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Treatment of bridge financing under the Volcker rule

There has been widespread concern in the loan markets that the “Volcker rule,”
as it would be implemented by October’s joint-agency proposed rulemaking (the
“proposed rule”), would prohibit or severely restrict certain instruments issued
in connection with the refinancing of bridge loans for acquisition financings.
There is, however, strong support for the view that bridge loans and the
securities issued to refinance them should be excluded from the scope of the
Volcker rule or at least exempt as permitted risk-mitigating hedging or
underwriting activities. At the same time, the proposed rule raises a number of
questions and uncertainties. Given Congress’ statement in the Volcker rule itself
that rule should not be used to “limit or restrict the ability of banks to sell or
securitize loans,” it would be helpful if the promulgating agencies eliminated some
of these issues during the proposed rule’s comment and revision period. It would
likewise be helpful if there was a statement of intent in any final regulation
clarifying that the longstanding techniques used by banks to de-risk bridge loan
exposure, as described herein, do not run afoul of the letter or spirit of the
Volcker rule.

Proprietary trading restrictions in the Volcker rule

Section 619 of Dodd-Frank,1 popularly known as the “Volcker rule,” generally proh
“banking entity”2 from engaging in “proprietary trading.” “Proprietary trading” is d
principal for the trading account of the covered banking entity in any purchase or sa
financial positions.”3

On October 12, 2011, the Office of the Comptroller of the Currency (the “OCC”),
the Federal Reserve System (the “Fed”), the Federal Deposit Insurance Corporation
Securities and Exchange Commission (the “SEC”) jointly approved a Notice of Pro
implement the provisions of the Volcker rule.4 Approval by the Commodity Future

1 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 124 Stat. 137
Volcker rule will be codified at 12 U.S.C. § 1851.
2 The term “banking entity” is defined in Section __.2(e) of the proposed rule to include any insured
certain limited purpose trust institutions), any company that controls an insured depository institutio
bank holding company for purposes of section 8 of the International Banking Act of 1978 (12 U.S.C
subsidiary of any of the foregoing.
3 See Section __.3(b)(1) of the proposed rule.
4 Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships wi
Equity Funds, 76 Fed. Reg. 68846 (Nov. 7, 2011) (herein referred to as the “Release”). The Release
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“CFTC” and, together with the other agencies referred to above, the “Agencies”) is also required. The CFTC
proposed its own rules on January 11, 2012 that were substantively similar to the proposed rule as published by
the other Agencies and with no differences relevant to this discussion of the Volcker rule.

The Volcker rule expressly provides that it shall not be construed to limit or restrict the ability of banks to sell or
securitize loans in a manner otherwise permitted by law.5 This provision was included in the Volcker rule in
recognition of the “critical function that loan creation plays in the nation’s economy.”6

Bridge financing generally

When a company or sponsor wants to make a large acquisition, it may lack sufficient funds to make an offer
without financing, or may otherwise determine that financing the acquisition is advantageous. Rather than
attempt to issue debt securities to raise the necessary cash before the acquisition is consummated, buyers will
often obtain a commitment for interim “bridge” financing until permanent “take out” financing is in place.
These bridge loans may have a brief (one year or less) bullet maturity and charge interest rates and have other
terms commensurate with the risky nature of a bridge loan. As a result, borrowers are incentivized to refinance
bridge loans as soon as possible.

It is typical for a lender in a bridge loan transaction to have the right to issue one or more “take out demands” in
which the borrower is required to issue notes to refinance the bridge loan balance outstanding (referred to as
“Demand Notes”). Demand Notes are usually offered to third party investors in a Rule 144A “underwritten”
offering under the Securities Act of 1933, as amended. The Demand Note offering is typically coordinated by
broker dealer affiliates of the arranging banks for the bridge loan, and the terms of many bridge loans allow for
all or a portion of the Demand Notes to be retained by the banks and sold over time in separate negotiated
private placement sales to third parties (so called “dribble out sales”). This feature becomes important for banks
when market demand is insufficient to permit distribution of the bridge loans or to absorb the entire issuance of
Demand Notes. In addition, some bridge loans allow for the issuance of notes to the arranging banks in
exchange for their portion of the bridge loan (referred to as “Exchange Notes” and, together with Demand
Notes, “Notes”). Dribble out sales are more common than underwritten offerings for Exchange Notes.

Some commentators have raised the concern that the Volcker rule, if implemented as proposed, would restrict
dribble-out sales of Demand Notes and Exchange Notes. This could have the result that bridge lenders would
be required to hold such Notes for some minimum (e.g., 61-day) investment period so as not to fall within the
Volcker rule’s prohibition on “short-term” trading.7 However, restrictions on the ability to refinance bridge
loans – an important but potentially illiquid type of loan in some circumstances – by effectively converting them
into Notes could adversely impact the loan markets and, ultimately, the companies who seek bridge financing.
Restricting the ability of bridge lenders to reduce their exposure to a borrower could either discourage banks
from making leveraged loans, which, in turn, would constrict capital to new or riskier ventures, or alternatively
force banks to hold such loans for longer than necessary, with all of the attendant market and credit risks. This

5 See Dodd-Frank at section 619(g)(2).
6 See Financial Stability Oversight Council, Study & Recommendations on Prohibitions on Proprietary Trading & Certain Relationships
with Hedge Funds & Private Equity Funds (January 18, 2011) (the “FSOC Study”) at 17. The FSOC Study is available here.
7 Section __.3(b)(2)(ii) of the proposed rule contains a rebuttable presumption that an account used to take certain covered financial
positions for 60 days or less constitutes a trading account. See discussion below.

http://www.treasury.gov/initiatives/Documents/Volcker%20sec%20%20619%20study%20final%201%2018%2011%20rg.pdf
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likely scenario would create the potential for the same glut of illiquid instruments at banks that the Volcker rule
was enacted to discourage.8

Demand Notes and Exchange Notes are used to refinance bridge loans by effectively making them more readily
saleable into the capital markets. As such, Notes would not appear to be the types of instruments that the
Volcker rule was intended to cover, particularly given the explicit Congressional intent not to limit or restrict
banks’ ability to sell or securitize loans. While a technical reading of the proposed rule raises a number of
questions about how the rule might be found to apply, arranging lenders should be able to take comfort that
Demand Notes and Exchange Notes – and therefore bridge loans more generally – are exempt from the
prohibitions of the Volcker rule.

Application of the Volcker rule to bridge financing

Are Demand Notes and Exchange Notes covered by the Volcker rule?

The Volcker rule prohibition on proprietary trading applies to the purchase or sale of a “covered financial
position,” broadly defined as “any position, including any long, short, synthetic or other position” in a security,
derivative, a contract of sale of a commodity for future delivery or an option on any of the foregoing.9 Loans,
commodities, foreign exchange and currency are specifically excluded from this definition,10 and therefore from
application of the Volcker rule. “Loan” is defined as “any loan, lease, extension of credit, or secured or
unsecured receivable.”11

A company’s issuance of Demand Notes or Exchange Notes probably constitutes the issuance of “securities” as
such term is defined in the Securities Exchange Act of 1934.12 As a result, such Notes would appear to fall
within the definition of a covered financial position for purposes of the Volcker rule. In the adopting release,
however, the Agencies note the definition of loan – which is excluded from “covered financial position” – to be
“expansive” and to include “a broad array of loans and similar credit transactions.”13 The Agencies specifically
exclude an “asset-backed security” from the definition of loans, but make no mention of any other type of
security. In addition, the Agencies specifically pose for public comment the question of whether the definition
of “loan” should be revised to exclude securities in the final rule.14 Thus, there is some uncertainty to whether
the Agencies intend for some types of securities, including Demand Notes and Exchange Notes, to be included
in the definition of a loan, and therefore beyond the coverage of the rule.

It would be logical for Demand Notes or Exchange Notes to be excluded from application of the Volcker rule
because such Notes are issued as part of the lending relationship that already exists between a bank lender and its

8 During the credit crisis in 2007 there was an estimated $300 billion in outstanding “hung” bridge loans on banks’ balance sheets. See
David Stowell, An Introduction to Investment Banks, Hedge Funds, and Private Equity: The New Paradigm (2010), at 194, Exhibit 10.9.
9 See Section __.3(b)(3)(i) of the proposed rule.
10 See Section __.3(b)(3)(ii) of the proposed rule.
11 See Section __.2(q) of the proposed rule.
12 There is a presumption that notes constitute securities. See Reves v. Ernst & Young, 494 U.S. 56 (1990).
13 See Release at 68865.
14 See Release at 68866 at question 61.
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borrower under a bridge loan, and loans are excluded from the definition of a covered financial position. At the
time of the issuance of Demand Notes or Exchange Notes, whether to the banks as initial purchasers in a 144A
underwritten offering or in exchange for one or more portions of the bridge loan, the fundamental relationship
of the parties continues to be a lender – borrower relationship. In fact, the sale of a portion of the Demand
Notes or Exchange Notes to third party investors would not affect the lending relationship any more than a sale
of part of the bridge loan to another lender.

Do positions in Demand Notes and Exchange Notes satisfy the definition of a “trading account”?

Assuming there is some ambiguity as to whether Notes are covered financial positions for purposes of the
proposed rule, proprietary trading must still be conducted through a “trading account” in order to fall within the
Volcker rule’s prohibition. A “trading account” is defined as an account that satisfies any of three alternative
tests: (i) being “principally” used for a “purpose” covered by the rule, e.g., short-term trading (the “purpose
test”); (ii) holding positions covered by the market risk capital rules for institutions covered by such rules, except
positions in foreign exchange derivatives, commodity derivatives and contracts for sale of a commodity for
future delivery (the “market risk capital test”); and (iii) holding any covered financial position if the entity is
engaged in certain activities requiring it to be registered in the United States (the “registered activities test”).15 If
any of the tests is satisfied, then the account in question is a “trading account” under the proposed rule.

The registered activities test would appear to capture Notes because they are generally acquired by broker-dealer
affiliates of the originating bridge lenders which are registered with the SEC as securities dealers. The Agencies’
presumption is that all positions held by registered securities dealers “as part of their dealing activity are generally
held for sale to customers upon request or otherwise support the firm’s trading activities…and so would appear
to involve the requisite short-term intent.”16 As a result, all covered financial positions acquired by registered
securities dealers are “automatically included within the scope of positions described in the trading account
definition, if they are acquired or taken in connection with the activities that require the banking entity to be
registered.”17

However, the Agencies’ presumption that all positions held by a registered securities dealer involve “short-term”
trading intent is not necessarily accurate when it comes to acquiring Demand Notes or Exchange Notes to
refinance a bridge loan. As discussed above, Notes do not reflect new investment decisions, but instead the
effective transformation of existing loans into a more saleable and therefore less risky form. Notes are more
liquid than positions in a bridge loan because they are marketable to a wider class of purchasers including hedge
funds, CLOs and insurance companies. As such, Notes are principally acquired for banks to eliminate their
exposure to bridge loans. The Agencies acknowledge that there are various reasons why “a banking entity may
acquire a covered financial position for purposes other than short-term trading” even if the position is sold
within 60 days.18 The refinancing of a bridge loan appears to be a good example of such a case.

The lack of “short-term” trading intent with respect to the registered activities test also undercuts finding that an
account holding Notes would be a trading account under the other two tests. For instance, the purpose test

15 See Section __.3(b)(2)(i) of the proposed rule.
16 See Release at 68860.
17 See Release at 68860.
18 See Release at 68860.
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explicitly requires “short-term” intent in each prong of the test.19 And the market risk capital test, which is
largely incorporated from Market Risk Capital Rules promulgated by federal banking agencies,20 is included in the
proposed rule “only to the extent that they pertain to positions acquired for the purpose of short-term resale or
with the intent of benefitting from actual or expected short-term price movements.”21

Refinancing bridge loans with Notes does not represent a backdoor attempt to conduct proprietary trading. It
would be helpful if the Agencies considered this point and clarified in the revised rule that an account cannot be
a “trading account” if short-term trading intent is missing. Even if the Agencies fail to revise the proposed rule,
however, accounts holding Notes may nevertheless fit within one of the exemptions to the Volcker rule
discussed below.

The acquisition and sale of Demand Notes and Exchange Notes constitute permitted risk-mitigating
hedging activities.

The Volcker rule’s prohibition on proprietary trading does not apply to the purchase or sale of a covered
financial position by a covered banking entity that is made in connection with and related to individual or
aggregated positions, contracts or other holdings of a covered banking entity that are designed to reduce the
specific risks to the covered banking entity from such positions, contracts or other holdings.22 In order for a
transaction to qualify for the exemption, several requirements must be met.23 First, the covered banking entity
must establish an internal compliance program as set forth in Subpart D of the proposed rule, which includes
having reasonably designed written policies and procedures regarding the instruments, techniques and strategies
that may be used for hedging, internal controls and monitoring procedures, and independent testing. Second, the
purchase or sale must: (i) be made in accordance with such internal compliance program; (ii) hedge or otherwise
mitigate one or more specific risks, including market risk, counterparty or other credit risk, currency or foreign
exchange risk, interest rate risk, basis risk or other risk arising in connection with and related to individual or
aggregated positions, contracts or other holdings; (iii) be reasonably correlated, based upon the facts and
circumstances of the underlying and hedging positions and the risks and liquidity of those positions, to the risk
or risks the transaction is intended to hedge or otherwise mitigate; (iv) not give rise, at the inception of the hedge,
to significant exposures that were not already present and that are not hedged contemporaneously, (v) be subject
to continuing review, monitoring and management; and (vi) not involve persons performing the risk-mitigating
activities who are compensated for proprietary risk-taking.24

19 See Section __.3(b)(2)(i)(A) of the proposed rule (requiring short-term resale, short-term price movements, short-term arbitrage
profits, or short-term hedging).
20 See 12 C.F.R. Part 3, Appendix B (OCC); 12 C.F.R. Part 208, Appendix E and 12 C.F.R. Part 225, Appendix E (Fed); and 12 C.F.R.
Part 325, Appendix C (FDIC).
21 See Release at 68858, footnote 98.
22 See Section __.5(a) of the proposed rule.
23 See Section __.5(b) of the proposed rule.
24 Section __.5(c) of the proposed rule also imposes a contemporaneous documentation requirement on certain types of hedging
transactions where the hedge is established at a level of an organization that is different than the one where a position is being hedged.
The acquisition and sale of Notes generally take place at a broker-dealer affiliate of the banking entity. While the proposed rule is not
specific, it is possible that regulators would deem acquisition of Notes by a registered securities dealer to be at a “different level of the
organization” than the bridge loans extended by its banking affiliate. Clarification from the Agencies would be helpful. However, even
if the contemporaneous documentation requirement were applicable here, it would be easy to satisfy because the risk-mitigating
purpose of these transactions is clear and should not be confused as back-door proprietary trading.
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Lenders in bridge loans take significant exposure to a single borrower, and as such are motivated to significantly
reduce or eliminate the loan balance outstanding. Demand Notes and Exchange Notes are more liquid positions
than loans, and thus afford lenders an easier path to exit their lending position. The sale of Demand Notes or
Exchange Notes, whether they represent an unsold portion of an underwritten offering or were obtained directly
in exchange for a portion of the bridge loan, clearly fits within this exemption (so long as an internal compliance
program is in place) by reducing counterparty risk, market risk and other risks, and not giving rise to new
exposures.

The subsequent sale of an unsold allotment of Demand Notes from an underwritten offering would
meet the exemption for permitted underwriting activities.

There is also an exemption in the Volcker rule for the purchase or sale of a covered financial position by a
covered banking entity that is made in connection with the covered banking entity’s underwriting activities.25 To
qualify for the exemption, a transaction must meet seven criteria: (i) the covered banking entity has established an
internal compliance program as set forth in Subpart D of the Volcker rule, which includes having reasonably
designed written policies and procedures, internal controls, and independent testing; (ii) the covered financial
position is a security; (iii) the purchase or sale is effected solely in connection with a distribution of securities for
which the covered banking entity is acting as an underwriter; (iv) the covered banking entity is appropriately
registered as a securities dealer or is exempt from such registration; (v) the underwriting activities with respect to
the covered financial position are designed not to exceed the reasonably expected near term demands of clients,
customers, or counterparties; (vi) the underwriting activities are designed to generate revenues primarily from
fees, commissions, underwriting spreads or other income not attributable to appreciation in the value or hedging
of the covered financial position; and (vii) the compensation arrangements of persons performing the
underwriting activities are designed not to reward proprietary risk-taking.26

This exemption would not typically be available to exclude dribble out sales of Exchange Notes unless they were
acquired in an underwritten offering, as such sales would not satisfy clause (iii) of the paragraph above.
However, it could exempt dribble out sales of unsold allotments of Demand Notes or Exchange Notes from an
underwritten (i.e. Rule 144A) offering, so long as the offering was not designed to exceed the reasonably
expected near term demands of the market for the Notes. For reputational and other reasons, underwriters are
hesitant to market any securities offering when they have concerns about their ability to price and close the
transaction. In the event that part of an offering of Demand Notes is unable to be sold and is retained by the
underwriters, it is still very likely that such banks could demonstrate that they had a reasonable belief that the
near term demands of the market were sufficient to buy the entire issuance, and even more so that they could
demonstrate that the offering was not actually designed to exceed such reasonable near term demands.

Serious ramifications for securities underwriting in general would result if this exemption were found not to
apply to dribble out sales of unsold allotments of underwritten Demand Notes. An unsold allotment of Demand
Notes is no different from any unsold allotment of securities in any offering that underwriters are forced to
retain. In any so-called “sticky deal,” underwriters generally look to sell such retained securities as soon as
possible, and certainly within the 60 day period, potentially creating a rebuttable presumption that any account
used to acquire the securities is a “trading account” and thus subject to the Volcker rule.27 As discussed in

25 See Section __.4(a)(1) of the proposed rule.
26 See Section __.4(a)(2) of the proposed rule.
27 The Agencies note that underwriters would be able to dispose of unsold allocations of securities if acquired in connection with the
permitted underwriting activities exemption “at a later time.” (See Release at 68867.) However, it is unclear how long a period they
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sections 2 and 3 above, any such unsold allotments would not have been acquired principally for short-term
trading purposes, and any subsequent sale of Notes would constitute permitted risk-mitigating hedging activities.

The Agencies noted that the proposed rule must not “unduly constrain banking entities” in their ability to offer
services such as underwriting that are important to the U.S. financial markets.28 If underwriters were forced to
hold for investment unsold allotments of underwritten Notes in the absence of an exemption for underwriting
activities, there could be a substantial impact on the U.S. capital markets. While clarification from the Agencies
would be helpful on this point, however, it is reasonable to conclude that they did not intend to restrict
underwriters in a sticky deal scenario which, in turn, would suggest that the underwriting exemption would apply
to a dribble out sale of Demand Notes.

Conclusion

The Volcker rule is intended to prevent financial institutions from engaging in unduly risky activities, not to
discourage banks from lending. In fact, during the recent financial turmoil banks have been repeatedly criticized
for not lending enough. It is counterintuitive that the Volcker rule would be interpreted to prohibit banking
entities from relying upon Demand Notes and Exchange Notes as a safety valve in financing large transactions
by allowing bridge lenders to reduce their exposure, including through dribble out sales when necessary.

Despite the concerns recently raised in the lending market, the better view is that there should be no impact on
the current market practice of acquiring and selling Demand Notes and Exchange Notes in connection with
takeouts of bridge loans under the proposed rule, even as presently drafted. As discussed:

 It is possible that such acquisitions and sales would not be subject to the Volcker rule because they do
not fall within the definitions of “covered financial positions” or “trading accounts”; and

 Even if such acquisitions and sales did come within the Volcker rule, such sales would be within the
exemptions provided for banks’ risk-mitigating and (in the case of unsold allocations of Demand Notes)
underwriting activities.

The Agencies other than the CFTC have requested comments to the proposed rule by February 13, 2012,29 while
the CFTC’s comment deadline will be 60 days following formal publication of its proposed rules. It is possible
that clarity on one or more of the points discussed in this briefing will be forthcoming. Hopefully, any final rule
will clearly recognize the loan-supportive context in which Demand Notes and Exchange Notes are issued and
will seek to allay fears generally about the impact of the Volcker rule on the marketplace for bridge financing.

were considering. In any event, requiring banking entities to hold such securities for longer than necessary to distribute them would
subject the entities to additional market and credit risk.
28 See Release at 68849.
29 The comment deadline was initially set by the proposed rule for January 13, 2012. The comment deadline was extended by a joint
statement issued by the Agencies other than the CFTC on December 23, 2011, available here.

http://www.federalreserve.gov/newsevents/press/bcreg/bcreg20111223b1.pdf

