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Designation of Asset Managers and Funds as
Systemically Important Non-Bank Financial
Institutions: Process and Industry Implications:
Part 1 of 2
By Gregory S. Rowland

W

hile Washington’s power to regulate large banks and insurance
companies as systemically important financial institutions
(SIFIs) under the systemic importance regime established by
the Dodd-Frank Act has received a significant amount of

attention over the past two years,1 the prospect that this regime might be applied to
investment funds and their advisers has garnered relatively little discussion outside
of the money market fund context. Given the amount of assets some of the nation’s
largest asset managers have under management, and the significant size of their individual funds, it is not out of the question that an asset manager or a fund could be
reviewed for designation or be designated as a SIFI. Indeed, the inability of the US
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advisers and their funds—as SIFIs,4 subjecting them to more stringent regulatory requirements through the imposition of prudential
standards developed by the FRB.5
In April 2012, the Council issued its final
rule (Final Rule) and interpretive guidance setting forth the process through which it would
designate an NBFC as systemically important
under Title I of the Dodd-Frank Act.6 The
number of firms that will be designated is
expected to be small,7 but whether investment
funds and their advisers will be included in
this group remains uncertain. While the timing remains uncertain, the Council may well
designate the first NBFC SIFIs in 2013. So far,
AIG, GE Capital, and Prudential have publicly
disclosed that they have been notified by the
Council that it is in the final stage of considering whether to designate them as SIFIs.8 As
discussed below, however, it seems unlikely
that asset managers or investment funds will
be among the first wave of firms designated as
SIFIs.

Securities and Exchange Commission (SEC)
to implement money market fund reforms has
prompted systemic risk regulators to consider
regulating money market funds as SIFIs.2
Designation of an asset manager or its
fund as a SIFI could require the manager
to alter dramatically the way it conducts its
business and manages its funds through the
application of heightened regulatory standards promulgated by the Board of Governors
of the Federal Reserve System (FRB). More
importantly, the asset management industry
as a whole could be significantly affected by
the designation of even a single firm or fund.
For example, designation of some members
of the industry and not others may result in
an uneven playing field because those designated could be perceived as having a “too big
to fail” guarantee from the federal government. Although the regulatory requirements
to which a SIFI-asset manager or SIFI-fund
would be subject have not yet been finalized,
the asset management industry should closely
follow developments in this area to ensure that
it receives fair treatment and that regulatory
policy decisions are made on the basis of a
thorough understanding of the industry.
Part 1 of this article addresses the process
by which investment funds or their advisers
could be designated as systemically important,
including the factors that regulators have indicated they would consider in making a SIFI
designation. Part 2 of this article, to appear in
an upcoming issue of The Investment Lawyer,
further discusses this process and also discusses potential consequences of such a designation for those designated, as well as for the
industry as a whole.

The Determination Process
Overview
The Dodd-Frank Act does not establish
bright-line rules for determining whether
NBFCs are systemically important, but rather,
it gives the Council great discretion to do
this on a company-by-company basis if the
Council finds that either of two conditions is
met.9 The first condition is that material financial distress at the NBFC could pose a threat to
US financial stability, while the second is that
the nature, scope, size, scale, concentration,
interconnectedness, or mix of the activities of
the NBFC could pose a threat to US financial
stability.10
The Council has adopted a three-stage
process for assessing whether either of these
conditions is met and, therefore, whether an
NBFC should be designated as systemically
important.11 The first stage applies set quantitative thresholds that narrow the field to the
firms most likely to pose systemic risk;12 if
an NBFC passes the first stage, in the second
stage, the Council will use information already
available to it (such as public information
and information available through regulatory

The Financial Stability
Oversight Council
In response to recent failures in the US
financial markets, the Dodd-Frank Act established the Financial Stability Oversight Council
(the Council) to monitor and to respond to
systemic risks that have the potential to destabilize the US economy.3 In furtherance of
this mandate, the Council may, among other
things, designate nonbank financial companies
(NBFCs)—including, potentially, investment

THE INVESTMENT LAWYER

2

(the vulnerability factors).17 These factors are
as follows:

reporting requirements, like Form PF) to
determine whether the NBFC appears to pose
sufficient systemic risk to warrant further
evaluation in Stage 3;13 and, in the third stage,
the Council will closely scrutinize an NBFC
that has passed the second stage, including
by requiring the company to produce detailed
non-public information, in order to make the
ultimate designation decision.14
While the Council has so far declined to
provide specific guidance or separate criteria
for evaluating asset managers and their funds,
the Council has acknowledged the unique
position the asset management industry holds
in the financial-services sector.15 In that vein,
the Council has indicated that it may develop
additional guidance on the determination process for advisers and funds in the future,
including by using Form PF data to establish
an additional set of Stage 1 thresholds for
private funds and their advisers.16 Further, the
Council has enlisted staff at various expert
agencies to assist it with developing criteria
for its review process. For example, the SEC’s
Division of Investment Management may be
developing the criteria that would be applied
to asset managers and investment funds. If
additional criteria are in fact being developed
for asset managers and investment funds, it
seems unlikely as a matter of timing that managers or funds would be among the initial firms
designated as SIFIs.
The remainder of this section describes in
more detail the broad criteria the Council will
assess in determining whether firms should be
designated as SIFIs and, appearing in Part 2
of this article, the three stage determination
process that the Council has announced that it
will use in making such determinations.

1. Potential-Impact Factors
• Size
• Interconnectedness
• Substitutability
2. Vulnerability Factors
• Leverage
• Liquidity Risk and Maturity Mismatch
• Existing Regulatory Oversight18
The potential-impact factors are likely to
be the primary drivers in any designation
decision, as, even if an asset manager or fund
is very vulnerable to failure, there would be
little point in regulating it as a SIFI if its
failure would have an insignificant effect on
the broader economy. Similarly, given the high
chance that designations – or decisions not to
designate – will be scrutinized in hindsight, if
a manager or fund had the potential to cause
a significant systemic impact, it seems unlikely
that the Council would abstain from designating it as a SIFI merely because it did not
appear particularly vulnerable. Rather, the vulnerability factors will probably serve more as
mitigating factors for use in making close calls
after a potential-impact analysis. The comparative importance of the potential-impact
factors is unfortunate for asset managers, as
most asset managers, with their unleveraged
balance sheets and regular fee income stream,
are unlikely to appear unduly vulnerable to
adverse economic conditions.19

The Potential-Impact Factors
Size

Designation Criteria
Throughout the three stages of its review,
the Council has stated it will apply six criteria to determine which NBFCs are SIFIs.
The six criteria by which the Council will
assess an NBFC can be divided into two
categories: factors that help predict the magnitude of the impact on the broader economy
of the failure of a particular institution (the
potential-impact factors), and factors that
indicate how likely that institution is to fail

This factor recognizes the self-evident fact
that, the larger a firm is, the greater the impact
its failure may have. Size is conventionally
measured by assets, liabilities and capital of a
firm. The Council has stated that it intends to
take into account off-balance sheet assets and
liabilities and assets under management in a
way that recognizes their unique and distinct
natures.20
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size and financial strength of such counterparties; and the gross notional amount of
credit default swaps outstanding for which the
NBFC is the reference entity.27

Of course, size alone can be an imperfect
indicator of systemic relevance and should
not alone make an asset manager or fund a
SIFI.21 For example, a large fund invested
heavily in Treasury bills might be viewed as
posing less risk to the US financial system
than a smaller fund invested in riskier assets.22
Further, the failure of a large fund that does
not promise regular redemption rights to its
investors might pose less risk than the failure
of a smaller fund that does offer on-going
liquidity, given that an investor in the large
fund would likely have treated its investment
in the fund as illiquid and would not have
relied on it to support the investor’s shortterm funding needs.23

Substitutability
The substitutability factor is meant to indicate whether an NBFC is the primary or dominant provider of services such that its failure
and the consequent loss of access to its services
could cause systemic distress.28 Important in
measuring this factor is the extent to which
other firms could step into the gap left by the
NBFC’s failure and provide similar services at a
similar price and quantity in a timely manner.29
Metrics that the Council has indicated it will
consider in measuring the degree of an NBFC’s
substitutability include: the NBFC’s market
share, its stability of market share across time,
and the market share of the NBFC and its
competitors for related products or services.30
While in general an asset manager or investment fund would seem to have a high degree
of substitutability, in that asset managers
exist in an intensely competitive business with
relatively low barriers to entry,31 the Council
may not consider substitutability simply from
the perspective of investors in the market for
investment management services. Instead, the
Council may also consider the degree to which
the manager or its funds are a hard-to-replace
source of financing for certain businesses or
sectors of the economy.32

Interconnectedness
This factor measures the potential of one
firm to transmit financial distress to other
firms, as the more a firm is able to transmit
distress, the greater potential impact its own
distress can have.24 Linkages between an asset
manager or a fund and other firms could be
created in numerous ways, including through
bilateral contractual obligations, such as credit
exposures, derivative contracts or insurance,
and obligations arising from interbank and
settlement systems.25
In assessing the interconnectedness factor,
the Council has indicated that it will consider
not just the number of a firm’s linkages, but
the relative significance of those linkages to
the firm’s counterparties.26 Indeed, an asset
manager or fund that has many counterparties
may pose limited systemic risk if the counterparties are each only exposed to that manager
or fund to a very small degree. Conversely, if
the counterparties’ exposures to the manager
or fund account for a significant portion of
their respective assets, then the manager’s or
fund’s material financial distress could cause
broader harm.
The metrics the Council has said it will use
to measure an NBFC’s interconnectedness
include: the identities of the NBFC’s principal contractual counterparties; the extent of
the counterparties’ exposures to the NBFC
(including through derivatives, reinsurance,
loans, securities, lines of credit facilitating
settlement and clearing activities), the number,
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The Vulnerability Factors
Leverage
Increased amounts of leverage can of course
make an asset manager or fund more likely to
fail by eroding the capital cushion that might
otherwise have protected it in times of financial stress.33 The Council intends to take into
account, when considering this factor, not just
an NBFC’s ratio of assets to liabilities, but also
its economic risk relative to capital.34 Other
metrics the Council has indicated it will consider in this regard include: an NBFC’s total
assets and total debt relative to its total equity,
the NBFC’s gross notional exposure from
derivatives and off-balance sheet obligations

4

beneficial to asset managers. For example,
with respect to their registered funds, managers could point to the stringent restrictions
under the Investment Company Act of 1940
on leverage and illiquid investments, among
others.42 Further, as almost all managers at
risk of being designated a SIFI (or of having
a fund designated as such) are either registered
with the SEC as investment advisers or with
the Commodity Futures Trading Commission
and National Futures Association as commodity pool operators or commodity trading
advisers, even managers without registered
funds are subject to significant federal regulatory oversight.

relative to total equity or to net assets under
management, and changes in leverage ratios.35

Liquidity Risk and Maturity Mismatch
Liquidity risk refers to the risk that an
NBFC may have insufficient funds to satisfy
short-term needs, such that, even though the
NBFC might appear to have a healthy balance
sheet, it could be vulnerable to a quick downturn
that limits its access to sources of funding.36 In
this analysis, the Council has indicated that it
will test the degree to which an NBFC relies
on short-term funding and the extent to which
the firm has the ability to find replacement
funding.37 The Council will also consider
whether the NBFC could be vulnerable to
unexpected demands on its capital, including
through calls for additional collateral from its
counterparties or draws on committed lines
of credit it has extended.38 In addition, in the
case of investment funds, liquidity risk could
arise, for example, if the fund offers its investors regular liquidity, but the fund’s assets
are, or have become, illiquid, although a fund
could mitigate this risk through the ability to
suspend redemptions.
Maturity mismatch relates to the differences
between maturities of an NBFC’s assets and
liabilities. A maturity mismatch, where an asset
manager’s or fund’s liabilities came due before
its assets matured, would affect its ability to
survive a period of stress because it would force
the manager or fund to seek additional external sources of funding in an adverse financial
climate.39 To measure this factor, the Council
has indicated that it may look to the fraction of
an NBFC’s assets that are classified as level 2
or 3 under applicable accounting standards, as
well as to a number of ratios, including liquid
assets to short-term debt, unencumbered and
highly liquid assets to net cash outflows, and
short-term debt as a percentage of total debt
and a percentage of total assets.40

Application of the Factors to
Asset Managers
Although it is unknown how exactly the
Council would apply the SIFI designation
process to an asset management firm, it is
apparent that the Council does not intend
to treat asset managers like other companies.
In fact, the Council has made it clear that it
understands the distinction between a manager’s own assets and its assets under management.43 Given that a typical asset manager
itself generally has few tangible assets and
low levels of leverage, it seems likely that the
Council will be focused on whether a manager
should be designated as a SIFI based on the
activities of its funds and perhaps even on
whether a fund itself should be designated
a SIFI. This presumed focus on a manager’s
funds is borne out by Form PF – the primary
systemic reporting mechanism for asset managers – which asks for detailed financial information about a manager’s private funds, but
not about the manager itself. Further, it seems
likely that, in considering a manager’s funds,
the Council will analyze on an aggregate
basis funds that invest together in the same
strategy and may further aggregate with those
funds separate accounts that likewise similarly
invest.44 Indeed, Form PF permits a manager
to report “parallel funds” on an aggregate
basis and requires a manager to report the size
of “parallel” managed accounts.45
Part 2 of this article will discuss the
Council’s three stage review process and the
industry implications of a SIFI designation.

Existing Regulatory Oversight
For this factor, the Council will consider
whether an NBFC is already subject to regulation and the extent to which the applicable
regulatory framework may help to protect the
NBFC from failure.41 This factor would seem
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designate an entire activity as systemically important.
Dodd-Frank Act, supra n. 1, § 112(a)(2)(K), 124 Stat.
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