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This “growth tax” is imposed 
not only on large banks that 
may be deemed systemically 
important, but also on commu-
nity banking organizations. As a 
result, all banks must now consid-
er the regulatory implications of 
growing larger, either organically 
or through acquisitions, against 
the revenue growth and opera-
tional efficiencies that growth 
often seeks to achieve. Indeed, 
investors in the equity and debt 
of such institutions are sure to do 
so when making their investment 
and pricing decisions.

Banking organizations will 
experience ever escalating reg-
ulatory requirements and costs 
that may impact their life, death 
and profitability as they pass the 
$500 million, $1 billion, $10 bil-
lion, $50 billion and $250 billion 
consolidated asset thresholds. 
These costs will be imposed in a 
variety of ways, including through 
higher capital requirements, addi-
tional assessments and fees, and 
enhanced regulation and super-
vision, raising the question of 
whether it makes sense to grow 
or not.

The $500 Million Bank

The Federal Reserve Board 
(FRB) has historically exempted 
small bank holding companies 
(BHCs), i.e., those with less than 
$500 million in total consolidat-
ed assets, from capital require-
ments at the holding company 
level. Dodd-Frank reaffirmed this 
exemption. Thus, BHCs that cross 
the $500 million asset threshold 
will need to consider the impact 
on their operations of becoming 
subject to holding company capi-
tal requirements, in addition to 
capital requirements at the sub-
sidiary bank level.

The small BHC exemption is 
not available to small savings and 
loan holding companies (SLHCs).

The $1 Billion Bank

One of the perceived abuses 
that led to the financial crisis 
was incentive compensation 
arrangements that encouraged 
management of financial institu-
tions to take inappropriate risks. 
As mandated by Dodd-Frank, the 
federal financial regulators have 
proposed restrictions on incen-
tive compensation arrangements 
on financial institutions with 
greater than $1 billion in con-
solidated assets, prohibiting 

them, for example, from main-
taining incentive compensation 
arrangements that provide man-
agement with excessive compen-
sation or encourage individuals 
to take inappropriate risks that 
could cause material loss. Even 
more stringent limits on incen-
tive compensation would apply 
to institutions with greater than 
$50 billion in consolidated assets. 

The $10 Billion Bank

Banking organizations that 
cross the $10 billion threshold 
become part of the big league of 
regulation and oversight.

First, they become subject to 
the examination and enforcement 
jurisdiction of the Consumer 
Financial Protection Bureau with 
respect to a wide array of compli-
ance with consumer protection 
laws and regulations.

Second, FRB rules implement-
ing Dodd-Frank’s Durbin Amend-
ment cap interchange fees that 
banking institutions of this size 
may charge to merchants on 
debit card purchases at 21 cents 
per transaction, plus .05 percent 
of the transaction amount, and an 
additional 1 cent for issuers that 
have fraud prevention standards 
in place. This represents a sub-
stantial reduction in interchange 
fees that such banking institu-
tions typically charged prior to 
the adoption of the FRB rules.1 

Third, these BHCs and SLHCs 
must conduct an annual stress 
test. Stress tests will be used by 
regulators to evaluate the capital 
adequacy of institutions and must 
be publicly disclosed beginning 
in June 2015. More extensive 
stress testing requirements 
apply to depository institutions 
with greater than $50 billion in 
consolidated assets.

Fourth, the FRB’s proposed 
enhanced prudential standards 
require publicly traded BHCs of 
this size to establish a risk com-
mittee that includes at least one 
risk management expert having 
experience in identifying, assess-
ing and managing risk exposures 
of large, complex firms.

Fifth, the Federal Deposit 
Insurance Corporation (FDIC) has 
modified how an insured deposi-
tory institution’s assessment 
base is calculated for purposes of 
determining FDIC insurance pre-
miums. Rather than the amount 
of its domestic deposits, an 
institution’s assessment base is 
now calculated by subtracting its 
average tangible equity from its 
average consolidated assets. As 
a result, the assessment base of 
many larger institutions that sub-
stantially rely on funding sources 
other than domestic deposits has 
increased significantly relative to 
smaller institutions.
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To Grow  
Or Not to Grow

W e have not seen significant analytical consideration of one 
of the central themes underlying the Dodd-Frank Wall Street 
Reform and Consumer Protection Act (Dodd-Frank), which 

seeks to limit risk in the banking system by imposing escalating 
regulatory requirements on banking organizations based on their size.
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Technology now exists 
to enable consumers to 
purchase the products 
they see in a movie on their 
wireless devices in real-time. 
Facial recognition tools in man-
nequins can profile the demo-
graphics of customers entering 
a retail store and smart phones 
can identify customers as they 
walk by their favorite items and 
send them real-time advertise-
ments and discount coupons. At 
the heart of the policy debate, 
and the regulatory activity sur-
rounding this new technology, 
is whether a consumer can 
remain anonymous or opt out 
as various devices communicate 
and sometimes store consumer 
preference and location data. To 
succeed in this new world, con-
sumer businesses will need to 
navigate turbulent and uncertain 
waters in consumer privacy and 
technology security.

Commonly referred to as the 
“Internet of things,” sensors and 
actuators embedded in every-
thing from tires to medical 
devices allow data to flow on 
the same pathways that connect 
data on the Internet. This con-
nectivity comes from wireless 
use of radio-frequency electro-
magnetic fields (RFID) and other 
sound waves transmitted and 
received from chips embed-
ded in different devices. These 
chips potentially expose both 
the identity and the location of 
the consumers who use these 
products. Consumers often have 
no idea that the products they 
buy contain these transmitters 
or that their identity and loca-
tion can be accessed without 
their knowledge.

With adequate safeguards 
for consumer privacy, these 
new technologies offer signifi-
cant commercial rewards for 

By Kelly T. Currie  
and Cheryl a. Falvey

C onsumer products, embed-
ded with sensors and the 
ability to communicate, 

challenge traditional meth-
ods of managing the risks 
to privacy and security 
presented by these inno-
vative offerings.1 Yet the 
rewards of capitalizing 
on these networks to 
create new market-
ing avenues and busi-
ness models may give 
retailers the competi-
tive edge they need to 
survive. 

business. Retailers have 
used RFID technology for years 
to track inventory and reduce 
shoplifting losses. Newer appli-
cations can drive sales, target 
marketing based on consumer 
preference, and prevent coun-
terfeits. Aggregating this data 
can also provide social benefits. 
Energy conservation trends 
might be observed by combin-
ing energy usage statistics with 
building operational informa-
tion. Agricultural production 
might be increased by studying 
the data from sensors on farm 
equipment in combination with 
information on weather and crop 
conditions. Scientific research 
may benefit from combining 
electronic medical records with 
lifestyle choices reflected in data 
on grocery store purchases and 
physical activity monitors.2 

These innovative uses depend 
on the ability to combine data 
sources that contain personally 
identifiable information in a safe 
and secure manner without risk 
to personal privacy.

Watching, Not Waiting

Federal regulators are keeping 
a close watch on these develop-

ments. On Nov. 19, 2013, the Fed-
eral Trade Commission held a 
public workshop on the Internet 
of Things to learn more about 
the technology breakthroughs 
in this area and explore the 
consumer privacy and security 
issues associated with these net-
works of data. The FTC’s work-
shop notice acknowledged the 
penetration these technologies 
have already made in consumer 
activities: 

Consumers already are able 
to use their mobile phones 
to open their car doors, 
turn off their home lights, 
adjust their thermostats, 
and have their vital signs, 
such as blood pressure, 
EKG, and blood sugar lev-
els, remotely monitored by 
their physicians.3

Many of the technologies 
employed in consumer prod-
ucts today do not involve any 
interface with the consumer, and 
consequently, provide no oppor-
tunity for traditional methods 
of notice and choice that a con-
sumer ordinarily uses to control 
access to sensitive data. Con-
sumers may have no idea what 
data a device collects and how 
such information might be used. 
Yet consumers enjoy the conve-
nience these technologies pro-
vide and the industry appears 
poised to respond to continued 
consumer demand. Indeed, Intel 
recently formed its Internet of 
Things Solutions Group combin-
ing its embedded chips division 
with the group responsible for 
building the systems needed to 
allow those chips to commu-
nicate with smart phones and 
tablets.4

Speaking to an audience at 
the Brand Activation Association 
Marketing Law Conference the 
day after the FTC’s workshop, 
FTC Commissioner Julie Brill 
indicated that the FTC has “no 
plan to do regulations in this 
area.” She stated that the goal 

is to enter the policy debate 
early, as market penetration 
is just beginning, and encour-
age best practices from the 
start. In pointing to the 
need for businesses to act 
without waiting for regula-
tion, Brill referenced the 
story of a hacker able to 
take control of the speed of 
an automobile performing 
on a test track. The driver 

lost the ability to operate 
the gas pedal or brake as the 

hacker brought the vehicle up 
to a speed of over 140 miles per 

hour. Brill argued that manufac-
turers must partner their prod-
uct engineers with privacy and 
security experts and employ 
best practices to prevent the 
damage consumers may face 
without robust protections.

What might those best prac-
tices be? The FTC has already 
engaged in one enforcement 
action, which provides some 
clues. The Commission’s case 
against TRENDnet alleged 
that certain video baby moni-
tors were vulnerable to cyber-
hacking over the Internet and 
therefore did not sufficiently 
protect consumer privacy. The 
FTC wrote: “TRENDnet failed 
to use reasonable security to 
design and test its software, 
including a setting for the cam-
eras’ password requirement.”5 
In its consent decree ordering 
TRENDnet to address security 
risks that could result in unau-
thorized access to its products, 
the FTC requires, among other 
things:

• designation of an employee 
or employees accountable for 
security practices and admin-
istering a written security pro-
gram;

• assessment and continued 
auditing of risks in hardware and 
software design as well as vul-
nerabilities caused by employ-
ees or human error;

• engagement of service pro-
viders capable of maintaining 
the security of the devices in 
operation;

• testing and monitoring of 
potential failure modes includ-
ing necessary adjustments to 
account for material changes 
in business operations going 
forward;

• retention of all relevant 
records for five years including 
all advertisements and promo-
tional materials and packaging.6

The agreement further obli-
gates the company to initial 
and biennial assessments of its 
security measures by indepen-
dent, third-party 
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New technologies bring privacy, security risks.

Regulating Interconnectivity 
On the ‘Internet of Things’

Commonly referred to as  
the “Internet of things,”  
sensors and actuators embedded 
in everything from tires to  
medical devices allow data to 
flow on the same pathways that 
connect data on the Internet. 
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Costs and Benefits of JOBS Act’s Lifting  
Of General Advertising Ban

The SEC adopted new Rule 
506(c) and related regulations,1 
effective on Sept. 23, 2013. Rule 
506(c) allows issuers to advertise 
freely, to solicit, and to discuss 

their private placements through 
a broad range of avenues, from 
Internet and print media, to 
speaking engagements at confer-
ences, to presentations made to 
small groups of potential inves-
tors, so long as the issuer only 
sells its securities to “accredited 
investors.” At the same time, the 
SEC took the opportunity to pro-
pose changes to Form D filing 
requirements, and to propose 
extending Rule 156 registered 
investment company disclosure 
requirements to private invest-
ment funds.2

The lifting of the solicitation 
prohibition has engendered tre-
mendous discussion in the legal 
and business community, as pri-
vate companies and funds weigh 
the potential benefits and costs 
of these new opportunities. In a 
recent congressional hearing, 
Director of Corporation Finance 
Keith Higgins said that as of Oct. 
30, 2013, over 200 Form D filings 
had been made which indicated 
that advertising pursuant to Rule 

506(c) was planned.3 At the same 
time, there has yet to be any 
noticeable amount of advertis-
ing and solicitation by private 
companies, hedge funds, and the 
like. This article examines some 
of the benefits that Rule 506(c) 
can bring to private placement 
issuers, along with new require-
ments that also become effective.

New Rule 506(c)

Private placements under Rule 
506 have long been an important 
and popular capital-raising mech-
anism with private companies, 
hedge funds, and private equity 
funds. Rule 506 allows issuers to 
raise funds without complying 
with numerous time-consuming 
and expensive requirements 
that would be mandated under 
other public securities offering 
provisions of the Securities Act. 
However, the relative ease with 
which issuers historically could 
raise capital under Rule 506 came 
with its own set of restrictions, 
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Regulatory burdens increase as  
banks get bigger.

including a prohibition on gen-
eral advertising and solicitation. 
This restriction was interpreted 
broadly, and resulted in issuers 
taking great pains to avoid speak-
ing about anticipated or pending 
private placement offerings in 
even informal settings. Informa-
tion about private placements 
required confidential treatment, 
and solicitations needed to be 
primarily limited to accredited 
investors with whom the issuer 
had preexisting relationships.

New Rule 506(c) frees up issu-
ers to solicit generally in a wide 
variety of mediums and forums. 
While the lifting of the restriction 
allows a private placement issuer 
to take advantage of traditional 
advertising media such as the 
Internet, the issuer’s website, and 
print media, to name just a few, 
there is a significant and more 
subtle advantage in being able to 
“just talk” about one’s offering. 
For instance, a hedge fund man-
ager who offers a fund under Rule 
506(c) can discuss the fund offer-
ing in a business news interview, 
or as a speaker (or attendee) at 
an industry conference. Likewise, 
a private equity 

By edward T. darTley  
and GreGory J. nowaK

O n July 10, 2013, the Securi-
ties and Exchange Com-
mission (SEC) swept 

away the 80-year-old prohibi-
tion against general solicita-
tions and advertising for pri-
vate placements of securities 
pursuant to Regulation D of the 
Securities Act of 1933, finally 
implementing the Congressio-
nal directive to do so under the 
JOBS Act of 2012. 
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practice, or what the content of 
such a document would need to be 
in order to constitute an “engage-
ment” for purposes of the Under-
writer Exclusion.

Advice Within and Outside 
the Scope of the Underwriter 
Exclusion. Generally, once a 
broker-dealer has been engaged 
as an underwriter, it may advise 
its municipal entity or obligated 
person clients, without being a 
municipal advisor, with respect 
to the structuring, timing, terms, 
and other related matters con-
cerning the transaction for which 
it has been engaged. Additionally, 
underwriters may, for example, 
(i) prepare presentations, rat-
ing strategies and investor “road 
shows” related to the issuance 
at hand and (ii) assist in prepar-
ing preliminary and final official 
statements.

However, even if an underwriter 
has been formally engaged, the 
Underwriter Exclusion would not 
cover advice regarding (among 
other things): (i) investment strat-
egies; (ii) municipal derivatives; 
(iii) whether a negotiated or com-
petitive sale should be used for a 
municipal securities issuance; or 
(iv) overall financial controls that 
are not related to the particular 
municipal securities issuance for 
which the underwriter is engaged.

Other Exemptions That May 
Be Useful for Underwriting and 
Investment Banking. Because 
advice concerning related deriv-
atives or the investment of pro-
ceeds from the offering and other 
matters that are not covered by 
the Underwriter Exclusion are an 
integral part of what issuers or 
their bankers often want to com-
municate about, investment bank-
ers may need to consider the avail-
ability of other exemptions. One 
possibility that may be available 
in some cases is where a munici-
pal entity or obligated person is 
represented by an “independent 
registered municipal advisor” (an 
IRMA) with respect to the same 
matters being advised on. It may 
therefore become more common 
for banks to encourage an issuer 
to retain an IRMA on each trans-
action, which could allow the 
underwriter more latitude for free 
discussion without fear of becom-
ing a municipal advisor.

Additionally, a prospective 
underwriter that is also a regis-
tered swap dealer may seek to 
comply with a separate exclu-
sion for registered swap dealers. 
Under this exclusion, swap deal-

ers that recommend municipal 
derivatives or trading strategies 
that involve municipal derivatives 
are exempt from the definition 
of municipal advisor, as long as 
the swap dealer is not “acting 
as an advisor” to the municipal 
entity or obligated person in 
accordance with the Commod-
ity Futures Trading Commission’s 
(CFTC) external business conduct 
rules for swap dealers.

The Final Rule also provides 
an exemption for advice given in 
response to a request for propos-
als (RFP). As a result, a broker-
dealer that is considering pitching 
a securities issuance proposal to a 
municipal entity may have greater 
latitude to provide advice to an 
issuer in response to an RFP than 
it would under the Underwriter 
Exemption.

Conduct Standards Under 
MSRB Rules. Underwriters of 
municipal securities, as well as 
municipal advisors, must register 
with the MSRB and comply with 
MSRB rules. A frequently voiced 
concern is how the Final Rule will 
interplay with MSRB Rule G-23, 
which generally prohibits a broker-
dealer that has a “financial advi-
sory” relationship from switching 
roles to act as an underwriter. 
Similar to the municipal advisor 
scheme, Rule G-23 provides an 
exception for advice provided in 
a broker-dealer’s capacity as an 
underwriter and not as a financial 
advisor. Since underwriters might 
provide advice in the context of 
a pitch, the MSRB has said that a 
firm will not be considered to have 
a financial advisory relationship 
(and therefore precluded from 
them serving as an underwriter) 
if it “clearly identifies itself in writ-
ing as an underwriter and not as a 
financial advisor from the earliest 
stages of its relationship with the 
issuer with respect to that issue” 
and makes certain disclosures 
regarding its role and interests.5 
As a result, broker-dealers seeking 
to obtain underwriting business 
are in the practice of sending let-
ters clarifying that they are not 
acting as advisors and are seek-
ing to act as an underwriter in a 
principal capacity.

Rule G-23 does not determine 
whether an MSRB member is 
acting as a municipal advisor, 
or define what the nature of a 
municipal advisor’s fiduciary 
duty is; rather, Rule G-23 governs 
conflicts of interest. However, the 
interaction between the Final Rule 
and Rule G-23 may raise significant 

confusion and potentially lead to 
anomalous results. The Final Rule 
definition of “municipal advisor” 
likely includes a Rule G-23 “munic-
ipal financial advisor,” but each 
are subject to different exceptions 
and interpretations. For example, 
suppose a broker-dealer makes 
a pitch to act as an underwriter 
that includes a recommendation 
to the municipal entity and duti-
fully delivers a letter containing a 
Rule G-23 disclosure that it is seek-
ing underwriting business and not 
acting as a financial advisor. For 
Rule G-23 purposes, the broker-
dealer should not be a municipal 
financial advisor and would be 
free to act as an underwriter. But 
it is not at present clear that the 
letter would suffice to qualify the 
broker-dealer for the Underwriter 
Exclusion; as a result, if the broker-
dealer gives “advice” in connec-
tion with an issuance of municipal 
securities and was not yet engaged 
in connection with that particular 
issuance, it is unclear if it would 
be consistent with its fiduciary 
duty to switch roles and act as 
an underwriter.

Relatedly, in August 2012, the 
MSRB adopted an interpretive 
notice regarding the application 
of MSRB Rule G-17 on fair deal-
ing to underwriters, including a 
requirement that underwriters 
provide certain disclosures and 
representations to municipal 
issuers.6 It is not clear whether 
it would be workable to combine 
in a single document any required 
Rule G-17 disclosures with terms 
evidencing the engagement of a 
firm as an underwriter to establish 
the Underwriter Exclusion.

Possible Changes in Market 
Practice for Underwriters. The 
Final Rules and related guidance 
are likely to lead to a number of 
changes in market practice driven 
by investment bankers seeking to 
assure that they do not trigger 
municipal advisor status or run 
afoul of fiduciary or other duties. 
Some changes may include:

• Increased use of RFPs, which 
may take varying forms;

• Encouragement of municipal 
issuers to use IRMAs to permit a 
broader range of advice by pro-
spective underwriters;

• Development of forms of 
“engagement agreements” that 
would permit prospective under-
writers to rely upon the Under-
writer Exclusion more fully earlier 
in the process; and

• Limitation by prospective 
underwriters of information pro-
vided at the pre-engagement stage 
to more strictly factual commu-
nications not tailored to specific 
issuers—perhaps coupled with 
disclaimers or notices which state 
that the information provided is 
not intended to be a “recommen-
dation” or otherwise constitute 
“advice.”

Depending upon whether the 
SEC or the MSRB provide guid-
ance concerning the interplay 
between the Final Rule and MSRB 
Rules G-23 and G-17, the poten-
tial approaches listed above may 
be interwoven with notifications 
and other compliance procedures 
under these MSRB Rules.

In any case, firms will need to 
revise their compliance policies 
and procedures and standard 
documents and templates for 
customer communications to 
implement these changes.

Conclusion. In light of the 
ambiguities and practical con-
siderations raised by the Final 
Rule, we understand that several 
industry groups are engaged in 
discussions seeking clarifications 
and guidance from the staff of the 
SEC and MSRB. Until the issues 
discussed above are resolved, 
investment banks need to ana-
lyze whether their underwriting 
or other activities would require 
them to register as municipal 
advisors, and even if registered, 
whether they need to adjust their 
practices in order to avoid trig-
gering a fiduciary or other duties 
to issuers.

•••••••••••••••••••••••••••••

1. The SEC initially adopted a tempo-
rary registration process, which has been 
in effect since 2010. Exchange Act Release 
No. 62824 (Sept. 1, 2010). Many financial 
institutions are already registered under 
this temporary registration regime.

2. The SEC also provided significant 
interpretive guidance along with the Final 
Rule. See Exchange Act Release No. 70462 
(Sept. 18, 2013) (the Adopting Release).

3. “Obligated persons” are generally pri-
vate entities that are obligated to repay or 
support payment of all or some portion of 
municipal securities.

4. In addition, municipal advisor status 
also applies to persons undertaking a so-
licitation of a municipal entity or obligated 
person, for direct or indirect compensa-
tion, on behalf of certain unaffiliated finan-
cial service providers.

5. MSRB Guidance on the Prohibition 
on Underwriting Issues of Municipal Se-
curities for Which a Financial Advisory 
Relationship Exists under Rule G-23 (Nov. 
27, 2011).

6. MSRB Interpretive Notice Concerning 
the Application of MSRB Rule G-17 to Un-
derwriters of Municipal Securities (Aug. 
2, 2012).

The law requires municipal 
advisors to register with the Secu-
rities and Exchange Commission 
(SEC) and comply with the rules of 
the Municipal Securities Rulemak-
ing Board (the MSRB), including 
its registration requirements.1 It 
also imposes on municipal advi-
sors a fiduciary duty when advis-
ing municipal entities.

While the law affects virtually 
all providers of financial services 
to the municipal sector, the fidu-
ciary duty provision poses a par-
ticular challenge for investment 
banking. For example, where a 
fiduciary duty attaches, it could 
limit, or preclude altogether, act-
ing as a principal on the other side 
of a transaction with a municipal 
entity, such as acting as a dealer or 
underwriter. While the statute rec-
ognizes these concerns by includ-
ing several exclusions from being 
considered a municipal advisor, 
the scope and contours of these 
provisions are not clear in the text 
of the law.

The SEC addressed some of the 
issues affecting investment bank-
ing in its final municipal advisor 
registration rule (the Final Rule), 
which was issued on Sept. 18, 
2013.2 However, there remain 
uncertainties that may require 
further guidance from the SEC 
and the MSRB. Moreover, it is 
likely that the municipal advisor 
requirements will drive significant 
changes in market practices with-
in municipal investment banking, 
irrespective of any further regula-
tory guidance that may be forth-
coming.

Municipal Securities Issuance 
and the Underwriter Exclusion. 
Among other triggers, a person 
is a municipal advisor if they pro-
vide “advice” to or on behalf of a 
municipal entity or obligated per-
son3 with respect to the issuance 
of municipal securities, municipal 
derivatives, plans or programs for 
the investment of proceeds of 
municipal securities or municipal 
escrow investments.4 Absent an 
available exemption, a communi-
cation to a municipal entity that 
includes advice on the structure, 
timing or terms of an issuance of 
municipal securities generally may 
only be engaged in by a registered 
municipal advisor, and would be 
subject to a fiduciary duty.

Of course, underwriters of 
municipal securities regularly 
engage in these sorts of commu-
nications with their municipal 
entity clients. On the one hand, 
municipal entity clients want to 
know their underwriter’s view 
and recommendations for their 
transaction structure. On the 
other hand, an underwriter pur-
chases securities from its munici-
pal entity client as principal and 
must negotiate at an arm’s length 
and also must consider the inter-
ests of investors. By definition, 
an underwriter that acts as an 
issuer’s advisor is conflicted, 
making it essentially impossible 
for the underwriter to be a fidu-

ciary to the municipal entity. 
As a result, investment banking 
firms that engage in underwrit-
ing must make sure that they are 
excluded or exempt from being 
considered their municipal entity 
client’s municipal advisor, even if 
the firm is already registered as a 
municipal advisor.

Congress sought to resolve 
this conundrum by adopting an 
exclusion from the definition of 
“municipal advisor” for any bro-
ker, dealer or municipal securities 
dealer serving as an underwriter 
(the Underwriter Exclusion). The 
Final Rule, however, narrowed 
the Underwriter Exclusion by 
specifying that it only applies 
with respect to underwriting a 
“particular issuance of municipal 

securities” and only with respect 
to activities “within the scope” of 
that underwriting. In the Adopting 
Release, the SEC further explained 
that the Underwriter Exclusion 
applies only once an underwriter 
has been engaged on a particular 
transaction and terminates at the 
end of the underwriting period. In 
addition, the SEC interprets the 
Underwriter Exclusion to not 
apply to certain incidental or 
ancillary advice or services that 
many underwriters have histori-
cally provided. As a result, absent 
another exemption, underwriters 
effectively cannot provide these 
services.

As described below, prospec-
tive underwriters of municipal 
securities must consider care-
fully: (i) whether communications 
with an issuer constitute “advice;” 
(ii) when the firm is considered 
to be “engaged” as an underwrit-
er and therefore eligible to rely 
upon the Underwriter Exclusion; 
(iii) what types of advice may 
be given within the scope of the 
Underwriter Exclusion; (iv) what 
other exemptions and exclusions 
may be available with respect to 
advice; and (v) what requirements 

and disabilities attach to having 
given advice, such as registration 
and compliance requirements and 
fiduciary and other duties

“Advice.” Determining whether 
a particular communication is 
“advice” requires a “facts-and-cir-
cumstances” analysis. In general, 
a communication would generally 
constitute “advice” if it includes 
any recommendation, especially 
if it is particularized to the spe-
cific needs of a municipal entity 
or obligated person. Bankers 
may try to avoid giving “advice” 
by limiting the information that 
they provide to municipal entity 
and obligated person clients to 
factual and generalized informa-
tion. Investment banks may also 
attempt to provide, as part of a 
facts-and-circumstances “con-
text,” disclaimers, disclosures 
and written notifications clarify-
ing that the investment bank is 
not giving advice.

Becoming Engaged as an 

Underwriter. In order to qualify 
for the Underwriter Exclusion, a 
broker-dealer or municipal securi-
ties dealer must be “contractually 
engaged” to serve as an under-
writer for a particular securities 
offering. Market practice does 
not currently entail underwriters 
being “engaged” until they actually 
agree to purchase the securities. 
A bond purchase agreement or 
underwriting agreement, however, 
is not executed until late in the 
process—well after advice that 
would benefit from the Under-
writer Exclusion (such as trans-
action structuring advice) has 
been given.

In addition, to qualify for the 
Underwriter Exclusion, the under-
writer must have “a relationship 
to a particular transaction.” This 
raises significant concerns regard-
ing how investment bankers can 
pitch ideas to clients before being 
formally engaged to underwrite 
a transaction, without becoming 
the issuer’s municipal advisor. 
It is common for underwriters 
to meet with issuers to discuss 
ideas and concepts outside the 
context of a particular ongoing 
offering. For example, an invest-

ment banker may notice that a 
municipal entity could lower its 
existing debt service costs by refi-
nancing at lower rates. Because 
the investment banker would not 
yet be engaged to underwrite the 
transaction being suggested, it is 
not clear whether the suggestion 
by the investment banker to do so 
would be eligible for the Under-
writer Exclusion, or (absent anoth-
er exemption) trigger municipal 
advisor status.

To address these concerns, 
some investment bankers have 
considered limiting interaction 
with municipal entity or obli-
gated person clients until some 
form of engagement is in place. 
For example, a firm may require 
that a municipal entity execute 
a document confirming that it is 
considering engaging the firm as 
an underwriter, even though it is 
not yet clear that any transaction 
will be effected. It is not yet clear 
whether this will become market 
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It is likely that the municipal advisor requirements will drive significant changes in 
market practices within municipal investment banking, irrespective of any further 
regulatory guidance that may be forthcoming.
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professionals quali� ed as “Certi� ed 
Secure Software Lifecycle Profes-
sionals.” The agreement re� ects 
the FTC’s expectations that com-
panies build security and privacy 
tools into their products and test 
that they work using third parties 
to provide a measure of indepen-
dence that ensures objectivity. 
While the FTC may not have the 
authority to mandate product 
testing for security vulnerabilities, 
their enforcement actions require 
costly initial and continued testing 
to a constantly evolving standard 
of care.

The FTC is not the only federal 
agency following the develop-
ment of these new technologies. 
The Food and Drug Administration 
(FDA) works with manufacturers 
of medical devices to ensure that 
adequate testing exists for adverse 
effects and interference in trans-
missions by embedded chips.7 FDA 
also uses the technology to identify 
and quarantine counterfeit drugs 
and track legitimate, approved 
medications throughout the supply 
chain, which should ensure their 
safety from the point of manufac-
ture to the point of dispensing.8 The 
Environmental Protection Agency 
(EPA) has recognized the value the 
technology can bring to the track-
ing and management of hazardous 
waste transport.9 The Consumer 
Product Safety Commission (CPSC) 
has also explored the use of track-
ing technology to ensure product 
safety and increase recall effective-

ness when it withdraws defective 
products from the market. Indeed, 
consumers are calling for its use. 
Concerned Mothers, a coalition of 
young mothers “that share a pub-
lic interest in protecting children 
from hazardous products,” asked 
the CPSC to use RFID technology 
to identify all retailers of a recalled 
products and modernize the recall 
process by “holding the manufac-
turing industry” to “progressive 
standards.”10

State AG Activity on the Rise

The state attorneys general 
regulate by use of their enforce-
ment powers to protect consumer 
privacy interests. Terms of injunc-
tive relief in these cases set the 
standard of care. New York partici-
pated in a multi-state settlement 
with Google, announced Nov. 18, 
2013, over unauthorized tracking 
of consumer Internet behavior. 
The agreement prohibits the use of 
codes to override privacy settings 
without consumer consent unless 
necessary to prevent fraud or for 
other security reasons.11

Recently, the state AGs have 
turned their attention to mobile 
devices as a potential vulner-
ability for consumers when lost 
or compromised by hacking. 
New York Attorney General Eric 
T. Schneiderman, as part of the 
Secure Our Smartphones Initiative 
coalition of state Attorneys Gen-
eral, District Attorneys and other 
law enforcement officials, took 
an aggressive stance to require 
greater theft deterrent software 
when Apple launched its latest 

operating system, iSO7.12 Aimed 
primarily at the risk of iPhone 
theft, the Initiative is equally con-
cerned that phone thefts do not 
compromise consumer data stored 
on the phone. Drawing battle lines 
in the debate over the use of kill 
switches to deactive phones when 
lost or stolen, Schneiderman said, 
“Manufacturers and carriers need 
to put public safety before corpo-
rate pro� ts and stop this violent 
epidemic, which has put millions 
of smartphone users at risk. While 
we are encouraged by the new, anti-
theft security features presented 
by some smartphone makers, the 
seriousness of this issue demands 
a more robust response.”13

The state AGs have been equally 
aggressive in protecting children 
from mobile devices collecting 
personal information including 
geolocation information allowing 
the device to triangulate the exact 
location of the child. The state of 
New Jersey brought an action to 
enjoin violations of the Children’s 
Online Privacy Protection Act of 
1998 (COPPA) against Dokogeo, a 
company that provides its Doko-
bots scavenger hunt downloadable 
app for mobile devices rated for 
four and up and featuring animated 
cartoon characters. In addition to 
enforcing the requirements for noti-
� cation and veri� able parental con-
sent, the agreement also requires 
the app developer to “establish 
and maintain reasonable proce-
dures to protect the con� dential-
ity, security, and integrity of per-
sonal information collected from 
children.”14 Companies must follow 
these developments to know the 

standard of care expected as they 
develop new offerings.

Policy Questions Abound

At the FTC’s November 19th 
workshop, Vincent Cerf, Google 
Vice President and Chief Internet 
Evangelist, cautioned regulators 
to use restraint and avoid regu-
lating without understanding the 
technology and its risks. There are 
reasons regulators ought to slow 
down. Regulators need a strong 
understanding of the technology 
before entering the regulatory 
fray. Agencies can face dif� culty 
enforcing the regulations they 
write if they � nalize those regula-
tions before de� ning robust test 
methods that can be replicated in 
multiple laboratories using round 
robin testing. The FDA has been 
leading by example with its work 
with the Association for Auto-
matic Identi� cation and Mobility 
to develop methods to test medical 
devices for their vulnerability to 
electromagnetic interference from 
RFID systems.15

Some question whether a delay 
in regulating will lead to the use 
of data in ways that unreason-
ably expose consumers to privacy 
risks. Moreover, legislatures and 
regulators must answer the major 
policy question of who owns the 
data collected by these devices. 
The purchase of a product contain-
ing a chip would seemingly pass 
the title to the product and all of 
its components to the consumer. 
However, the data transmitted by 
the product may be collected and 
stored elsewhere. Who owns that 

data? Can ownership of the data 
collected be retained by the prod-
uct manufacturer by agreement or 
otherwise? Will consumers be will-
ing to forfeit that data and their 
privacy for the convenience offered 
by these new devices or for a lower 
price?

Regulators face additional chal-
lenges as well. Just like consum-
ers, agencies may not know when 
these technologies are being used 
and where. Security programs that 
work when a product is tested in 
isolation may become vulnerable 
or not work at all when that same 
product is combined into a net-
work. Given the broad array of 
applications and products, there 
is no one-size-fits-all approach. 
Notice and choice, the stalwarts of 
consumer privacy protection, may 
not be feasible when the consumer 
does not interface directly with the 
embedded technology. The cost of 
compliance to industry norms and 
agency expectations may be crip-
pling to small businesses or hinder 
innovation. Whether privacy is or 
is not an anomaly in our technol-
ogy- dependent world will remain 
a regulatory focus in the coming 
year.
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manager that focuses on the health 
care sector can explore cross-mar-
keting opportunities with an invest-
ment manager that specializes in 
the natural resources sector. While 
there has not yet been a rush to use 
Rule 506(c) to engage in express 
advertising, there is growing inter-
est in exploring the potential for 
Rule 506(c) to free up private place-
ment issuers to engage in these 
more informal types of marketing 
and solicitation.

As much as Rule 506(c) opens 
the door to new avenues for raising 
capital, the SEC included a signi� -
cant gatekeeping requirement in 
the regulatory scheme. Under both 
old Rule 506—which is now Rule 
506(b)—and new Rule 506(c), an 
issuer may sell securities only to 
persons who are “accredited inves-
tors” under the Securities Act of 
1933. In order to meet this stan-
dard, an investor who is a natural 
person must have either (i) a net 
worth of at least $1 million, not 
including the value of one’s pri-
mary residence, or (ii) income 
of at least $200,000 in each year 
of the last two years (or $300,000 
together with his or her spouse if 
married) and have the expectation 
to make the same amount in the 
current year.4

Verifi cation

Under former Rule 506 and cur-
rent Rule 506(b), an issuer may rely 
solely on the investor’s certi� ca-
tion as to his or her status as an 
accredited investor. Rule 506(c), 
however, imposes an af� rmative 
obligation for the issuer to take 
“reasonable steps” to verify that 
participants in private placements 
are accredited investors. In the 
adopting release, the SEC identi-
� ed several nonexclusive methods 
for meeting the veri� cation require-
ment. The simplest of these allows 
an issuer to continue to rely on 
“self-certi� cation” by the prospec-
tive investor, if the individual is a 
current investor in a prior Rule 506 
private placement offering by the 
issuer (invested before Sept. 23, 
2013. Of course, this method is of 
limited value, as it cannot be used 
for new investors that the issuer 
would like to attract.

Two other nonexclusive meth-

ods for veri� cation identi� ed by 
the SEC are for an issuer to take 
“reasonable steps” to verify that an 
investor meets either the income 
and/or net worth thresholds of 
the accredited investor de� nition. 
These methods, however, raise 
challenges for issuers, as they will 
typically require the collection and 
evaluation of actual documents 
containing sensitive and con� den-
tial � nancial information from the 
investor, such as tax returns, credit 
reports, and bank and brokerage 
statements, as well as assessments 
of liabilities. Understandably, issu-
ers may be reluctant to take on the 
administrative burdens of accept-
ing custody of � nancially sensitive 
documents, given the host of issues 
that it raises, such as (i) who at 
the � rm will have access to this 
� nancially sensitive information; 
(ii) who will be responsible for the 
care and custody of the documents 
containing the information; (iii) 
who will be responsible for evalu-
ating the information and deciding 
whether or not the investor quali-
� es as an accredited investor; (iv) 
what procedures need to be imple-
mented to reduce the risk of errors 
in this evaluation process; (v) how 
long will the � rm need to retain 
investors’ � nancial information; 
and (vi) what privacy consider-
ations are raised by the accep-
tance of such information. Just as 
understandably, many investors 
may well be reluctant to provide 
personal � nancial information such 
as tax returns and credit reports to 
private companies, private equity 
� rms, or hedge funds, especially 
where there is no prior relationship 
with the � rm.

Perhaps in recognition of these 
potential obstacles, the SEC in its 
adopting release identi� ed third-
party verification of accredited 
investor status as an additional 
nonexclusive method available 
to issuers under Rule 506(c). The 
SEC identi� ed four categories of 
professionals that can perform this 
function: attorneys, accountants, 
broker-dealers, and SEC-registered 
investment advisers. Third-party 
veri� cation has some signi� cant 
advantages: (i) it takes the admin-
istrative burden of veri� cation off 
the issuer; (ii) it takes the risk of 
getting it wrong off the issuer; and 
(iii) it provides a neutral and con-
� dential intermediary that may be 
more palatable to potential inves-
tors who are interested in investing 
but who otherwise may balk at the 

thought of providing documents 
containing their private � nancial 
information to investment manag-
ers or companies with whom they 
have never dealt. As of this writing, 
third-party veri� cation services are 
just beginning to emerge.

Other Proposed Rule Changes

While the lifting of the ban on 
general solicitation of private 
placements creates significant 
opportunities for private issuers, 
the SEC has also proposed a series 
of rule changes that would impose 
new disclosure and � ling require-
ments on issuers seeking to utilize 
Rule 506(c), as well as signi� cant 
consequences in certain circum-
stances for failure to follow the pro-
posed rules. These proposals have 
engendered signi� cant criticism, 
and many industry participants 
have submitted comment letters 
(including Pepper Hamilton5) to 

the SEC urging the Commission to 
modify or eliminate many of these 
proposed rules.

One of the SEC’s most signi� cant 
rule changes is an effort to give 
teeth to the Form D � ling require-
ments by imposing a one-year time-
out from using Rule 506 if such � l-
ings are not timely made. Currently, 
issuers proceeding under Rule 506 
must � le a Form D with the SEC, 
disclosing certain categories of 
information about the issuer, the 
offering, and the potential inves-
tors. Under current Rule 507, a 
� rm may be disquali� ed from using 
Regulation D if it fails to comply 
with Form D � ling requirements, 
but only if a court has � rst entered 
an injunction for violating the � ling 
requirements.

The SEC’s proposed rule 
changes would impose a signi� -
cant penalty for � ling failures or 
missteps. The proposed rules pro-
vide that a failure to comply with 
Form D � ling requirements at any 
time within a � ve-year period will 
result in an automatic one-year dis-
quali� cation from using Rule 506. 
While issuers will be excused for 
a � rst-time violation, a subsequent 

failure to comply with Form D � l-
ing requirements will trigger the 
one-year prohibition, starting from 
the date when all required Form D 
� lings were made.

The severe consequences of the 
SEC’s proposed change to the Form 
D requirements may be driven in 
part by the fact that, historically, 
some issuers failed to follow Form 
D � ling requirements without any 
real consequences. In a recent 
speech, Director of Investment 
Management Norm Champ noted 
that the proposed changes to Form 
D � ling requirements would serve 
as a more effective mechanism for 
enforcing issuers’ compliance with 
these requirements.6

The SEC’s proposed rule chang-
es also require up to three Form 
D filings: an “Advance Form D” 
at least 15 calendar days ahead 
of the commencement of a Rule 
506(c) offering, a second Form D 
� ling within 15 calendar days of the 

� rst sale of securities, and a “Clos-
ing Form D” � ling at the conclu-
sion of the offering. The proposed 
Advance Form D � ling in particular 
has been a subject of intense criti-
cism, including from members of 
Congress. In a strongly worded let-
ter dated July 22, 2013, Congress-
men Patrick T. McHenry (R-N.C.) 
and Scott Garrett (R-N.J.) of the 
House Financial Services Commit-
tee argued that the 15-day waiting 
period reintroduces a ban on gen-
eral solicitation that the JOBS Act 
has lifted.7 While SEC Chair Mary 
Jo White was somewhat dismissive 
of the congressmen’s letter, the fact 
remains that the SEC’s proposal for 
up to three separate Form D � lings, 
if enacted as proposed, will triple 
the � ling responsibilities for private 
placement issuers, and accordingly 
triple the risks of triggering the 
one-year disquali� cation rule if a 
� ling requirement is missed.

The SEC’s proposed rule chang-
es also seek increased disclosure 
and transparency from private 
placement issuers. If adopted, the 
rule changes would require all pri-
vate placement issuers to include 
in their Form D � lings a substantial 

amount of information that is not 
required under the current rule, 
such as the number and types of 
accredited investors that were 
purchasers, and information about 
investment advisers that directly 
or indirectly act as promoters of a 
pooled investment fund issuer. For 
issuers seeking to engage in Rule 
506(c) offerings, those issuers will 
be required to disclose the types 
of general solicitations to be used 
and the veri� cation methods for 
con� rming the accredited investor 
status of purchasers.

Another proposed rule aimed at 
greater transparency and informa-
tion � ow to the SEC is proposed 
Rule 510T. This is a temporary rule 
that would require issuers engaging 
in Rule 506(c) offerings to submit 
to the SEC any marketing materials 
used in a general solicitation, no 
later than the date of � rst use. Sub-
missions would not be available 
to the public, and the requirement 
would expire after two years. The 
SEC’s stated purpose in proposing 
these new disclosure requirements 
is to gather information on Rule 506 
and the impact of new Rule 506(c). 
However, this rule if adopted will 
give the SEC access to a wealth of 
substantive information about Rule 
506(c) offerings, and a tremendous 
amount of marketing materials in 
a variety of forms. For private 
placement issuers seeking to take 
advantage of the opportunity to 
solicit and advertise, the corol-
lary is that the SEC has a greater 
opportunity to spot de� ciencies 
and make determinations about 
whether to initiate examinations 
of particular private equity funds 
or hedge funds.

The SEC’s proposal to require 
issuers to submit marketing mate-
rials takes on added signi� cance 
when one takes into account that 
the Commission is also propos-
ing to apply the standards of Rule 
156 of the Securities Act of 1933 to 
private funds that engage in Rule 
506(c) offerings. Rule 156 presently 
provides guidance on the manner 
in which registered investment 
company (i.e., mutual funds) sales 
literature may be deemed to be 
misleading under the federal anti-
fraud securities laws. Rule 156 con-
tains numerous examples of how 
performance representations and 
statements about the attributes of 
registered funds can be misleading. 
Because the guidance was aimed 
at issues specific to registered 
investment companies, managers 

of private equity funds and hedge 
funds will need to closely scruti-
nize whether and how marketing 
materials used in conjunction with 
a Rule 506(c) offering can comply 
with guidance that did not have 
those industries in mind. In addi-
tion, private fund managers will 
need to be cognizant of the fact 
that these marketing materials will 
then be submitted to the SEC under 
proposed Rule 510T.8

Conclusion

The JOBS Act’s removal of the 
prohibition on solicitation and 
advertising opens up substantial 
opportunities for private place-
ment issuers that want to expand 
their audience of potential capital 
sources. Over time, as issuers feel 
their way through challenges such 
as the accredited investor veri� ca-
tion standard and the SEC’s addi-
tional proposed rule changes (if 
adopted), they will get comfort-
able with taking advantage of these 
opportunities, either through tradi-
tional advertising or through just 
being able to “get the word out” 
about private placement offerings 
in a variety of informal settings.
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regulatory scheme. 



Billing Rates from ALM Legal Intelligence 
is an accurate and growing database of 
more than 70,000 attorney-specific rates, 
searchable by practice area, region and 
biographical information. 

Arm your firm with unrivaled data to:

• Assess, benchmark and negotiate billing 
rates with precision and confidence

• Market strategically and successfully 
against the competition in your area

• Justify rates to clients using data pulled 
from peer-firms

GET A FREE SAMPLE REPORT TODAY
CONTACT:  Phil Flora  |  212-457-7767  |  pflora@alm.com

almlegalintel.com/ali/billingrates

GET A FREE SAMPLE REPORT TODAY

SMITHSON, ALEX
Attorney
Real Estate, Business and Complex Litigation
Raymond Brewer
White Plains, NY

SMITH, JOHN
Attorney
Commercial Litigation, Intellectual Property
Smith Robinson
New York, NY
Columbia University
New York Eastern
1986
$440
$410
$410
$395
$370
$355
$340
$310

While your peers struggle to complete RFPs, 
you’ll be winning business.

12  |  MONDAY, DECEMBER 16, 2013   |  NYLJ.COM

The FDIC has also modified 
its methodology for calculating 
assessment rates for these insti-
tutions, utilizing a “scorecard” that 
combines CAMELS ratings and 
certain forward-looking � nancial 
measures. Institutions that cross 
the $10 billion threshold could 
see their insurance premiums 
rise depending on the calculation 
of their assessment rate under the 
new scorecard methodology.

The $15 Billion Bank

Banking institutions with $15 bil-
lion or more in consolidated total 
assets as of Dec. 31, 2009 must 
phase out trust preferred securi-
ties (TruPS) from Tier 1 capital by 
2016. Institutions below the $15 
billion threshold are permanently 
grandfathered and may continue to 
include TruPS in their Tier 1 capital 
calculations.

However, if a grandfathered-
institution crosses the $15 billion 
threshold as a result of an acqui-
sition transaction (as opposed 
to organic growth), the resulting 
institution would lose its grandfa-
thered-status. Such an institution’s 
TruPS would no longer qualify as 
Tier 1 capital and would have 
to be phased-out by 2016. As a 
result, institutions contemplating 
a merger transaction that would 
result in a greater than $15 billion 
institution must consider the costs 
of losing Tier 1 capital treatment 
if the combined institution would 
have TruPS on its balance sheet.

The $50 Billion Bank

These banking organizations 
(Large BHCs) are considered sys-
temically signi� cant under Title I of 
Dodd-Frank and become subject to 
substantial additional regulation, 
including enhanced prudential 
standards.

Most importantly, Large BHCs 
must submit annual capital plans 
to the FRB. Plans must include a 
BHC’s expected uses and sources 
of capital over a nine-quarter 
planning horizon and a descrip-
tion of how the BHC will maintain 
suf� cient capital, under expected 
and stressful conditions. A Large 
BHC generally may not make any 
capital distributions until the FRB 
issues a notice of non-objection to 

its capital plan.
Second, Large BHCs must sub-

mit annual resolution plans (or 
living wills) to the FRB and the 
FDIC setting forth in great detail 
a company’s strategy for “rapid 
and orderly” resolution in the 
event of material � nancial distress 
or failure. In creating a living will, 
an institution must map its core 
business lines and critical opera-
tions to material legal entities and 
provide integrated analyses of its 
corporate structure, credit and 
other exposures, funding, capital 
and cash � ows. An institution that 
fails to submit an acceptable liv-
ing will to the regulators will be 
subject to more stringent capital 
and liquidity requirements and 
operating restrictions.

Third, Large BHCs are subject 
to an annual supervisory stress 
test conducted by the FRB that is 
intended to assess a company’s 
capital adequacy and ability to 
absorb losses under stressed 
market conditions. Large BHCs are 
also required to conduct their own 
“company-run” stress tests on an 
annual and mid-year basis. Supervi-
sory and company-run stress tests 
must evaluate a company’s capital 
adequacy under baseline, adverse 
and severely adverse economic 
scenarios. Based on the stress 
test results, the FRB may require 
a company to raise additional capi-
tal to support its operations. The 
FRB and the company must pub-
licly disclose summary results of 
the supervisory and company-run 
stress tests, respectively.

Fourth, Large BHCs would be 
subject to additional enhanced 
prudential standards under a 
December 2011 proposed rule 
issued by the FRB. That proposal 
is expected to be � nalized by early 
2014. As described by the FRB, the 
proposal would “provide incentives 
for covered companies to reduce 
their systemic footprint.” Proposed 
enhanced prudential standards 
include the following:

• Liquidity Management: Large 
BHCs would be required to conduct 
internal stress tests on a monthly 
basis to measure their liquidity 
needs during times of financial 
instability and to hold a “liquidity 
buffer” of unencumbered highly 
liquid assets suf� cient to meet pro-
jected net cash out� ows for 30 days 
over a range of liquidity stress sce-
narios. Companies would also be 
required to adopt policies for man-
aging liquidity stress events. Under 

a separate proposal issued by the 
FRB in October 2013, Large BHCs 
and SLHCs with assets greater than 
$50 billion would be required to 
satisfy a “liquidity coverage ratio” 
requirement, albeit one that is less 
stringent than the requirement that 
would apply to banking organiza-
tions with greater than $250 billion 

in consolidated assets.
• Risk Committees: In addition 

to establishing a risk committee 
that includes at least one risk man-
agement expert, a Large BHC must 
also employ a chief risk of� cer who 
reports directly to both the risk 
committee and the CEO of the com-
pany and has the appropriate inde-
pendence, expertise and stature to 
implement robust enterprise-wide 
risk management practices.

• Single Counter-Party Credit 
Limits: Large BHCs would be pro-
hibited from having aggregate 
net credit exposure to any, one 
unaffiliated counterparty that 
exceeds 25 percent of the Large 
BHC’s capital. A more stringent 
10 percent limit would apply to 
very large BHCs (in excess of $500 
billion in assets) with respect to 
their credit exposure to other very 
large institutions. The compliance 
burden associated with this rule 
is substantial as companies must 
submit a report to the FRB on a 
monthly basis demonstrating their 
daily compliance with the credit 
limits.

Fifth, under the proposed incen-
tive compensation rule issued by 
the federal financial regulators, 
� nancial institutions with greater 
than $50 billion in consolidated 
assets must defer at least 50 
percent of an executive of� cer’s 
incentive-based compensation 
for at least three years. Amounts 
deferred must be adjusted for 
the actual losses of the covered 
� nancial institution, or other mea-
sures or aspects of performance 
that are realized or become better 
known during the deferral period. 
The ability to claw-back deferred 
compensation in the event of 

poor performance is intended to 
protect the institution by aligning 
the incentives of employees with 
the risks being undertaken.

Sixth, Large BHCs, SLHCs with 
consolidated assets greater than 
$50 billion and nonbank � nancial 
companies designated by the Finan-
cial Stability Oversight Council for 

supervision by the FRB are sub-
ject to annual assessments equal 
to the amount of total expenses 
that the FRB estimates are neces-
sary to carry out its supervisory 
and regulatory responsibilities 
with respect to these companies. 
In other words, these companies 
are required to pay for their own 
enhanced supervision on a pro-
rata basis. Thus, as a company 
grows larger, it will be assessed 
a greater percentage of the FRB’s 
total expenses.

Large BHCs may also be subject 
to assessments by the FDIC to pay 
for costs of the receivership of a 
failed � nancial company that was 
placed into receivership by the 
FDIC pursuant to Title II of Dodd-
Frank. Title II grants the FDIC the 
power to serve as receiver for 
failed financial companies that 
pose a signi� cant risk to the � nan-
cial stability of the United States.

Seventh, the � nal capital rules 
adopted by the agencies in July 
2013 require that Large BHCs make 
public disclosures about their reg-
ulatory capital on an annual and 
quarterly basis. Such disclosures 
must include quantitative and 
qualitative information.

The $250 Billion Bank

Banking organizations at this 
level are subject to additional capi-
tal and liquidity requirements that 
are intended to address the added 
complexity of such institutions and 
reduce systemic vulnerabilities.

First, they must comply with the 
Basel III “Advanced Approaches” 
methodology for computing 
risk-based regulatory capital. 
In addition to minimum capital 

requirements and a capital con-
servation buffer applicable to all 
banking organizations, Advanced 
Approaches banking organizations 
are subject to a countercyclical 
capital buffer of up to 2.5 percent 
of total risk-weighted assets. The 
countercyclical capital buffer may 
be activated by the regulators 
based on a range of � nancial and 
supervisory factors indicating an 
increase in systemic risk. Advanced 
Approaches organizations are also 
subject to a 3 percent supplemen-
tary leverage ratio.

Second, in October 2013, the 
federal bank regulators proposed 
a “liquidity coverage ratio” require-
ment for banking organizations 
with $250 billion or more in total 
assets consistent with the inter-
national liquidity requirements 
adopted by the Basel Commit-
tee, with certain modifications. 
A covered company would be 
required to maintain “high qual-
ity liquid assets” in an amount no 
less than 100 percent of its total net 
cash out� ows over a prospective 
30-day period. A company would 
be required to calculate its liquid-
ity coverage ratio on a daily basis 
and to notify its regulator on any 
day that its liquidity coverage ratio 
is less than 100 percent. The rule 
is intended to enhance the ability 
of a covered company to meet its 
liquidity needs during acute short-
term liquidity stress scenarios.

The $500 Billion Bank

BHCs at this level are subject 
to more stringent single counter-
party credit limits that restrict 
the net credit exposure of these 
organizations to an unaffiliated 
counterparty of similar size to 10 
percent of the BHC’s capital and 
surplus. This restriction is intend-
ed to limit the interconnectedness 
of systemically important � nancial 
institutions and reduce the impact 
that the failure of any single large 
� nancial institution would have on 
other institutions and the � nancial 
system as a whole.

The $700 Billion Bank

Despite the Dodd-Frank reforms, 
the perception continues to exist 
in the marketplace that certain 
institutions are “too big to fail.” To 
offset the potential advantages that 
these institutions might enjoy, the 
federal bank regulators proposed 
in July 2013 to increase the lever-

age capital requirements on bank-
ing organizations with greater than 
$700 billion in consolidated assets 
or $10 trillion in assets under custo-
dy (Very Large BHCs).2 If adopted, 
such requirements may constrain 
the growth of these institutions or 
possibly result in their downsizing.

Speci� cally, federal bank regu-
lators have proposed a rule to 
require insured depository insti-
tution subsidiaries of Very Large 
BHCs to meet a 6 percent “sup-
plementary leverage ratio” to be 
considered “well capitalized” for 
purposes of the prompt corrective 
action (PCA) rules. Failure to be 
deemed “well capitalized” under 
the PCA rules could have various 
adverse effects on an institution.

The FRB has also proposed a 
new Tier 1 “leverage buffer” for 
Very Large BHCs of at least 2 per-
cent above the minimum supple-
mentary leverage ratio require-
ment of 3 percent applicable to 
banking organizations with $250 
billion or more in assets. Failure 
to satisfy the new leverage buffer 
would subject Very Large BHCs to 
restrictions on discretionary bonus 
payments and capital distributions.

Conclusion

From our perspective as lawyers 
who evaluate mergers and acquisi-
tions of, and controlling and non-
controlling investments in � nan-
cial institutions, the “growth tax” 
imposed by Dodd-Frank and the 
bank regulators becomes an impor-
tant consideration in both the eco-
nomic realities and the regulatory 
implications and approvability of 
such transactions. Banks grow at 
their own risk now, understand-
ing that the rules in place today 
can become even more punitive 
in the future. Whether restraining 
growth through additional regula-
tion reduces or increases risk in 
the banking system remains to be 
seen. But the dynamics put in place 
create a new playing � eld for the 
banks on it and investors watching 
from the sidelines.

•••••••••••••••••••••••••••••

1. In July 2013, the Federal District Court 
for the District of Columbia struck down 
portions of the FRB’s rule on interchange 
fees, stating that the statute contemplated 
an even lower fee cap. The FRB has ap-
pealed the decision.

2. The proposal indicated that there are 
8 Very Large BHCs.

Grow
« Continued from page 9 

Banking organizations will experience ever escalating 
regulatory requirements and costs that may impact 
their life, death and profi tability as they pass the $500 
million, $1 billion, $10 billion, $50 billion and $250 bil-
lion consolidated asset thresholds. 


