consolidate with or acquire all or substantially all of
the assets of or otherwise acquire control of another company if the total consolidated liabilities of the
acquiring financial company upon consummation of the transaction would exceed 10% of the aggregate
consolidated liabilities of all financial companies at the end of the calendar year preceding the transaction.
There are exceptions for the acquisition of banks in default or in danger of default, banks that are
acquired with the assistance of the FDIC, and transactions that would result in a de minimus increase in
the liabilities of the financial company.

A “financial company’ is defined as an insured depository institution, bank holding company, savings
and loan holding company, company that controls an insured depository institution, non-bank financial
company supervised by the Board under Title | of the Act, and a foreign bank or other company treated
as a bank holding company.

The Board, with the recommendations of the Council, will issue regulations implementing the
concentration limit provisions. The Council is required to undertake a study concerning the extent to
which the concentration limits would affect, among other things, the financial stability of the U.S. and
moral hazard in the financial system.

A similar restriction is imposed on interstate merger transactions if the resulting insured depository
institution (including all insured depository institutions which are affiliates of the resulting insured
depository institution) upon consummation of the transaction, would control more than 10% of the total
amount of deposits of insured depository institutions in the U.S. There are exceptions for acquisitions of
failing banks and FDIC-assisted transactions. The prohibition and exceptions also apply to bank holding
company and savings and loan holding company interstate acquisitions of insured depository institutions
that together with affiliates control more than 10% of the total deposits in the U.S.

Treatment of Intermediate Holding Companies

If a grandfathered unitary savings and loan holding company conducts activities other than financial
activities, the Board may require such company to establish and conduct all or a portion of such financial
activities in or through an intermediate holding company, which shall be a savings and loan holding
company, established pursuant to the regulations of the Board not later than 90 days (or such longer
period as the Board may deem appropriate) after the Transfer Date. Internal financial activities of a
grandfathered unitary savings and loan holding company, including internal treasury, investment and
employee benefits functions, shall not be required to be placed in an intermediate holding company.

A grandfathered unitary savings and loan holding company that directly or indirectly controls an
intermediate holding company shall serve as a source of financial strength to its subsidiary intermediate
holding company. The Board may from time to time examine and require a report under oath from a
grandfathered unitary savings and loan holding company that controls an intermediate holding company
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and from the appropriate officers and directors of such company, solely for purposes of insuring
compliance with the provisions of the Act, including assessing the ability of the company to serve as a
source of financial strength to its subsidiary intermediate holding company and enforcing compliance with
appropriate requirements. The Board may use applicable enforcement requirements on the parent
company of any intermediate holding company as set forth in Section 8 of the Federal Deposit Insurance
Act to correct any violations. The Board shall issue regulations to establish the criteria for determining
when a grandfathered unitary savings and loan holding company must establish an intermediate holding
company and implement other restrictions described above.

Risks

By limiting the private investment vehicles banks are permitted to invest in, the Volcker Rule may cause
banks to suffer significant reductions in earnings and possibly losses in the coming years if they are
forced to divest investments to come into compliance with the new limitations. The Volcker Rule
limitations apply to investments that have historically been a source of volatile highs and lows, and often
unpredictable success. The changes to the affiliate transaction and lending limitations may create
uncertainty in the market, which could lead to a reduction in credit. Certain holding companies and
nonbank subsidiaries that have not been previously regulated, should prepare for increased supervision,
regulation and enforcement.

Opportunities

The Act levels the playing field concerning the supervision of holding companies for depository
institutions, the various types of depository institutions themselves and certain nonbank financial
companies. Countercyclical capital requirements (if they can be accomplished) should benefit the
financial industry in the next financial crisis. Amendments made in the Conference Committee process
will permit banks to continue to hedge the risks on their balance sheet, such as interest rate risk, and will
permit banks to have limited involvement in private equity and hedge funds. Companies impacted by
these changes will have an opportunity to impact the process to ensure the rules implementing these
provisions of the Act are fair and reasonable.

© 2010 Haynes and Boone, LLP Title VI 57



haynesboone
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Overview

Title VII of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Act’) attempts to
accomplish two regulatory goals: (i) move the riskiest swaps1 off the books of insured depository
institutions (“FDIC Banks”); and (ii) create clearing markets for all swaps with real-time public reporting,
resulting in public access to trade data including volume and pricing. The goals of the Act follow the
recommendations of FDIC Chairman Sheila Bair in her letter to Sen. Lincoln dated April 30, 2010. In her
letter, Chairman Bair supported the movement of swaps to a centralized clearing system, but encouraged
the legislation to permit banks to continue to hedge interest rates and other traditional bank risks more
easily and not push these products into the “shadow sector” not overseen by the FDIC or other
government regulators.

Allocation of Regulatory Responsibility for Swaps & Derivatives

Exclusive Authority. The implementation and enforcement of Title VIl is under the purview of the
Commodity Futures Trading Commission (the “CFTC”), the Securities and Exchange Commission (the
“SEC”, and together with the CFTC, the “Commissions”), and various prudential regulators (defined
below). In certain situations, the Commissions also need the approval of the Federal Reserve Board (the
“‘Board’) before taking action. The CFTC is given exclusive authority to enforce the non-prudential
provisions of Title VIl regarding swaps that are not “security-based swaps,” while the SEC is given
exclusive authority to enforce the non-prudential provisions regarding “security-based swaps.” Prudential
regulators are given exclusive authority to enforce the prudential provisions of Title VII, including the
segregation requirements under Section 4s of the Commaodity Exchange Act, and the capital and margin
requirements under Section 15F(e) of the Securities Exchange Act. In promulgating rules and regulations
under their authority, the CFTC and SEC are directed to treat functionally or economically similar products
or entities in a similar manner.

Recommendation for Enforcement. If the applicable Commission suspects that a swap dealer or major
swap participant has violated a prudential provision, then it may recommend that the prudential regulator
commence enforcement actions. A prudential regulator that suspects that a swap dealer or major swap
participant has violated a non-prudential provision may recommend that the applicable Commission
commence an enforcement action. If no enforcement has been initiated by the entity with exclusive
enforcement authority over the applicable provision within 90 days of receiving an enforcement
recommendation, the recommending entity may itself initiate enforcement.

1 As used herein, the term “swap” will be used to refer to both “swaps” and “security-based swaps,” the term “swap dealers” will be
used to refer to both “swap dealers” and “security-based swap dealers,” and the term “major swap participants” will be used to refer
to both “major swap participants” and “major security-based swap participants.”
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Consultation. In a number of instances, the Commissions are directed to act on a joint basis, or in
consultation with the prudential regulators. The SEC and CFTC are required to act on a joint basis with
respect to “mixed swaps,” and the Act authorizes the CFTC, the SEC and the prudential regulators to
consult on rules for initial and variation margins.

Primary Definitions’
Summarized below are the primary definitions of Title VII.

The term “commodity pool’ means investment trusts, syndicates, or enterprises operated to trade in
commodity interests, including: (i) commodities for future delivery, security futures products, and swaps;
(ii) certain agreements, contracts, and transactions in foreign currency or commodities; (iii) certain
commodity options; and (iv) certain leveraged transactions.

The term “Federal assistance” means the use of any advance from any Federal Reserve credit facility,
discount window that is not part of a program or facility eligible under the Federal Reserve emergency
lending authority, FDIC insurance or guarantees for the purpose of making any loan to any swap entity;
purchasing any stock, interest or asset of any swap entity; guaranteeing any loans or debt of any swap
entity; or entering into any assistance arrangement, loss sharing, or profit sharing with any swap entity.

The term “financial entity’ means: (i) swap dealers; (ii) major swap participants; (iii) commodity pools;
(iv) certain private funds®; (v) employee benefit plans; or (vi) persons predominantly engaged in activities
that are in the business of banking or financial in nature. The definition provides the Commission with the
authority to carve out certain banking institutions with less than $10 billion in total assets.

The term “major swap participant’ means any person:

. not a swap dealer: (i) that maintains a substantial position in certain swaps (excluding certain
positions held for hedging or risk-mitigation); (ii) whose outstanding swaps create substantial
counterparty exposure that could have serious adverse effects on the financial stability of the U.S.
banking system or financial markets; or (iii)is a financial entity: (A)that is highly leveraged
relative to the amount of capital it holds and that is not subject to capital requirements established
by an appropriate Federal banking agency; and (B) maintains a substantial position in certain
swaps;

. but not an entity whose primary business is providing financing, and which uses derivatives for
the purposes of hedging underlying commercial risks related to interest rate and foreign
exchange exposures, where 90% or more of such business arise from financing that facilitates
the purchase or lease of products manufactured by the parent company or another subsidiary of
such parent company. Additionally, a person might be a major swap participant with respect to
only certain swaps.

2 Note that the following definitions do not include their “security-based” counterparts. In most cases, however, the definitions of
“security-based” counterparts parallel those definitions presented here.

3 As such term “private fund” has been added by Title IV of the Act, and includes issuers who would have be investment companies
under the Investment Advisors Act except for the number or type of investors in such issuer. See Section 402 [p. 523]; see also 15
U.S.C. 80a-3.

4 The Act directs the Commissions, in consultation with the Board, to further define the terms “swap”, “security-based swap”, “major
swap participant”, “major security based swap participant”,
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The term “mixed swap” means any security-based swap that is also based on the value of one or more
interest or other rates, currencies, commodities, instruments of indebtedness, indices, quantitative
measures, other financial or economic interest or property of any kind (other than a single security or a
narrow-based security index), or the occurrence, non-occurrence, or the extent of the occurrence of an
event or contingency associated with a potential financial, economic, or commercial consequence.

The term “prudential regulator’ means, in most cases, the Board (as in the case of insured state banks,
etc.), and in other cases, the Comptroller of the Currency (in the case of national banks, Federally-
chartered branches, and Federal savings and loan associations), the Federal Deposit Insurance
Corporation (in the case of non-FDIC state banks and state savings associations), the Farm Credit
Administration (in the case of entities chartered under the Farm Credit Act), or the Federal Housing
Finance Agency (in the case of entities that are regulated under the Finance Housing Finance Act).

The term “substantial position” shall be determined and set by the appropriate Commission at the
threshold that such Commission determines to be prudent for the effective monitoring, management, and
oversight of entities that are systemically important or can significantly impact the financial system of the
U.S., taking into consideration the person’s relative position in uncleared as opposed to cleared swaps or
security-based swaps and the value and quality of collateral held against counterparty exposures.

The term “swap” means:
. any agreement, contract, or transaction:

(i) that is a put, call, cap, floor, collar, or similar option of any kind that is for the purchase or sale,
or based on the value, of one or more interest or other rates, currencies, commodities, securities,
instruments of indebtedness, indices, quantitative measures, or other financial or economic
interests or property of any kind;

(i) that provides for any purchase, sale, payment, or delivery (other than a dividend on an equity
security) that is dependent on the occurrence, nonoccurrence, or the extent of the occurrence of
an event or contingency associated with a potential financial, economic, or commercial
consequence;

(iii) that provides on an executory basis for the exchange, on a fixed or contingent basis, of one or
more payments based on the value or level of one or more interest or other rates, currencies,
commodities, securities, instruments of indebtedness, indices, quantitative measures, or other
financial or economic interests or property of any kind, or any interest therein or based on the
value thereof, and that transfers, as between the parties to the transaction, in whole or in part, the
financial risk associated with a future change in any such value or level without also conveying a
current or future direct or indirect ownership interest in an asset (including any enterprise or
investment pool) or liability that incorporates the financial risk so transferred, including certain
swaps (i.e., interest rate, cross-currency, basis, currency, foreign exchange, total return, equity
index, equity, debt index, debt, credit default, credit, weather, energy, metal, agricultural,
emissions, commodity), rate floors, rate caps, rate collars, and credit spreads;

(iv) that is an agreement, contract, or transaction that is, or in the future becomes commonly
known to the trade as a swap;
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(v) that is a security-based swap agreement which meets the definition of “swap agreement” as
defined in Gramm-Leach-Bliley Act Section 206A of which a material term is based on the price,
yield, value, or volatility of any security or any group or index of securities, or any interest therein;

(vi) that is any combination or permutation thereof, or option thereon; or

(vii) that is a master agreement (and any supplement thereto) that provides for an agreement,
contract, or transaction that is a swap, with respect to each agreement, contract, or transaction
covered by the master agreement that is a swap;

o but not the following:

(i) any contract of sale of a commodity for future delivery (or option on such a contract), leverage
contract authorized under Commodity Exchange Act Section 19, security futures product, or
agreement, contract, or transaction described in Commodity Exchange Act Sections 2(c)(2)(C)(i)
or 2(c)(2)(D)(i);

(ii) any sale of a nonfinancial commodity or security for deferred shipment or delivery, so long as
the transaction is intended to be physically settled;

(i) any agreement, contract, or transaction subject to: (A)the Securities Act; and (B) the
Securities Exchange Act; and

(iv) any agreement, contract, or transaction a counterparty of which is the Board, the Federal
government, or a Federal agency that is expressly backed by the full faith and credit of the U.S.

The term “swap data repository’” means any person that collects and maintains information or records
with respect to transactions or positions in, or the terms and conditions of, swaps entered into by third
parties for the purpose of providing a centralized recordkeeping facility for swaps.

The term “swap dealer’ means:

) any person who: (i) holds itself out as a dealer in swaps; (ii) makes a market in swaps;
(iii) regularly enters into swaps with counterparties in the ordinary course of business for its own
account; or (iv) engages in any activity causing the person to be commonly known in the trade as
a dealer or market maker in swaps;

. but not the following: (i) a person that buys or sells swaps for such person’s own account not as
a part of a regular business; (ii) a swap dealer that engages in a de minimis quantity of swaps; or
(i) an insured depositary institution to the extent it offers to enter into a swap with a customer in
connection with originating a loan with that customer.

The term “swaps entity’ includes any swap dealer or major swap participant (other than an insured
depository institution) that is registered under the Commodities Exchange Act or the Securities Exchange
Act.

The term “swap execution facility’ means a facility trading system or platform in which multiple
participants have the ability to execute or trade swaps by accepting bids and offers made by other
participants that are open to multiple participants in the facility or system, through any means of interstate
commerce, including any trading facility, that: (i) facilitates the execution of security-based swaps
between persons; and (ii) is not a designated contract market.
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Prohibition Against Financial Assistance

Title VII prohibits an institution from receiving Federal assistance® to enter into certain highly-speculative
swaps. In particular, certain types of banks may lose access to Federal assistance if they offer or trade in
equity swaps, certain commodities swaps, energy swaps, cleared non-investment grade credit-default
swaps (“CDS”) and uncleared investment-grade CDS (collectively, the “Affected Products”). The
prohibition on Federal assistance becomes effective two years after the effective date of the Act. In
addition, the Act provides FDIC Banks with a transition period of up to 24 months to divest or cease
operations with respect to the Affected Products. This transition period may be extended up to one
additional year for a FDIC Bank, on a case by case basis, by the appropriate Federal banking agency
after consultation with the Commission. During the transition period, FDIC Banks may transfer the
Affected Products to affiliates (including their broker-dealer affiliates) subject to capitalization
requirements and the statutory requirements of Sections 23A and 23B of the Federal Reserve Act.®

The prohibition on institutions receiving Federal assistance does not apply to an FDIC Bank that limits its
activities to: (i) hedging and other mitigating activities directly related to its activities; (ii) serving as a swap
entity for swaps that involve rates and reference rate assets permitted under the National Bank Act;” and
(iii) cleared investment-grade CDS (collectively, the “Unaffected Products”). FDIC Banks, therefore,
should be able to continue to offer interest rate swaps, foreign currency swaps, derivatives referencing
gold and silver, and investment-grade credit-default swaps.

Volker Rule and Hedge/Private Equity Funds

Under Title VII, proprietary trading in swaps by FDIC Banks and other banking entities is limited to the
same degree as proprietary trading under Title VI of the Act. As discussed in our summary of Title VI, the
Act permits hedging activity by a banking entity “in connection with and related to individual or aggregated
positions, contracts, or other holdings of the bank entity.” This language limits the prohibition on
proprietary trading by excluding from such prohibition certain swaps entered into by banking entities for
the purpose of hedging against the risks that arise from their individual or aggregate positions, contracts,
or holdings.

In addition to the FDIC Banks’ ability to directly trade in the swaps discussed above, the Act also permits
each FDIC Bank to invest in private equity and hedge funds in an aggregate amount up to 3% of their
Tier 1 capital. These investment vehicles are exempt from the proprietary trading restrictions of
Sections 619 and 716.

5 Federal assistance is defined broadly but contains broad carve-outs including any program or facility with broad-based eligibility
under Section 13(3)(A) of the Federal Reserve Act. In 2008 and 2009, the Federal Reserve relied on Section 13(3) (prior to
amendments thereto by the Act) to justify its lending actions with respect to Bear Stearns, AlG, Citigroup and Bank of America. The
broadest powers of Section 13(3) are limited by amendments thereto contained in the Act and eliminate assistance to (A) individual
companies for the purpose of removing assets from their balance sheets and (B) insolvent or bankrupt financial institutions. The Act
also requires reporting on any Federal assistance provided under such section going forward.

6 Federal Reserve Act Sections 23A and 23B will permit a bank to place its business with respect to the Affected Products in an
affiliate only if such transaction does not exceed 10% of a bank's capital stock and surplus, and all transactions with all affiliates
combined do not exceed 20% of the bank's capital stock and surplus. In addition, such transactions must be on terms and
conditions that are consistent with safe and sound banking practices, and must be on terms and under circumstances that are
substantially the same, or at least as favorable to the bank, as those prevailing at the time for comparable transactions with
unaffiliated companies.

7 Permitted swaps for insured depository institutions, include: (i) interest rates; (ii) foreign currency; (iii) gold silver and other
precious metals; and (iv) investment grade debt securities. Equity swaps are expressly excluded.
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Requirements to Clear Swaps

General Requirements. Title VII makes it unlawful for any person to engage in a swap that is required to
be cleared unless the swap is submitted to a derivatives clearing organization: (i) registered under the Act
or (ii) exempted from registration. A derivatives clearing organization must submit each group, category,
type or class of swaps to the applicable Commission for a determination of whether clearing is required.
In determining whether a swap requires clearing, the applicable Commission shall: (i) provide 30 days for
public comment; and (ii) make its determination within 90 days after receiving the submission unless the
submitting party agrees to a longer period.

In making its determination, the applicable Commission shall consider:

. whether there exists significant outstanding notional exposures, trading liquidity and adequate
pricing data;
. whether there is an ability to clear the contract on terms that are consistent with the material

terms and trading conventions on which the contract is then traded;

. whether clearing will mitigate of systemic risk, taking into account the size of the market;
. whether clearing will have an effect on competition, including clearing fees and charges; and
. whether there are insolvency ramifications.

The applicable Commission has the authority to require such terms and conditions for the clearing of a
swap that it deems appropriate. After a determination to require the clearing of a swap, a counterparty or
the Commission may stay the clearing requirement for a 90-day review period. All swaps listed with a
clearing organization on the date of the enactment of the Act shall automatically be considered submitted
for determination. In addition, the Act requires all of the derivatives clearing organizations to establish
internal margin requirements to minimize market risk prior to clearing a particular swap.

Unlisted Swaps. If the Commission determines that a swap would otherwise be subject to clearing but
none of the derivatives clearing organizations has listed such swap, then the Commission may take such
actions as it deems necessary to minimize the risks that such swaps could have on the market. These
actions may include a requirement that the counterparties to that swap retain adequate margin or capital.
The Act prohibits the Commission from requiring a clearing organization to list a swap that would threaten
such organization’s financial integrity.

Choice of Clearing Organization and to Clear. If a swap that is subject to the clearing requirements is
entered into between a swap dealer or a major swap participant and a counterparty that is not a swap
dealer or a major swap participant, then such counterparty may choose the clearing organization.
Furthermore, if that swap is not required to be cleared, then the counterparty may still elect to have that
swap cleared and select the clearing organization.

Promulgation of Submission and Oversight Regulations. No later than one year after enactment of
Section 723 of the Act, the Commission shall adopt rules for the submission of swaps by the clearing
organizations. No later than one year after the date of the enactment of the Act, the Commission shall
adopt rules to review an organization’s clearing.
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Transition Reporting. Swaps entered into prior to the date of enactment must be reported to a
registered swap data repository, or the applicable Commission, no later than 180 days after the effective
date of the Act. Swaps entered into prior to the date of enactment that are reported within the 180-day
period are exempt from the clearing requirements. Swaps entered into after the date of enactment of the
Act must be reported to the swap data repository or the applicable Commission within 90 days of the
effective date of the Act or such other period as the Commission may determine. Swaps entered into
after the date of enactment but prior to the application of the clearing requirement are exempt from the
clearing requirement if reported within 90 days after effective date of the Act or such other period as the
Commission may determine.

Exceptions to the Clearing Requirements.

Commercial End-User Exception. If either swap counterparty is not a financial entity, the Act provide
such entity with the option to avoid clearing its swaps if it is using the swaps: (i) to hedge its commercial
risk and (ii) notifies the applicable Commission on the ways it generally meets its financial obligations
under its non-cleared OTC derivatives contracts. This exception is intended to exempt institutions that
pose little risk to the financial markets from having to tie up large sums of margin with their clearing
organization.

Small Banking Institution Exception. The definition of a “financial entity” is drafted broadly to include
almost all types of banking entities by including any “person engaged in... activities that are financial in
nature...” However, the Act authorizes the Commission, in its discretion, to exclude from the definition of
“financial institution” small banks, farm credit systems and credit unions with less than $10 billion in total
assets (“Small Banking Institutions”). In addition, affiliates of Small Banking Institutions that are bank
holding companies may qualify for such exemption if they have less than $50 billion in consolidated
assets. If the Commission does exempt such entities, then any Small Banking Institution and any
qualifying affiliate of such institution would be permitted provide swaps outside of the clearing
requirements.

Enforcement of Clearing Requirement. Sections 741 and 773 of the Act impose civil money penalties
in twice the amount otherwise available on any designated clearing organization, swap dealer, or major
swap participant that knowingly or recklessly evades or participates in or facilitates an evasion of the
clearing requirements. Penalties under the Commodities Exchange Act are determined by the
appropriateness of such penalty to the gravity of the situation, while penalties under the Securities
Exchange Act are subject to specific limits.

One important limitation to the enforcement rights is that the Act specifically states that neither the
Commission nor any other government entity has the authority to void a swap entered into in violation of
the rules and regulations promulgated under the Act, and counterparties to such a swap do not have the
right to void, rescind or recover any payment for a swap based solely on its failure to be cleared or meet
the definition of swap. However, the Act provides that a court may impose equitable remedies on any
person found in violation of the Act. Such equitable remedies can include restitution to persons who have
sustained losses proximately caused by a violation of the Act and the disgorgement of gains in
connection with such violation. In addition, the Act provides for civil and criminal penalties and a private
right of action against any person that uses “any manipulative or deceptive device or contrivance” in
contravention of the rules promulgated under the Act.

© 2010 Haynes and Boone, LLP Title VII 64



haynesboone

Segregation; Bankruptcy. The Act requires any person that holds assets guarantying swaps cleared by
a derivatives clearing organization for other customers to register as a “futures commission merchant,”
and imposes segregation requirements for cleared and uncleared swaps. A futures commission
merchant shall treat all assets held to margin, secure or guarantee a swap (including any assets accruing
to the customer as a result of the swap) as belonging to the swap customer. Such segregated funds are
subject to use and investment restrictions that the CFTC shall promulgate. The Act also deems swaps
cleared by a derivatives clearing organization a “commodity contract’ for bankruptcy purposes, and
allows counterparties to require segregation of customer assets with independent third parties in the case
of uncleared swaps.

Reporting

Real-Time Reporting. Title VIl requires that all swaps (whether cleared or uncleared) be reported to a
registered swap data repository. The Act provides for the applicable Commission to promulgate rules to
require real-time public reporting on all swap transactions, including volume and pricing but excluding the
identity of the counterparties. The Commission is given the authority to determine whether there should
be a delay in reporting on block trades. The definition of a “block trade” is to be defined by the applicable
Commission. In addition, the reporting of swaps not subject to clearing requirement should not include
the business transactions and the market positions of the counterparties.

Responsibility to Report. The Act requires that swap dealers and major swap participants report all of
their swaps to a swap data repository. No person may act as a swap data repository unless it is
registered with the appropriate Commission. A derivatives clearing organization may register as a swap
data repository. Once registered, a swap data repository shall accept, maintain, confirm and make
available swap data to the appropriate Commission, the prudential regulators, the Financial Stability
Oversight Council, and the Department of Justice. In addition, such swap data repository is subject to
inspection and examination by the applicable governmental commission and agencies.

Non-Reporting Counterparty in Uncleared Swaps. Any counterparty to an uncleared swap that is not
the entity that submitted the report to the swap data repository is required to: (i) provide swap data reports
to the Commission upon written request and (ii) maintain relevant books and records. Such reports and
records must remain open to inspection must also remain open to the prudential regulator, the Financial
Stability Oversight Council, and the Department of Justice.

Large Swap Trader Reporting. If the Commission determines a swap performs a significant price
discovery function and one counterparty meets or exceeds the daily limit of such swap (to be set by the
applicable Commission), then the swap is unlawful unless the person files reports with the Commission
detailing the transactions and such counterparty maintains the required books and records. If the swaps
in question are security-based swaps, such books and records must remain open and available for review
by the SEC, subject to the confidentiality rules of the Commaodities Exchange Act.

Registration and Record Keeping of Swap Dealers and Major Swap Participants

Title VII requires all swap dealers and swap participants to register with the applicable Commission in
writing in a form and manner prescribed by such Commission. In addition to this initial registration, such
dealers and participants are required to continually report their activities as a swap dealer or major swap
participant, as applicable, in the manner required by the applicable Commission. These registration
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requirements will commence within one year of the date of enactment of the Act. These registration
requirements are independent of, and may not be satisfied by complying with, any comparable
registration requirements with the SEC or other Federal agency or administration.

The Act also requires an officer of each swap dealer and major swap participant to submit annual reports
that describe the actions the entity is taking to comply with the rules and regulations promulgated by the
applicable Commission. The report must also include certain information regarding the swaps that it
entered into during the prior year, with the terms and conditions, trading operations, mechanisms and
practices, and other information related to its trading in swaps.

Capital and Margin Requirement for Swap Dealers and Major Swap Participants

Title VII authorizes the imposition of margin requirements on swap dealers and major swap participants.
The Act requires that the margin requirements: (i) be limited to protecting the financial integrity of swaps;
(i) be designed for risk management purposes to protect the financial integrity of transactions; and (iii) not
set specific margin amounts.

The Act outlines the mechanics for the imposition by the CFTC of margin and capital requirements on
swap dealers and major swap participants. Although the Act states that the these rules will be
promulgated in the future, it does provide certain specific requirements for the margin and capital rules for
swap dealers and major swap participants that are depository institutions (as defined in the Federal
Deposit Insurance Act). In particular, the Act states that: (i) an agency handling the cleared swaps of
swap dealers and major swap participants that are depository institutions shall impose capital and margin
requirements that are greater than zero; and (ii) for the non-cleared swaps of these dealers and
participants, the same agency shall impose requirements that are “appropriate for the risk associated with
the non-cleared swaps.” The Act only requires the rules affecting capital requirements for non-depository
swap dealers and major swap participants to be as strict or stricter than those created for depository
swap dealers and major swap participants. The requirements for non-depository swap dealers and major
swap participants will be promulgated by the Commission, rather than Federal banking agencies. For
margin requirements, the Act authorizes the Commission and SEC to work together to provide rules for
initial and variation margins.

Position Limits

Title VII authorizes the applicable Commission to place position limits on swaps of persons, including any
group or class of traders, that perform a significant price discovery function with respect to a registered
entity, unless the contracts are bona fide hedge transactions (this term is undefined). In making the
determination whether a swap performs or affects a significant price discovery function with respect to
regulated markets, the Commissions shall consider: (i) price linkage to another contract based on the
same underlying commodity; (ii) arbitrage on another contract based on the same underlying commaodity;
(iii) any price references directly related to the price generated by the swap; (iv) the extent to which the
trade volume of the swap has a material effect on another contract; and (v) such other material factors as
the Commissions specify. The forthcoming rules must be established within 180 days from the date of
enactment for exempt commodities and within 270 days from the date of enactment for agricultural
commodities.
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The Act also requires the Commissions to impose position limits for persons in swaps based on the same
underlying commodity for each month: (i) for contracts limited by designated contract markets; (ii) with
respect to agreements, contracts or transactions that settle against any price of one or more contacts
traded on a foreign board of trade; and (iii) for swaps that perform or affect a significant price discovery
function with respect to regulated entities.

The Commission may exempt, conditionally or unconditionally, any person or class of persons, any swap
or any transaction from the positions limitations.

The Act also authorizes the SEC to establish position limits on any security-based swap and related
securities, and to direct self-regulating organizations to adopt similar position limit rules and rules
requiring aggregation of positions.

Swap Execution Facilities

Overview. In pursuit of one of the aims of Title VII, to create a regulated market for swaps, the Act
provides for the creation of swap execution facilities that are registered (the “Facilities”) in accordance
with the Act and the rules and regulations to be promulgated by the applicable Commissions.® Facilities
may: (i) make any swap available for trading; and (ii) facilitate trade processing of any swap but shall only
trade swaps not readily susceptible to market manipulation.

Core Principles. The Act demands that these Facilities be operated in accordance with the Act’s core
principles, namely: compliance with the Commission’s rules, prevention of market manipulation,
promotion of trade and pre-trade price transparency. Facilities are required to enforce trading rules that
deter abuse and provide participants with impartial access to the market, and to establish the
infrastructure to identify when and if rule violations have occurred. The information gathered by a Facility
must be available to the Commission for its review upon request.

Position Limitations. If the Facility deals with any contract subject to the Commission’s regulation of
position limitations, then the Facility must set its position limitations at a level no higher than the
Commission’s limitations.

Timely Publication of Trading Information and Recordkeeping/Reporting. In accordance with the
Act, the applicable Commissions will prescribe rules regarding the timely publication of trading information
(e.g., price, trading volume and other miscellaneous data) on swaps. In addition, the Act requires
Facilities to maintain records of its activity relating to the business of the Facility, including complete audit
trails. Such information will then be reported to the Commission in a prescribed form.

Compliance Officers. The Act requires each Facility to appoint a chief compliance officer (the “Facility
Officer’). The Facility Officer, like similar officers the Act requires, must report to the board of the Facility
and establish policies and procedures consistent with the core principles of the Act. Facility Officers must
produce an annual report outlining the Facility’s policy and procedures as well as provide: (i) an
appropriate financial report; and (ii) a certification that the report is accurate and complete.

8 A Commission may exempt a Facility from registration under the Act if the Commission finds that is subject to comparable rule and
regulations by the SEC.
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Timeline of Certain Important Dates

Generally, Title VII states that unless otherwise provided in the Act, all provisions of Title VII shall take
effect 360 days following enactment, and regulations promulgated under Title VII shall take effect 60 days
after publication of a final regulation. As discussed above, the Act expressly provides that the prohibition
on Federal assistance shall become effective two years following enactment.

Rule Promulgation.

) Rules on Clearing Agencies, Etc. Within 180 days of enactment, the Commissions shall adopt
rules that may limit control rights and voting rights with respect to certain entities, including certain
clearing agencies, swap execution facilities, national securities exchanges, bank holding
companies, non-bank financial companies, swap dealers, and major swap participants.

. Rules on Reporting, Etc. Within 90 days of enactment, the Commissions shall promulgate rules
providing for reporting of swaps entered into before the date of enactment.

° Rules on Swaps, Entities, Etc. Within 360 days of enactment, the CFTC and SEC must, after
consultation with each other and with prudential regulators, prescribe regulations with respect to
swaps and certain entities, including swap dealers, major swap participants, swap data
repositories, and clearing agencies.

Reporting Requirements.

o Swaps Entered Prior to Enactment. Within 30 days of issuance of an interim final rule (which
must be issued within 90 days of enactment) by the relevant Commission (or such other period
determined by the Commission), swaps entered into before enactment must be reported to a
registered swap data repository or to the applicable Commission. Swaps entered into prior to the
date of enactment that are reported within the 180-day period are exempt from the clearing
requirements.

. Swaps Entered On or After Enactment. The Commissions must establish rules such that
within 90 days of the relevant effective date (or such other date proscribed by the applicable
Commission), swaps entered into on or after enactment must be reported to a registered swap
data repository or to the applicable Commission.

Risks

. The new regulatory regime under the Act may adversely impact the flow of swaps transactions
and, as a result, adversely impact the flow of related transactions that utilize swaps and the
swaps markets for hedging and other risk related purposes.

. The broad discretion provided to the Commissions and prudential regulators under the Act to
promulgate additional regulations creates uncertainty regarding the final scope of Title VII.

. The requirement that certain banking institutions divest or cease operations with respect to the

Affected Products could have a broad range of negative impacts on these institutions.
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Opportunities

. The Act should provide more transparency and information on swaps to the public which could
result in more stability on pricing.

. The Act should provide for an efficient clearing market of swaps.

) The Act may create new opportunities for non-banking institutions to participate in the markets for
Affected Products.
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MITIGATING PAYMENT SYSTEM RISKS:
Title VIl - Payment, Clearing, and Settlement Supervision Act of 2010

Prepared by:

John Podvin john.podvin@haynesboone.com 214.651.5059
Erin Burrows erin.burrows@haynesboone.com 214.651.5749
Overview

Title VIII of the Act grants broad new authorities to the Financial Stability Oversight Council (the
“Council’), the Federal Reserve Board (the “Board’), the Securities and Exchange Commission (the
“SEC”), and the Commodities Future Trading Commission (the “CFTC”) with respect to financial market
utilities and payment, clearing and settlement activities engaged in by financial institutions. The objective
of Title VIII is to mitigate systemic risk in the financial system and promote financial stability by setting
uniform risk management standards for financial market utilities and payment, clearing and settlement
activities designated by the Council as systemically important. Title VIII is effective as of the date of
enactment of the Act.

Designation of Systemic Importance and Key Definitions

The Council, by a 2/3 vote of its members, may designate as “systemically important,” or likely to become
“systemically important”:

. any person that manages or operates any multilateral system for the purpose of transferring,
clearing or settling payments, securities or other financial transactions among financial institutions
or between financial institutions and such person (a “designated financial market utility”); or

o any payment, clearing or settlement activity, excluding offers and sales of securities and any
quotation, order entry, negotiation and other pre-trade activity, carried out by a financial institution
to facilitate the completion of financial transactions (a “designated activity”).

The terms “systemically important” and “systemic importance” refer to any situation where the failure of,
or a disruption to, the functioning of a financial market utility or the conduct of a payment, clearing or
settlement activity could create, or increase, the risk of significant liquidity or credit problems spreading
among financial institutions or markets and thereby threaten the stability of the financial system of the
uU.S.

A “financial institution” includes a variety of depository institutions, financial intermediaries and other
companies engaged in financial activities, but excludes regulated securities, futures, swap and security-
based swap markets, SEC- or CFTC-regulated clearinghouses and certain other regulated entities.

Risk Management Standards

Title VIII authorizes the Board, in consultation with the Council and the other supervisory agencies (the
Federal agencies that have primary jurisdiction over financial market utilities), to prescribe risk
management standards applicable to designated financial market utilities and designated activities of
financial institutions, except that the initial responsibility for setting standards for SEC- and CFTC-
regulated clearinghouses and other financial institutions for which they are otherwise the supervisory
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agency rests with the applicable supervisory agency. The Board may determine that requirements set by
the SEC or the CFTC are insufficient to prevent or mitigate significant risks to the financial markets, in
which case a review process may be commenced, whereby the Council makes the final determination.

. The standards prescribed pursuant to Title VIII will establish thresholds at which a financial
institution’s conduct will be subject to the risk management standards pursuant to the authorities
granted under Title VIII.

. The standards may address such areas as risk management policies and procedures, margin
and collateral requirements, participant and counterparty default policies and procedures, the
ability to complete timely clearing and settlement of financial transactions, and capital and
financial resource requirements for designated financial market utilities.

Discount and Borrowing Privileges

The Board may authorize a Federal reserve bank to maintain accounts for, and provide certain services
to, designated financial market utilities similar to those provided to depository institutions. The Board,
after consultation with the Treasury Secretary (the “Secretary”’), may provide discount and borrowing
privileges to designated financial market utilities, but only in unusual or exigent circumstances, upon a
majority vote of the Board, and a showing that the designated financial market utility is unable to secure
other sources of credit.

Advance Notice of Changes to Rules, Procedures or Operations

Title VIII requires a designated financial market utility to provide sixty (60) days’ advance notice to its
supervisory agency of any proposed change to its rules, procedures or operations that could materially
affect the nature or level of risks presented by the designated financial market utility. If the supervisory
agency objects to the change within sixty (60) days, the designated financial market utility may not make
the change. The Act also provides the ability for a designated financial market utility to implement rule
changes on an expedited basis in the case of an emergency.

Annual Examinations of Financial Market Utilities

The applicable supervisory agency of a designated financial market utility must conduct annual
examinations of the designated financial market utility. The supervisory agencies must also consult
annually with the Board, which may participate in any examination of designated financial market utilities,
although the supervisory agencies will lead all such examinations.

Enforcement Authority

The Board may, after consulting with the Council and the applicable supervisory agency, recommend that
the supervisory agency take enforcement action against a designated financial market utility. If the
supervisory agency refuses to act in the manner recommended, the Board may refer the matter to the
Council for a binding decision on whether enforcement action is warranted, and if the Council determines
it is warranted, it may required the supervisory agency to take enforcement action. The Board may also,
after consulting with the applicable supervisory agency and upon an affirmative majority vote of the
Council, take emergency enforcement action against a designated financial market utility.
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Examination of and Enforcement Actions against Financial Institutions

Title VIII authorizes the appropriate financial regulator to examine a financial institution that is subject to
the risk management standards prescribed by Title VIl with respect to a designated activity. The
appropriate financial regulator may request the Board to conduct or participate in such examinations. The
financial regulators also have enforcement authority with respect to the financial institutions. The
appropriate financial regulator may request the Board to exercise this enforcement authority.

Back-up Authority of the Board

Title VIII grants the Board back-up examination and enforcement authority with respect to financial
institutions engaging in designated activities. After obtaining the approval of the Council and the
supervisory agencies, the Board may conduct the examinations and enforce the provisions described in
Title VIII against a financial institution if the financial institution’s non-compliance poses significant
liquidity, credit, operations or other risks to the financial market or the financial stability of the U.S.

Requests for Information, Reports or Records

The Council is authorized to require any financial market utility or financial institution engaged in
designated activities to submit reports or data to the Council in order to assess the systemic importance
of the utilities or activities. The Board may, upon a majority vote of the Council, impose record-keeping or
reporting requirements on SEC- or CFTC-regulated clearinghouses.

Rulemaking

Title VIII authorizes the Board, the supervisory agencies, and the Council to prescribe such rules and
issue such orders as may be necessary to administer and carry out their respective authorities and duties
granted under Title VIII.

Consultation with the Board

The SEC and the CFTC must consult with the Board before exercising certain new authorities granted by
Title VIII with respect to, among other things, clearing swaps and security-based swaps.

Report on Common Framework for Designated Clearing Entity Risk Management

Title VIII requires the SEC and the CFTC to coordinate with the Board to jointly develop risk management
supervision programs for SEC- and CFTC-regulated clearinghouses. Not later than one (1) year after
enactment of the Act, the SEC, the CFTC and Board must jointly submit a report to the applicable
committees of the House and Senate providing recommendations.

Opportunities

The Council’s authority to identify systemically important financial market utilities and payment, clearing
and settlement activities will serve as an early warning system, whereby appropriate standards can be
adopted to mitigate the risks the utilities and activities pose on the financial system of the U.S.
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INVESTOR PROTECTIONS AND IMPROVEMENTS TO THE REGULATION OF
SECURITIES:
Title IX - Investor Protection and Securities Reform Act of 2010

Prepared by:

Kit Addleman kit.addleman@haynesboone.com 214.651.5783
Greta Cowart greta.cowart@haynesboone.com 214.651.5592
Overview

Title IX of the Act is focused on changes to and reform of the Securities and Exchange Commission
(“SEC”) to improve investor protections, close regulatory gaps, increase disclosure, and expand the
regulation of and limitations on securities products and providers. While this title provides for increases to
the SEC’s budget and new remedies and penalties against securities violators, it also directs the SEC to
add three new offices reporting directly to the Chairman, conduct ten studies on key areas of market
concerns, and to pay for three of the thirteen additional studies to be conducted by the Government
Accountability Office (“GAO”) regarding securities trading, regulated entities and the SEC’s operations.

The key substantive areas within Title IX include:

) Credit Rating Agencies. Title IX creates a new office at the SEC to oversee credit-rating
agencies and expands the SEC’s oversight powers. Title IX also provides a new private right of
action against credit rating agencies.

. Asset-Backed Securities. Entities selling asset-backed securities, including mortgage-backed
products, will be required to retain a portion of the credit risk for the product — thus retaining “skin
in the game.” SEC rulemaking in this area will be required before all the parameters are clear,
but it is certain that more disclosures regarding assets underlying the securities, and the value of
those assets, will be required.

) Municipal Securities. The SEC will have an office of municipal securities to govern oversight of,
and will impose new standards regarding, the issuance of municipal securities. Title IX
establishes a new regulated person, a “Municipal Advisor”, who is subject to SEC oversight and
enforcement. Title IX makes changes to the Municipal Securities Rulemaking Board (“MSRB”)
including requiring that a majority of directors be industry investors and allowing the MSRB to
participate in fees from SEC and FINRA actions.

. Executive Compensation and Corporate Governance. Title X adds a number of provisions
relating to executive compensation at public companies, including “say on pay” shareholder
voting requirements, clawback requirements for incentive pay in the event of an accounting
restatement, compensation committee independence requirements, and proxy disclosure
requirements relating to executive compensation. Title IX also requires financial system
regulators to develop guidelines relating to executive compensation at large financial institutions.

. Broker-Dealer Fiduciary Duty. An important provision of Title IX is the rulemaking authority
given to the SEC to impose a fiduciary duty standard to broker-dealers. While the new rules to be
promulgated by the SEC are postponed until the completion of a study on the different standards
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applicable to investment advisers and broker-dealers, the SEC has discretion to impose rules
immediately thereafter.

. Exemptions for Small Issuers from Sarbanes-Oxley. Small issuers are exempted by Title IX
from the review and reporting of internal controls under Section 404(b) of the Sarbanes-Oxley Act
of 2002 (“Sarbanes-Oxley”).

. Whistleblower Protection. Title IX provides new incentives for whistleblowers including the
payment of awards between ten and 30 percent of the monetary sanctions collected by the SEC
in an action if the total sanctions exceed $1 million. This extends whistleblower recoveries
beyond insider trading, as previously authorized, to any violations of the Federal securities laws.
Whistleblowers also gain increased protections as well as compensation and litigation expenses if
they prevail in any action alleging discharge or discrimination based upon their whistleblower
activities.

Provisions Increasing Investor Protection

Title IX establishes an Office of the Investor Advocate within the SEC with the head of the office, the
Investor Advocate, reporting directly to the SEC Chairman. The Investor Advocate and his or her staff
are charged with:

. Assisting retail investors with problems they may have with the SEC or self-regulatory
organizations (“SROs”) or with industry participants and financial and investment products;

) Analyzing the impact of regulations and rules upon investors,

. Reporting annually and directly, without prior review by the SEC Commissioners or others, to
Congress on its objectives and activities; and

. Appointing an Ombudsman to act as a liaison between retail investors and the SEC and to
recommend policies and procedures to encourage investors to present questions and issues to
the Investor Advocate.

Title IX establishes an Investor Advisory committee within the SEC including between ten and 20
individuals representing the interests of investors, the Investor Advocate, a representative of the state
securities commissions and a representative of the interests of senior citizens. The committee must meet
at least twice a year and the members serve four year terms. The committee will advise and consult with
the SEC on regulatory priorities, market issues, and initiatives for investor protection and confidence.

In addition, Title IX requires numerous studies including:

e A study by the SEC, based upon the past five years of SEC data, on the need for additional
examination and enforcement resources for investment advisers. A report from the SEC is due
within 180 days of the enactment of Title IX.

e An SEC study on the financial literacy of retail investors, methods to increase financial literacy,
and methods to increase investor information relevant to decision making. The SEC’s report on
this study is due within two years after enactment of Title IX.

o A study by the GAO on mutual fund advertising, to be reported to Congress within 18 months of
enactment of Title IX.
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e The GAO is also directed to conduct a study on the conflicts of interest between investment
banking and analyst functions at broker-dealers. Among other things, the GAO is directed to
consider, and report to Congress within 18 months, whether the undertakings by the firms
involved in the Global Analyst Research Settlements in 2003 should be codified and applied to all
broker-dealer firms, or whether other SEC rulemaking is appropriate.

e An SEC study of ways to improve investor access to information about investment advisers and
broker-dealers. The SEC must complete the study within six months and, within 18 months of the
study’s completion, implement recommendations including possible improvements to the central
databases of information on investment advisers, broker-dealers, and their associated persons.

e A study by the GAO regarding the use of titles and designations by persons who hold themselves
out as financial planners. Among other things, the GAO is to consider and report within 180 days
of Title IX's enactment whether additional regulation and oversight of financial planners is
appropriate.

SRO rulemaking is streamlined under Title IX such that the SEC will have 45 days, unless extended for
an additional 45 days, to act on proposed SRO rule changes.

Title IX gives the SEC authority to make rules regarding documents or information that must be provided
to retail investors before purchasing products or services. Additionally, the SEC has the authority to
enact rules restricting or prohibiting the ability of investment advisers and broker-dealers to require
arbitration agreements.

Title IX increases the Securities Investor Protection Corporation (“SIPC”) protections available to
investors from $100,000 to $250,000 and authorizes the Board of Directors of SIPC, with approval of the
SEC, to adjust that amount every five years for inflation. Title IX further extends SIPC coverage to
customers who hold futures contracts or options on futures contr