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An explanation of what qualifies as a systemically important  
financial institution and the new rules those businesses will have 
to adhere to. By Jeffrey Schlinsog and Thomas Sullivan
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ity Oversight Council (FSOC or the council). 

After much deliberation, on April 3, 2012, the 

FSOC approved the final rule and interpretive 

guidance it will use for determining when an 

NBFC is deemed systemically important to 

U.S. financial stability.

The council emphasized that its determi-

nations would be on a case-by-case basis. 

Requests by several segments of the finan-

cial services industry (including insur-

ance) to essentially exempt their segment 

from designation were rejected. On May 16, 

2012, Congress conducted a hearing on the 

final rules and heard several concerns ex-

pressed by the insurance industry and its 

regulators over the possible designation of 

insurance companies. Chief among these 

are that insurers are not systemically im-

portant and are not suited to be regulated 

under a banking model.

Definition of financial  
activities
Under Dodd-Frank, an NBFC is defined to be 

a company that is “predominantly engaged 

in financial activities,” which means 85 per-

cent or more of its activities in insurance and 

annuity related businesses as well as credit, 

real estate, asset management, securities un-

derwriting and merchant banking.

treatment of nonbank  
financial inDustry sectors
In addition to insurers, several other sectors of 

the nonbank financial services industry (in-

cluding asset managers, captive finance com-

panies, money-market funds and the Federal 

Home Loan Banks) requested that the council 

exclude their respective industry from consid-

eration, due to structural or other factors that 

make them less likely to raise systemic con-

cerns. In the opinions of these NBFCs, it would 

be inappropriate to subject them to the type 

of enhanced prudential standards that are 

based on a bank holding company model. 

Nevertheless, the council stated that it would 

not provide industry-based exemptions from 

potential determinations, yet it does intend to 

afford such arguments due consideration in 

the determination process.

In certain comments received, clarification 

had been requested by hedge funds as to 

whether separate funds would be considered 

separately for purposes of total consolidated 

assets. The final rule remained ambiguous, as 

the guidance states that the FSOC “may con-

sider the aggregate risks posed by separate 

funds that are managed by the same adviser, 

particularly if the funds’ investments are iden-

tical or highly similar.” Similarly, where asset 

managers asked for clarification as to how 

assets under management would be con-

sidered, the final rule merely states that the 

FSOC’s “analysis will appropriately reflect the 

distinct nature of assets under management 

compared to the asset manager’s own assets.”

the Designation process
For the designation process, the final rule de-

scribes a “three stage” process that will be fol-

lowed by the council for determining wheth-

er an NBFC may pose a threat to the financial 

stability of the United States. The process is 

During the financial crisis,  a host 

of financial institutions contrib-

uted to and were impacted by the 

accompanying severe economic distress, 

including certain nonbank financial insti-

tutions. These nonbank financial compa-

nies (NBFCs) were not subject to the type 

of prudential regulation and supervision 

applied to U.S. banking organizations, nor 

were effective resolution mechanisms in 

place to address potential systemic risks at 

the largest and most interconnected finan-

cial firms.

In response, Congress passed the Dodd-Frank 

Wall Street Reform and Consumer Protection 

Act of 2010 (Dodd-Frank or the act). This act 

introduced the concept of macroprudential 

regulation to foster and protect the financial 

stability of the United States. A key objective of 

Dodd-Frank is to subject systemically impor-

tant financial institutions (SIFIs) to enhanced 

prudential standards to limit any impact their 

distress may have on financial stability. Con-

gress determined that any bank holding com-

pany with $50 billion or more in assets would 

be a SIFI, as would any foreign bank with U.S. 

banking operations that have worldwide assets 

of $50 billion or more. In the case of NBFCs, 

which include insurance companies, Con-

gress left the question of which NBFCs should 

be designated as SIFIs to the Financial Stabil-
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intended to progressively narrow the pool of 

NBFCs for review and possible designation. 

Only NBFCs making it to stage three may be 

subject to a proposed determination.

To designate an NBFC as a SIFI under the 

act, either of two determinations must be 

made—(i) that material financial distress 

at the NBFC would pose a threat to U.S. 

financial stability, or (ii) the nature, scope, 

size, scale, concentration, interconnected-

ness or mix of the activities at the NBFC 

could pose a threat to U.S. financial stabil-

ity. In making a determination, the coun-

cil must consider a number of statutory 

factors that the council has incorporated 

into an analytic framework consisting of 

six categories—three of which (size, inter-

connectedness and substitutability) seek 

to measure the impact of an NBFC’s finan-

cial distress on the broader economy, and 

three of which (liquidity risk, maturity 

mismatch and existing regulatory scru-

tiny) seek to assess the vulnerability of a 

complex NBFC to financial distress.

the stage 1 thresholDs
Under the final rule, an NBFC will not be 

subject to further analysis beyond Stage 1 

unless its total consolidated assets are $50 

billion or more and it meets one of the fol-

lowing five thresholds.

1.  $30 billion in gross notional credit 

default swaps (CDS) outstanding 

for which an NBFC is the reference 

entity. This threshold will likely be the 

more significant driver of “interconnect-

edness” across the market. The council 

intends to calculate this data through 

the Trade Information Warehouse, a 

subsidiary of the Depository Trust & 

Clearing Corporation. Also, in a Stage 2 

analysis, the council will consider CDS 

for which an NBFC parent is the refer-

ence entity. Embedded derivatives will 

be included in accordance with GAAP 

when such information is available.

2.  $3.5 billion of derivative liabilities. 

Currently the rule takes into account 

the fair value of derivative contracts 

in a negative position. For companies 

that disclose the effects of master net-

ting agreements and cash collateral 

held with the same counterparty on 

a net basis, the council will take into 

account the effects of these arrange-

ments in its calculation. As the current 

threshold captures only current expo-

sure, the council said that it may revisit 

this calculation to consider potential 

future exposure.

3.  $20 billion in total debt outstand-

ing. The final guidance defines the 

term “debt outstanding” broadly and 

regardless of maturity to include loans, 

bonds, repos, commercial paper, secu-

rities lending arrangements, surplus 

notes (for insurers) and other forms of 

indebtedness.

4.  15-to-1 leverage ratio of total con-

solidated assets (excluding separate 

accounts) to total equity. Separate ac-

counts are excluded because they are 

not available to claims by general credi-

tors of an NBFC. This means a surplus-to-

assets ratio under 6.67 percent.

5.  10 percent short-term debt ratio of 

total debt outstanding with a matu-

rity of less than 12 months to total 

consolidated assets (not including 

separate accounts). Total debt out-

standing will be defined the same as in 

measuring the amount above.

WilD carD authority
Because the uniform thresholds may not cap-

ture all of the potential ways an NBFC could 

be a threat to financial stability, the council 

may, in limited cases, initially evaluate an 

NBFC based on other firm-specific qualitative 

or quantitative factors, such as substitutability 

or existing regulatory scrutiny.

Although there is no notice provision for 

Stage 2, each NBFC in the Stage 3 Pool will 

receive a “Notice of Consideration” that the 

NBFC is under consideration for a proposed 

determination. The notice will include a re-

quest that the NBFC provide information that 

the council deems relevant to the council’s 

evaluation, and the NBFC will be provided 

an opportunity to submit written materials to 

the council. The guidance accompanying the 

final rule sets forth in some detail the types of 

information—including qualitative informa-

tion—which the council will be seeking.

further explanations anD 
clarifications
In the final rule, in response to other com-

ments received, the FSOC provided further 

... an NBFC is defined to be a company 
that is “predominantly engaged in financial  
activities.”
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the speculation in the financial press and 

company hallways about which firms may be 

designated. The council is clearly not going 

to use a Noah’s Ark approach—two of every 

type of NBFC—as some have suggested, or 

displace state regulation of insurance. Many 

may appear called by the Stage 1 thresholds, 

but few are likely to be chosen (probably in 

the range of 1-to-3 NBFCs initially).

While no large NBFC gets a lifetime pass 

from designation, there are several other 

provisions of the act and the Group of 20 

(G-20) reform agenda that are designed to 

reduce concentration of risks, such as the 

proposed single counterparty exposure 

limit and central clearing of derivatives 

that may well lessen the number of NBFCs 

likely to be designated in the future. The 

Federal Reserve will to some degree have 

to tailor enhanced prudential standards to 

NBFCs that are designated, as a wholesale 

transfer of the banking model will not be 

feasible. Devising that framework will have 

to compete with equally pressing regula-

tory requirements under Dodd-Frank that 

are already impacting agency bandwidth 

on reform.

At the same time, the FSOC may also take 

into consideration the International Associa-

tion of Insurance Supervisors (IAIS) efforts, 

as they are currently developing their own 

process for designation of Globally Signifi-

cant Important Insurers (G-SIIs). The IAIS (an 

organization of international insurance regu-

lators), has been deputized to recommend G-

SIIs, which will ultimately be determined by 

G-20 members. A data call was commissioned 

by the IAIS during 2011, where U.S. insur-

ers submitted data confidentially for review. 

In the IAIS’ review of the data collected, the 

need to establish common metrics and trig-

explanation and clarification on various 

items including:

•	  Accounting. In applying the metrics, 

US GAAP will be utilized when avail-

able, and in its absence, statutory ac-

counting principles (SAP), interna-

tional financial reporting standards, or 

other such data will be used.

•	  Timing. The Stage 1 thresholds will be 

applied on the basis of the latest quar-

terly data if available.

•	  Foreign NBFCs. For purposes of eval-

uating Stage 1 thresholds, the FSOC 

will consider global assets, liabilities, 

and operations for U.S. nonbank finan-

cial companies, but only U.S. assets, 

liabilities, and operations for foreign 

nonbank financial companies.

•	  Stage 3 Notices Only. The FSOC 

rejected the requests of several com-

mentators to provide notice to a com-

pany if it progresses to Stage 2 or does 

not progress to Stage 3. Similarly, the 

FSOC rejected the suggestion that it ex-

plain the reasons why a company will 

be subjected to Stage 3 review.

•	  Resolvability. An NBFC’s resolvability 

may mitigate or aggravate, as the case 

may be, the potential threat to U.S. finan-

cial stability during the Stage 3 process.

•	  Confidentiality. The final rule clari-

fies that the confidentiality protections 

will apply as well to any data, informa-

tion or reports that are being voluntari-

ly submitted by an NBFC being consid-

ered for a determination.

for a large nbfc, What  
Does all this really mean?
The implications of being determined a SIFI 

place significant burdens, both real and per-

ceived, upon those NBFCs officially desig-

nated. The burden will most likely be greatest 

on the first round of designees as the potential 

impacts are currently open to a wide range of 

speculation, and, without further clarity, will 

likely be viewed negatively in the short term 

by the market. Enhanced prudential standards 

for SIFIs (whether a bank holding company 

or NBFC) include higher capital and aug-

mented liquidity requirements. SIFIs will also 

be subject to enhanced oversight, including 

the mandatory submission of resolution plans 

and prudential regulations and supervision by 

the Federal Reserve in selected areas such as 

increased levels of capital and liquidity.

It is important to maintain some perspective 

on the council designation process amid all 

What Is FSOC? 
unDer the DoDD-frank act, the Financial Stability Oversight Council (FSOC) was 

established to help provide comprehensive monitoring to ensure the stability of the United 

States financial system. The council is charged with identifying threats to the financial stabil-

ity of the United States, promoting market discipline and responding to emerging risks. Com-

prised of 10 voting members and five nonvoting members, the council consists of federal 

financial regulators, state regulators and an insurance expert as appointed by the president.
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ger criteria was revealed. After several months 

of deliberations to develop its criteria, on May 

31, 2012, the IAIS’ rule was proposed for a 60-

day comment period (which ended on July 

31, 2012). After the criteria is set, a second data 

call will be issued, which is expected to occur 

during 4Q2012, with G-SII determinations and 

recommendations expected to occur during 

early 2013. The IAIS feels its approach is con-

sistent and aligned with the FSOC, which may 

lead the FSOC to wait until the final recom-

mendations are made by the IAIS to ensure 

international consistency—a key objective 

of the G-20 process. In its proposed rule, the 

IAIS devoted discussion toward the deference 

shown to the jurisdictional regulator, and the 

need to share information amongst regulatory 

agencies.

In its proposed rule, the IAIS recognized how 

the traditional insurance business model has 

several unique features that are not typically 

found in banking, and therefore, in their view, 

less risky than banking. However, here in the 

United States, the FSOC made no such delin-

eation for specific industries in establishing 

the systemic risk criteria. Such unique fea-

tures identified by the IAIS as compared to 

banking include the technique of pooling 

insurance risk, a liability-driven investment 

approach, cash outflows that occur over an 

extended period of time, and a high degree 

of substitutability.

The proposed measures for the IAIS crite-

ria include both quantitative and qualita-

tive components, consisting of an 18-point 

system divided into five categories covering 

size, global activity, interconnectedness, sub-

stitutability, nontraditional and non-insur-

ance activities. The criteria of the IAIS and 

proposed weighting factors to those criteria 

are also distinctive from the FSOC, advocat-

ing that size alone should not be a determin-

ing factor. In fact, the IAIS opines that size in 

traditionally regulated insurance is actually 

a favorable characteristic since “in an insur-

ance context size is a prerequisite for effec-

tive pooling and diversification of risks,” and 

thus assign a 5 to 10 percent weighting factor 

to size criteria. On the other hand, the IAIS 

assigns the most significant weight to two of 

its other criteria, those being 1) “Non-Tradi-

tional and Non-Insurance Activities” (40 to 

50 percent), and 2) “Interconnectedness” (30 

to 40 percent). Unlike the FSOC approach, 

the IAIS methodology adds the criteria of in-

ternational activity and type of activities an 

insurer engages in, recognizing the unique 

features of insurance, such as the long ho-

rizon of insurance liabilities, the concept of 

pooling of risks, insurable interest, and cash 

claims patterns.

in conclusion
The adoption of final rules for designating 

SIFIs is one more milestone in the slow but 

steady implementation of Dodd-Frank. The 

process has been deliberate, reflecting the 

complexity of the issues, the vast amount of 

comments received from industry and inter-

ested parties, and resource constraints at the 

Federal Reserve.

In the next three to five years, insurance in-

dustry participants will fall into one of three 

camps. First, there may be a handful, or less, 

that are designated as SIFIs and made sub-

ject to Federal Reserve oversight. As some 

are already finding, they will have to build 

out significant infrastructure to comply with 

this additional enhanced supervision.

Next, there will be a group of 30 or so com-

panies that meet the NBFC threshold of 

more than $50 billion in total assets, but are 

not deemed to be SIFIs. These companies 

will linger in an under watch status for an 

unspecified period of time, effectively creat-

ing a form of self-regulation of all potential 

NBFC-SIFIs to avoid being deemed systemic. 

These companies may operate with an eye 

toward not piercing the Stage 1 thresholds. 

While they are not subject to Federal Re-

serve supervision, they may begin to de-

velop capabilities to satisfy those enhanced 

standards to the extent it makes good busi-

ness sense.

The balance of the industry will not be di-

rectly impacted by Dodd-Frank except as it 

may impact centralized clearing of deriva-

tives or limitations placed on counterpar-

ties. To date there is no indication that the 

NAIC will incorporate Federal Reserve en-

hanced supervision standards that so far are 

grounded on bank holding company over-

sight. Rather, the NAIC is clearly committed 

to its statutory insurance regulatory regime 

and is currently enhancing it under the Sol-

vency Modernization Initiative. This system 

has proven to be effective in regulating in-

surance company solvency and is likely to 

persist for the foreseeable future.   A
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