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(b)(2)(iii)(C) of this section is exceeded,
the trading desk takes action to bring
the trading desk into compliance with
the limits as promptly as possible after
the limit is exceeded;
(v) The compensation arrangements
of persons performing the activities described in this paragraph (b) are designed not to reward or incentivize prohibited proprietary trading; and
(vi) The banking entity is licensed or
registered to engage in activity described in this paragraph (b) in accordance with applicable law.
(3) Definition of client, customer, and
counterparty. For purposes of paragraph
(b) of this section, the terms client, customer, and counterparty, on a collective
or individual basis refer to market participants that make use of the banking
entity’s market making-related services by obtaining such services, responding to quotations, or entering
into a continuing relationship with respect to such services, provided that:
(i) A trading desk or other organizational unit of another banking entity
is
not
a
client,
customer,
or
counterparty of the trading desk if
that other entity has trading assets
and liabilities of $50 billion or more as
measured
in
accordance
with
§ 248.20(d)(1) of subpart D, unless:
(A) The trading desk documents how
and why a particular trading desk or
other organizational unit of the entity
should be treated as a client, customer,
or counterparty of the trading desk for
purposes of paragraph (b)(2) of this section; or
(B) The purchase or sale by the trading desk is conducted anonymously on
an exchange or similar trading facility
that permits trading on behalf of a
broad range of market participants.
(4) Definition of financial exposure. For
purposes of this paragraph (b), financial
exposure means the aggregate risks of
one or more financial instruments and
any associated loans, commodities, or
foreign exchange or currency, held by a
banking entity or its affiliate and managed by a particular trading desk as
part of the trading desk’s market making-related activities.
(5) Definition of market-maker inventory. For the purposes of this paragraph
(b), market-maker inventory means all of
the positions in the financial instru-

ments for which the trading desk
stands ready to make a market in accordance with paragraph (b)(2)(i) of
this section, that are managed by the
trading desk, including the trading
desk’s open positions or exposures arising from open transactions.
§ 248.5 Permitted risk-mitigating hedging activities.
(a) Permitted risk-mitigating hedging
activities. The prohibition contained in
§ 248.3(a) does not apply to the riskmitigating hedging activities of a
banking entity in connection with and
related to individual or aggregated positions, contracts, or other holdings of
the banking entity and designed to reduce the specific risks to the banking
entity in connection with and related
to such positions, contracts, or other
holdings.
(b) Requirements. The risk-mitigating
hedging activities of a banking entity
are permitted under paragraph (a) of
this section only if:
(1) The banking entity has established and implements, maintains and
enforces an internal compliance program required by subpart D of this part
that is reasonably designed to ensure
the banking entity’s compliance with
the requirements of this section, including:
(i) Reasonably designed written policies and procedures regarding the positions, techniques and strategies that
may be used for hedging, including documentation indicating what positions,
contracts or other holdings a particular trading desk may use in its
risk-mitigating hedging activities, as
well as position and aging limits with
respect to such positions, contracts or
other holdings;
(ii) Internal controls and ongoing
monitoring, management, and authorization procedures, including relevant
escalation procedures; and
(iii) The conduct of analysis, including correlation analysis, and independent testing designed to ensure that
the positions, techniques and strategies that may be used for hedging may
reasonably be expected to demonstrably reduce or otherwise significantly mitigate the specific, identifiable risk(s) being hedged, and such correlation analysis demonstrates that
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the hedging activity demonstrably reduces or otherwise significantly mitigates the specific, identifiable risk(s)
being hedged;
(2) The risk-mitigating hedging activity:
(i) Is conducted in accordance with
the written policies, procedures, and
internal controls required under this
section;
(ii) At the inception of the hedging
activity, including, without limitation,
any adjustments to the hedging activity, is designed to reduce or otherwise
significantly mitigate and demonstrably reduces or otherwise significantly mitigates one or more specific,
identifiable risks, including market
risk, counterparty or other credit risk,
currency or foreign exchange risk, interest rate risk, commodity price risk,
basis risk, or similar risks, arising in
connection with and related to identified positions, contracts, or other holdings of the banking entity, based upon
the facts and circumstances of the
identified underlying and hedging positions, contracts or other holdings and
the risks and liquidity thereof;
(iii) Does not give rise, at the inception of the hedge, to any significant
new or additional risk that is not itself
hedged contemporaneously in accordance with this section;
(iv) Is subject to continuing review,
monitoring and management by the
banking entity that:
(A) Is consistent with the written
hedging policies and procedures required under paragraph (b)(1) of this
section;
(B) Is designed to reduce or otherwise
significantly mitigate and demonstrably reduces or otherwise significantly mitigates the specific, identifiable risks that develop over time from
the risk-mitigating hedging activities
undertaken under this section and the
underlying positions, contracts, and
other holdings of the banking entity,
based upon the facts and circumstances
of the underlying and hedging positions, contracts and other holdings of
the banking entity and the risks and liquidity thereof; and
(C) Requires ongoing recalibration of
the hedging activity by the banking
entity to ensure that the hedging activity satisfies the requirements set

out in paragraph (b)(2) of this section
and is not prohibited proprietary trading; and
(3) The compensation arrangements
of persons performing risk-mitigating
hedging activities are designed not to
reward or incentivize prohibited proprietary trading.
(c) Documentation requirement—(1) A
banking entity must comply with the
requirements of paragraphs (c)(2) and
(3) of this section with respect to any
purchase or sale of financial instruments made in reliance on this section
for risk-mitigating hedging purposes
that is:
(i) Not established by the specific
trading desk establishing or responsible for the underlying positions, contracts, or other holdings the risks of
which the hedging activity is designed
to reduce;
(ii) Established by the specific trading desk establishing or responsible for
the underlying positions, contracts, or
other holdings the risks of which the
purchases or sales are designed to reduce, but that is effected through a financial instrument, exposure, technique, or strategy that is not specifically identified in the trading desk’s
written policies and procedures established under paragraph (b)(1) of this
section or under § 248.4(b)(2)(iii)(B) of
this subpart as a product, instrument,
exposure, technique, or strategy such
trading desk may use for hedging; or
(iii) Established to hedge aggregated
positions across two or more trading
desks.
(2) In connection with any purchase
or sale identified in paragraph (c)(1) of
this section, a banking entity must, at
a minimum, and contemporaneously
with the purchase or sale, document:
(i) The specific, identifiable risk(s) of
the identified positions, contracts, or
other holdings of the banking entity
that the purchase or sale is designed to
reduce;
(ii) The specific risk-mitigating
strategy that the purchase or sale is
designed to fulfill; and
(iii) The trading desk or other business unit that is establishing and responsible for the hedge.

264

VerDate Sep<11>2014

16:52 Feb 13, 2015

Jkt 235038

PO 00000

Frm 00274

Fmt 8010

Sfmt 8010

Q:\12\12V4.TXT

31

Federal Reserve System

§ 248.6

(3) A banking entity must create and
retain records sufficient to demonstrate compliance with the requirements of this paragraph (c) for a period
that is no less than five years in a form
that allows the banking entity to
promptly produce such records to the
Board on request, or such longer period
as required under other law or this
part.
§ 248.6 Other permitted
trading activities.

proprietary

(a) Permitted trading in domestic government obligations. The prohibition
contained in § 248.3(a) does not apply to
the purchase or sale by a banking entity of a financial instrument that is:
(1) An obligation of, or issued or
guaranteed by, the United States;
(2) An obligation, participation, or
other instrument of, or issued or guaranteed by, an agency of the United
States, the Government National Mortgage Association, the Federal National
Mortgage Association, the Federal
Home Loan Mortgage Corporation, a
Federal Home Loan Bank, the Federal
Agricultural Mortgage Corporation or
a Farm Credit System institution chartered under and subject to the provisions of the Farm Credit Act of 1971 (12
U.S.C. 2001 et seq.);
(3) An obligation of any State or any
political subdivision thereof, including
any municipal security; or
(4) An obligation of the FDIC, or any
entity formed by or on behalf of the
FDIC for purpose of facilitating the
disposal of assets acquired or held by
the FDIC in its corporate capacity or
as conservator or receiver under the
Federal Deposit Insurance Act or Title
II of the Dodd-Frank Wall Street Reform and Consumer Protection Act.
(b) Permitted trading in foreign government obligations—(1) Affiliates of foreign
banking entities in the United States. The
prohibition contained in § 248.3(a) does
not apply to the purchase or sale of a
financial instrument that is an obligation of, or issued or guaranteed by, a
foreign sovereign (including any multinational central bank of which the foreign sovereign is a member), or any
agency or political subdivision of such
foreign sovereign, by a banking entity,
so long as:

(i) The banking entity is organized
under or is directly or indirectly controlled by a banking entity that is organized under the laws of a foreign sovereign and is not directly or indirectly
controlled by a top-tier banking entity
that is organized under the laws of the
United States;
(ii) The financial instrument is an
obligation of, or issued or guaranteed
by, the foreign sovereign under the
laws of which the foreign banking entity referred to in paragraph (b)(1)(i) of
this section is organized (including any
multinational central bank of which
the foreign sovereign is a member), or
any agency or political subdivision of
that foreign sovereign; and
(iii) The purchase or sale as principal
is not made by an insured depository
institution.
(2) Foreign affiliates of a U.S. banking
entity. The prohibition contained in
§ 248.3(a) does not apply to the purchase
or sale of a financial instrument that is
an obligation of, or issued or guaranteed by, a foreign sovereign (including
any multinational central bank of
which the foreign sovereign is a member), or any agency or political subdivision of that foreign sovereign, by a foreign entity that is owned or controlled
by a banking entity organized or established under the laws of the United
States or any State, so long as:
(i) The foreign entity is a foreign
bank, as defined in section 211.2(j) of
the Board’s Regulation K (12 CFR
211.2(j)), or is regulated by the foreign
sovereign as a securities dealer;
(ii) The financial instrument is an
obligation of, or issued or guaranteed
by, the foreign sovereign under the
laws of which the foreign entity is organized (including any multinational
central bank of which the foreign sovereign is a member), or any agency or
political subdivision of that foreign
sovereign; and
(iii) The financial instrument is
owned by the foreign entity and is not
financed by an affiliate that is located
in the United States or organized under
the laws of the United States or of any
State.
(c) Permitted trading on behalf of customers—(1) Fiduciary transactions. The
prohibition contained in § 248.3(a) does
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