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CLIENT MEMORANDUM 

October 17, 2011

FSOC Releases Proposed Rules on Designation of Systemically 
Important Nonbank Financial Companies 

Overview.  The Financial Stability Oversight Council recently approved a proposed rule and guidance setting out the 
metrics and process it would use to designate a nonbank financial company as systemically important under the 
Dodd-Frank Act.  Despite the addition of metrics, and a description of the three-stage designation process, the 
proposed rule is substantially similar to the much-criticized proposed rule issued in January 2011. 

Three-Stage Designation Process 

Stage 1.  In Stage 1, the Council would apply a set of uniform quantitative metrics to a broad group of financial 
companies in order to identify companies to be subject to further evaluation. 

 The quantitative metrics thresholds to be applied at this stage are set out in the Stage 1 Chart (below). 

 The anticipated information sources at this stage are set out in the chart on page 4 of this memorandum. 

 

Key Points to Note: 

 Other Metrics.  In certain limited cases, the Council could evaluate nonbank financial companies based on 
other company-specific qualitative or quantitative data, but no further information about these cases is 
provided in the proposed guidance. 

 Discretion.  The Council may include a nonbank financial company it its “Stage 2 Pool” even if the 
company does not meet the threshold criteria in Stage 1.  Thus, the Council retains significant discretion 
regarding whom it will subject to further review. 

 Investment Funds.  For the purposes of applying the quantitative metrics thresholds to investment funds 
managed by a nonbank financial company, the Council may consider the funds as a single entity if their 
investments are identical or highly similar. 
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Questions and Concerns About the Metrics.  The Council has stated its intention to review and revise the Stage 1 
metrics on an on-going basis as reporting requirements evolve.  Some specific areas of future focus include: 

 Derivatives.  The Stage 1 threshold for derivatives liabilities captures only the current exposure of a nonbank 
financial company.  The Council intends to establish a new Stage 1 threshold based on potential future exposure 
from such nonbank financial company’s outstanding derivatives after the final SEC and CFTC rules for the “major 
swap participant” and “major security-based swap participant” definitions and the rules relating to reporting of 
data on swaps and security-based swaps come into effect.  

 Hedge Funds and Private Equity Firms.  The Council intends to apply Stage 1 thresholds to these entities, but 
acknowledges that the quantitative measures may not be appropriate for hedge funds and private equity firms.  
The release points out that 2012 marks the year that advisers to hedge funds and private equity firms, as well as 
commodity pool operators and commodity trading advisors, will begin submitting Form PF to the SEC.  The 
Council intends to rely on the information and data disclosed to the SEC on the new Form PF to determine 
whether to establish additional Stage 1 quantitative metrics applicable to hedge funds, PE firms and their 
advisors.  

 Asset Managers.  Based on comments in the proposed rule release, it is not yet clear how the proposed 
guidance will be applicable to asset managers. The release states that the Council may issue additional 
guidance for comment on asset managers and the threats they pose, if any, to U.S. financial stability, and 
whether such threats can be mitigated by subjecting such entities to Federal Reserve supervision or whether 
they are better addressed through other measures and/or supervisory bodies.   

 Credit-Default Swaps.  The proposed threshold applies to all gross notional credit default swaps for which a 
nonbank financial company is the reference entity.  This means that if third parties choose to write credit default 
swaps on the credit of a nonbank financial company, such company will have no control over whether it meets 
this threshold.  

Stage 2.  In Stage 2, the Council would analyze the potential threat posed by a nonbank financial company if such 
company exceeds the threshold test laid out in Stage 1 or if the Council otherwise determines that a company 
warrants further review. 
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 The Stage 2 Chart above outlines the six-category analytic framework to be applied in Stage 2.   

 The anticipated information sources at this stage are set out in the chart on page 4 of this memorandum.  

Stage 3.  The key test for Stage 3 is whether the company’s material financial distress would pose a threat to U.S. 
financial stability.  The focus in this stage is on the transmission channels through which the company’s distress 
would affect the broader economy.  The Council has included a new determination criterion – the nonbank financial 
company’s resolvability – as a consideration during this stage of the process. 

 The Stage 3 Chart below sets out the factors to be considered and the subsequent designation procedures 
to be applied in Stage 3. 

 The anticipated information sources at this stage are set out in the chart on page 4 of this memorandum. 

 

Under the proposed rule, a nonbank financial company that reaches Stage 3 will receive a “Notice of Consideration” 
from the Council, which may include a request for information, but not necessarily.  This may be the point at which 
the most negotiation and bilateral dialogue between the Council and the nonbank financial company will take place.  
It is also worth noting that the Council will consider information voluntarily provided by the nonbank financial company 
in Stage 2 and this may also be a point where a nonbank financial company concerned about a potential designation 
may be able to educate the Council about its business model, its business plans and any changes that could be 
made to avoid designation.   If the Council determines that a designation should occur, it will issue a Notice of 
Designation, which will trigger the right to an evidentiary hearing and judicial review.   

The Council reserves significant flexibility to treat different types of firms, and even individual firms within those types, 
differently as it deems appropriate. Where the current framework may indeed be inappropriate, the Council signals 
the potential for future industry-specific rulemaking, but offers few details of what such rulemaking would entail.  In 
addition, the Council retains flexibility throughout the designation process to bring firms into consideration which may 
not otherwise meet the stated criteria or for which the stated criteria are inapplicable.  As for the criteria themselves, 
the six-category analytic framework contained in Stage 2 is taken from the original January 2011 proposed rule, 
though the Council has given a little more explanation on how it selected the six categories and potential qualitative 
and quantitative data it may consider within each category.  The Council’s overall approach to the proposed rule and 
guidance is not surprising, given that the statutory criteria for systemic importance are open-ended and thus the 
Council is unlikely to issue regulations or guidance that would tie its hands. 
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Timing.  The release is a re-proposal of the Council’s January 2011 proposed rule and not a notice of final 
rulemaking.  There is a 60-day comment period that commences upon publication of the proposed rule in the Federal 
Register. Thus comments likely will be due in the second half of December. We predict that a final rule will not be in 
place until the second quarter of 2012.  The timeframe for implementing the three-stage process is not clear and, 
indeed, the Council need not wait for a final rule to begin working through the stages.  One conclusion to draw from 
the Council’s consistent references to “Stage 2 Pools” and “Stage 3 Pools” is that they are expecting to conduct the 
designation process in waves.  If so, this would allow the Council to begin with a group of high-priority targets 
determined on the basis of size, visibility or function and assess other nonbank financial companies later.  We would 
not be surprised if companies were not contacted until well into 2012.  That said, an emergency situation or a 
worsening of the economic situation could result in faster designations.  

Information Collection and Confidentiality.  The Council has now stated that it will make public any determination 
of systemic importance, which is a change from the initial proposed rule.  The Council has attempted to improve the 
confidentiality provisions included in the proposed rule, in particular noting that the Council will maintain the 
confidentiality of non-public information and retain privilege for information provided during the process.  However, 
the Freedom of Information Act explicitly applies to all information collected in the designation process and it is 
unknown in practice how the Council would apply the exceptions to maintain the confidentiality of the non-public 
information it collects.  

 

Revised Procedural Provisions in the Revised Proposed Rule.  The requirement that the Council provide the 
nonbank financial company with a notice when it deems its evidentiary record to be complete is now incorporated into 
the proposed rule (as well as the interpretive guidance).  The Council now has 180 days following the provision of the 
notice that the evidentiary process is complete to make a proposed determination.  If it fails to do so, it is required to 
provide an additional notice to the nonbank financial company under consideration for designation. 

The rules dealing with judicial review and relating to the establishment of intermediate holding companies, 
which were included in the initial proposed rule, are not in the revised proposed rule. 
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If you have any questions regarding the matters covered in this publication, please contact any of the lawyers listed 
below or your regular Davis Polk contact. 

Robert L.D. Colby 

Luigi L. De Ghenghi 

202 962 7121 

212 450 4296 

robert.colby@davispolk.com 

luigi.deghenghi@davispolk.com 

John L. Douglas 212 450 4145 john.douglas@davispolk.com 

Susan C. Ervin 

Randall D. Guynn 

202 962 7141 

212 450 4239 

susan.ervin@davispolk.com 

randall.guynn@davispolk.com 

Nora M. Jordan 

Arthur S. Long 

Annette L. Nazareth 

212 450 4684 

212 450 4742 

202 962 7075 

nora.jordan@davispolk.com 

arthur.long@davispolk.com 

annette.nazareth@davispolk.com 

Reena Agrawal Sahni 212 450 4801 reena.sahni@davispolk.com 

Lanny A. Schwartz 

Margaret E. Tahyar 

212 450 4174 

212 450 4379 

lanny.schwartz@davispolk.com 

margaret.tahyar@davispolk.com  

Louise C. Bennetts 212 450 4347 louise.bennetts@davispolk.com 

Thomas J. Clarke 33 1 56 59 36 56 thomas.clarke@davispolk.com 

Any U.S. federal tax advice contained in this communication (including any attachments) is not intended to 
be used, and cannot be used, to avoid penalties under the Internal Revenue Code or to promote, market or 
recommend any transaction or matter addressed herein. 
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