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Will the Volcker Rule Impact You?

The Broadcast will begin at 1:00pm (EST).

While you’re waiting, make plans to attend CDFA’s next training course…
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Are you a CDFA Member? 

Members receive exclusive access to thousands of resources 
in the CDFA Online Resource Database.  Join today at 
www.cdfa.net to set‐up your unique login. 
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Using your telephone will give you better 
audio quality.

Submit your questions to the panelists here.

Want to watch again?

You will find a recording of this webcast, as well as all 
previous CDFA webcasts, in the Online Resource Database  
at www.cdfa.net.



CDFA: Advancing Development Finance Knowledge, Networks & Innovation www.cdfa.net

Will the Volcker Rule Impact You?

Speakers
Corrie Wagner, Moderator
Product Manager

George Friedlander
Citigroup

Scott Lilienthal
Hogan Lovells US LLP



CDFA: Advancing Development Finance Knowledge, Networks & Innovation www.cdfa.net

Corrie Wagner
Senior Product Manager
BNY Mellon
New York, NY

Will the Volcker Rule Impact You?

What are you reading these days?

Your development finance toolbox isn’t complete without a 
set of CDFA reference guides. CDFA Members save 15% or 
more on every purchase. Order today at www.cdfa.net.
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Are you a CDFA Member? 

Members receive discounts to all CDFA events, including 
training courses and the National Summit.  Join today at 
www.cdfa.net , and start saving.
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Volcker Rule

• Part of Dodd-Frank Wall Street Reform and 
Consumer Protection Act

• Intended purpose: To limit the scope and size of 
risks taken by banking entities
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Volcker Rule

• Notice of proposed rulemaking issued on November 
7, 2011, comments were due January 13, 2012

• Scheduled to go into effect on July 21, 2012, but 
banking entities will have until July 21, 2014 to bring 
their activities into compliance (possibly longer 
through Federal Reserve Board extensions)
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Aspects of the Volcker Rule Affecting Municipal 
Securities

• Restricts the ability of banking institutions from 
engaging in proprietary trading activities, subject to 
specific exceptions

• Restricts banking entities from investing in or 
sponsoring “hedge funds” or “private equity funds”
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Exception for “obligations of any State or any 
political subdivision thereof”

• Compare to exception for “obligations of the United 
States or any agency thereof” (emphasis added)

• Footnote in proposed rule indicates that omission of 
State or local agencies was intentional

• Proposed rule specifically requests comment on 
whether exception should cover State agencies
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Primary objections to proposed exclusion being 
limited to States and political subdivisions

• Proposed exclusion would not cover approximately 
60% of municipal market (i.e, agency obligations)

• Would bifurcate municipal market, resulting in 
confusion and increased costs
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Primary objections to proposed exclusion being 
limited to States and political subdivisions

• Would restrict ability of banking entities to perform 
important market-making function

• No basis in legislative history for narrow 
interpretation

• No credit quality basis for distinguishing between 
direct and agency debt 

• Contrary to interpretations of other similar laws
6



www.hoganlovells.com

Tender Option Bonds (TOBs)

• Generally consist of fixed-rate tax-exempt bonds 
deposited into a trust, which issues short-term 
floating rate interests and residual interests

• Holders generally have put right, supported by 
remarketing agent and liquidity facility

• Use of trust allows tax-exempt nature of interest to 
pass-through to investors
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Tender Option Bonds (TOBs)

• Volcker Rule would generally prohibit banking 
entities from having an ownership interest in or 
becoming a sponsor of a “private equity fund” or 
“hedge fund”

• “Private equity fund” and “hedge fund” defined 
broadly as any fund that qualifies under certain 
specified exceptions under the Investment 
Company Act, which are the exemptions relied upon 
for TOBs
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Consequences of Proposed Rule for TOBs

• Would effectively eliminate TOBs

• TOBs serve important market function in addressing 
mismatch of supply and demand in the municipal 
market for short-term debt
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Argument for Exempting TOBs

• TOBs do not create the kind of risks for banking 
entities that the Volcker rule was intended to 
eliminate

• Comparable to securities lending and repurchase 
agreements
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Will the Volcker Rule Impact You?

Need assistance with your development finance programs?

Consider CDFA’s Research & Advisory Services – offering 
customized and tailored technical assistance for all of your 
development finance needs. Learn more at www.cdfa.net.
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Framing the Issues
I. Hurry up and wait: interested parties must comment to the agencies by 2/13, but the full impact would not be 
until 2 years from the 7/21 effective date.

II. Potential good news #1: the proposal is raising serious alarm in Japan, the EU, and Canada, all concerned 
about the impact of the market-making restrictions on sovereign debt. Mary Schapiro at the SEC has stressed 
the case for exempting all munis from the proposed restrictions. 

III. The bad news #1: a) They are all correct about how damaging the proposed restrictions would be, but it is not 
yet clear that the agencies involved will take the industry objections seriously. b) The muni market would be 
particularly hard hit by the restrictions if not modified.  That is why we believe it is essential that muni institutional 
investors and issuers generate their own letters expressing concern by the 2/13 deadline.

IV. Potential good news #2, the fix for municipals is relatively easy, and logically powerful: simply expand the 
exemptions from direct obligations, as defined, to all munis.

V. Potential bad news #2: the restrictions on market making are so severe for the non-exempt sectors, that 
capital formation and cost of borrowing in the bond markets would be severely damaged. The need  to modify  
the restrictions to something that works better for all capital markets is an urgent one, in our view. 
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Limitations That Appear To Be The Most Severe For Capital Markets
Intentions of the Volcker Rule--limit scope and size of risks taken by banks or financial institutions that contain a 
bank.

– I. Limits on Proprietary Trading

– II. Limits on Market-Making

– III. Exempt Sectors: US Treasuries and Agencies, "Direct Obligation" munis, but not agencies. 

– IV. Exceptions that do not appear to be adequate--for hedging, underwriting, narrowly defined market-making. 

– V. Why the market-making exceptions appear to be inadequate--restrictions on the ability to benefit from 
profits that come from price change rather than bid/offer spread. As a consequence, we believe banks will be 
forced to limit  risk-taking to an extreme degree. 

– VI. The muni-specific concern: The agencies, in their draft, propose to exempt direct obligations of state and 
local governments, but not "agency securities."  As we discuss below, we view this as an awkward and 
unnecessary bifurcation that would affect the entire municipal bond market. 
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An Academic Perspective: Dr. Darrell Duffie Professor at Stanford GSB
I. The rule would discourage the provision by market  of "immediacy"--the capacity of a bank to put its own 
capital at risk to absorb a client's demand or supply of an asset into its own inventory.

II. Under this view, the intent of Congress to exempt market-making would be thwarted, and financial market 
liquidity would suffer.

III. Banks would retain the ability to retain only limited demand for immediacy. It is only through meeting this 
demand that banks mitigate the most significant price distortions and execution costs. 

IV. Market making banks that absorb such costs would experience deterioration in the proposed metrics for 
market-making risk, and would face the threat of regulatory sanction.

V. Imbalances in the supply or demand of immediacy would cause larger and more persistent distortions in 
market prices. This would mean higher direct financing costs, and liquidity and volatility premia in thinner and 
more volatile markets. The quality and capacity of market making services would decline.

The conclusion: limitations on market making would be so severe as to drive market-making activities from 
banks to non-bank third parties such as hedge funds or non-bank broker-dealers.



5

Implications of Migration of Market-Making to Third Parties

I. A massive distortion resulting from the disparity between these third-party market-makers and the underwriting 
and distribution functions. Third parties such as hedge funds cannot underwrite, and non-bank broker-dealers do 
not have sufficient capital, market knowledge or  distribution capabilities to fill the chasm between market-making 
and underwriting/distribution.

II. A variety of the roles currently played by banks as market makers would suffer. Price discovery would 
diminish. Volatility would increase. Yields required to clear the market would increase sharply, especially during 
periods of market distress. 

III. The split between exempt and non-exempt municipal sectors would be problematic.

IV. Municipal market specifically: given the vast number of distinct credits and the vast number of small blocks 
that are traded, it is not clear at all that third parties could fill the gap to provide the needed credit knowledge, 
distribution capabilities or willingness to work with small issuers and small blocks needed to support liquidity and 
limit price volatility, in a sector with 50% of bonds owned by the Household sector and a vast number of smaller 
issuers.

V. In municipal bonds specifically, the impact of the migration of market-making to third parties would not be 
limited to the non-exempt sectors. Banks currently take on existing blocks of both exempt and non-exempt 
sectors, in order to provide investors with the capacity to purchase new deals. 
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Implications Migration Of Market-Making To Third Parties (Cont.)

VI. New issue agency debt yields would also be affected if underwriter capacity to hold unsold balances is 
impaired. This would also spill over to pricing of exempt sectors. 

VII. Wyman study on corporates also applies to munis: borrowing costs would rise, investors would face a 
substantial mark-to-market loss,  and transaction costs would rise sharply.



7

Other Factors Supporting Case For Full Exemption For Municipals
I. Inconsistency between the direct obligation/agency dichotomy in the proposal and all other definitions of 
municipals in Federal law.

II. Vastly disparate definitions of direct obligations and "agency securities" from one state to the next and one 
issuer to the next, that have no parallel with the definition used in the Volcker proposal. 

III. Lack of value in the direct obligation/agency dichotomy as a measure of risk.

IV. Spillover impact to exempted municipals as the entire market functions less effectively. Despite a likely two-
tiered market, the sharply higher illiquidity, volatility and transaction-related costs would not “stay home” entirely. 

V. The case for exemption of TOBs.
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Will the Volcker Rule Impact You?

Audience Questions

Register Today

Early Bird Rates
available until 
June 15, 2012.
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Continue the Conversation #CDFAwebcast



CDFA: Advancing Development Finance Knowledge, Networks & Innovation www.cdfa.net

Intro Bond Finance Course
Washington, DC
March 15-16, 2012

Innovation Finance WebCourse
Daily: 12-5pm (EDT)
May 8-9, 2012

Intro Energy Finance Course
Washington, DC
July 31 – August 1, 2012

Register online at www.cdfa.net

Upcoming Events at CDFA
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Tuesday, March 20, 2012 @ 1:00pm Eastern 

CDFA – BNY Mellon Development Finance Webcast Series: 
Linked Deposit Programs = Jobs

Linked deposit programs are true public-private partnerships with public agencies and 
banks working together to increase access to capital. Public agencies place deposits in a 
bank to buy down interest rates, and then the bank passes those savings on to qualified 
borrowers. These programs exist in communities of all sizes, and can be customized to 
support small businesses of any type to invest and create jobs. During this installment of 
the CDFA-BNY Mellon Development Finance Webcast Series, representatives from the 
best programs in the nation will discuss how to make the connections, establish a program, 
and begin assisting the vital small businesses, micro-enterprises, and entrepreneurs in your 
community.

Next Webcast
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For More Information

Corrie Wagner
Program Manager
212-815-3835
corrie.wagner@bnymellon.com

Erin Tehan
Legislative & Federal Affairs Coordinator
614-224-1323
etehan@cdfa.net

The material contained herein is for informational purposes only.  The content of this is not intended to provide authoritative financial, legal, regulatory or other professional 
advice.  The Bank of New York Mellon Corporation and any of its subsidiaries makes no express or implied warranty regarding such material, and hereby expressly disclaims all 
legal liability and responsibility to persons or entities that use this report based on their reliance of the information in such report.  The presentation of this material neither 
constitutes an offer to sell nor a solicitation of an offer to buy any securities described herein. 


