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(2) Rescind any such determination,
if the Council determines that the
nonbank financial company no longer
meets the standard under §1310.10(a),
taking into account the considerations
in §1310.11(a) or §1310.11(b), as applica-
ble.

(b) Notice of reevaluation; submission of
materials. The Council shall provide
written notice to each nonbank finan-
cial company subject to a currently ef-
fective determination prior to the
Council’s reevaluation of such deter-
mination under paragraph (a) of this
section and shall provide such nonbank
financial company an opportunity to
submit written materials, within such
time as the Council determines to be
appropriate (which shall be not less
than 30 days after the date of receipt
by the nonbank financial company of
such notice), to the Council to contest
the determination, including materials
concerning whether, in the nonbank fi-
nancial company’s view, material fi-
nancial distress at the nonbank finan-
cial company, or the nature, scope,
size, scale, concentration, inter-
connectedness, or mix of the activities
of the nonbank financial company,
could pose a threat to the financial sta-
bility of the United States.

(c) Vote required. Any determination
of the Council under paragraph (a)(2) of
this section to rescind a determination
made with respect to a nonbank finan-
cial company shall—

(1) Be made by the Council and shall
not be delegated by the Council; and

(2) Require the vote of not fewer than
two-thirds of the voting members of
the Council then serving, including the
affirmative vote of the Chairperson of
the Council.

(d) Notice of rescission. If the Council
rescinds a determination with respect
to any nonbank financial company
under paragraph (a) of this section, the
Council shall notify the nonbank finan-
cial company, in writing, of such re-
scission and publicly announce such re-
scission.
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APPENDIX A TO PART 1310—FINANCIAL
STABILITY OVERSIGHT COUNCIL
GUIDANCE FOR NONBANK FINANCIAL
COMPANY DETERMINATIONS

I. INTRODUCTION

Section 113 of the Dodd-Frank Wall Street
Reform and Consumer Protection Act (the
“Dodd-Frank Act’)! authorizes the Finan-
cial Stability Oversight Council (the ‘‘Coun-
cil”) to determine that a nonbank financial
company will be supervised by the Board of
Governors of the Federal Reserve System
(the ‘““‘Board of Governors’) and be subject to
prudential standards in accordance with title
I of the Dodd-Frank Act if either of two
standards is met. Under the first standard,
the Council may subject a nonbank financial
company to supervision by the Board of Gov-
ernors and prudential standards if the Coun-
cil determines that ‘“‘material financial dis-
tress” at the nonbank financial company
could pose a threat to the financial stability
of the United States. Under the second
standard, the Council may determine that a
nonbank financial company will be super-
vised by the Board of Governors and subject
to prudential standards if the nature, scope,
size, scale, concentration, interconnected-
ness, or mix of the activities of the nonbank
financial company could pose a threat to
U.S. financial stability. Section 113 of the
Dodd-Frank Act also lists 10 considerations
that the Council must take into account in
making a determination.?

Section II of this document describes the
manner in which the Council intends to
apply the statutory standards and consider-
ations in making determinations under sec-
tion 113 of the Dodd-Frank Act. First, sec-
tion II defines ‘‘threat to the financial sta-
bility of the United States’” and describes
channels through which a nonbank financial
company could pose such a threat. Second, it
discusses each of the two statutory stand-
ards for determination. Third, it describes
the six-category framework that the Council
intends to use to evaluate nonbank financial
companies under each of the 10 statutory
considerations. Section II also includes lists
of sample metrics that may be used to evalu-
ate individual nonbank financial companies
under each of the six categories.

Section IIT of this document outlines the
process that the Council intends to follow in
non-emergency situations when determining
whether to subject a nonbank financial com-
pany to Board of Governors supervision and
prudential standards. Section III also pro-
vides a detailed description of the analysis

1See 12 U.S.C. 5323.

2In addition to these considerations, the
Council may consider any other risk-related
factors that the Council deems appropriate.
12 U.S.C. 5323(a)(2)(K) and (b)(2)(K).
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that the Council intends to conduct during
each stage of its review. In the first stage of
the process, the Council will apply six uni-
form quantitative thresholds to nonbank fi-
nancial companies to identify those nonbank
financial companies that will be subject to
further evaluation by the Council. Because
the Council is relying in the first stage on
quantitative thresholds using information
available through existing public and regu-
latory sources, nonbank financial companies
should be able to assess whether they will be
subject to further evaluation by the Council.
During the second stage of the evaluation
process, the Council will analyze the identi-
fied nonbank financial companies using a
broad range of information available to the
Council primarily through existing public
and regulatory sources. The third stage of
the process will involve a comprehensive
analysis of those nonbank financial compa-
nies using information collected directly
from the nonbank financial company, as well
as the information used in the first two
stages.

II. COUNCIL DETERMINATION AUTHORITY AND
FRAMEWORK

As noted above, the Council may deter-
mine that a nonbank financial company will
be supervised by the Board of Governors and
be subject to prudential standards if the
Council determines that (i) material finan-
cial distress at the nonbank financial com-
pany could pose a threat to the financial sta-
bility of the United States (the ‘‘First Deter-
mination Standard’”) or (ii) the nature,
scope, size, scale, concentration, inter-
connectedness, or mix of the activities of the
nonbank financial company could pose a
threat to the financial stability of the
United States (the ‘‘Second Determination
Standard,” and, together with the First De-
termination Standard, the ‘‘Determination
Standards’’).

The Council intends to interpret the term
‘‘company’’ broadly with respect to nonbank
financial companies and other companies in
connection with section 113 of the Dodd-
Frank Act, to include any corporation, lim-
ited liability company, partnership, business
trust, association, or similar organization.

This section provides definitions of the
terms ‘‘threat to the financial stability of
the United States’ and ‘‘material financial
distress’ and describes how the Council ex-
pects to apply the Determination Standards.

a. Threat to the Financial Stability of the
United States

The Determination Standards require the
Council to determine whether a nonbank fi-
nancial company could pose a threat to the
financial stability of the United States. The
Council will consider a ‘‘threat to the finan-
cial stability of the United States’ to exist

12 CFR Ch. XIII (1-1-16 Edition)

if there would be an impairment of financial
intermediation or of financial market func-
tioning that would be sufficiently severe to
inflict significant damage on the broader
economy.

In evaluating a nonbank financial com-
pany under one of the Determination Stand-
ards, the Council intends to assess how a
nonbank financial company’s material finan-
cial distress or activities could be trans-
mitted to, or otherwise affect, other firms or
markets, thereby causing a broader impair-
ment of financial intermediation or of finan-
cial market functioning. An impairment of
financial intermediation and financial mar-
ket functioning can occur through several
channels. The Council has identified the fol-
lowing channels as most likely to facilitate
the transmission of the negative effects of a
nonbank financial company’s material finan-
cial distress or activities to other financial
firms and markets:

e Exposure. A nonbank financial company’s
creditors, counterparties, investors, or other
market participants have exposure to the
nonbank financial company that is signifi-
cant enough to materially impair those
creditors, counterparties, investors, or other
market participants and thereby pose a
threat to U.S. financial stability. In its ini-
tial analysis of nonbank financial companies
with respect to this channel, the Council ex-
pects to consider metrics including total
consolidated assets, credit default swaps out-
standing, derivative liabilities, total debt
outstanding, and leverage ratio.

e Asset liquidation. A nonbank financial
company holds assets that, if liquidated
quickly, would cause a fall in asset prices
and thereby significantly disrupt trading or
funding in key markets or cause significant
losses or funding problems for other firms
with similar holdings. This channel would
likely be most relevant for a nonbank finan-
cial company whose funding and liquid asset
profile makes it likely that it would be
forced to liquidate assets quickly when it
comes under financial pressure. For example,
this could be the case if a large nonbank fi-
nancial company relies heavily on short-
term funding. In its initial analysis of
nonbank financial companies with respect to
this channel, the Council expects to consider
metrics including total consolidated assets
and short-term debt ratio.

e Critical function or service. A nonbank fi-
nancial company is no longer able or willing
to provide a critical function or service that
is relied upon by market participants and for
which there are no ready substitutes. The
analysis of this channel will incorporate a
review of the competitive landscape for mar-
kets in which a nonbank financial company
participates and for the services it provides
(including the provision of liquidity to the
U.S. financial system, the provision of credit
to low-income, minority, or underserved
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communities, or the provision of credit to
households, businesses and state and local
governments), the nonbank financial com-
pany’s market share, and the ability of other
firms to replace those services. Due to the
unique ways in which a nonbank financial
company may provide a critical function or
service to the market, the Council expects to
apply company-specific analyses with re-
spect to this channel, rather than applying a
broadly applicable quantitative metric.

The Council believes that the threat a
nonbank financial company may pose to U.S.
financial stability through the impairment
of financial intermediation and financial
market functioning is likely to be exacer-
bated if the nonbank financial company is
sufficiently complex, opaque, or difficult to
resolve in bankruptcy such that its resolu-
tion in bankruptcy would disrupt key mar-
kets or have a material adverse impact on
other financial firms or markets.

The Council intends to continue to evalu-
ate additional transmission channels and
may, at its discretion, consider other chan-
nels through which a nonbank financial com-
pany may transmit the negative effects of its
material financial distress or activities and
thereby pose a threat to U.S. financial sta-
bility.

b. First Determination Standard: Material
Financial Distress

Under the First Determination Standard,
the Council may subject a nonbank financial
company to supervision by the Board of Gov-
ernors and prudential standards if the Coun-
cil determines that ‘“‘material financial dis-
tress” at the nonbank financial company
could pose a threat to U.S. financial sta-
bility. The Council believes that material fi-
nancial distress exists when a nonbank fi-
nancial company is in imminent danger of
insolvency or defaulting on its financial obli-
gations.

For purposes of considering whether a
nonbank financial company could pose a
threat to U.S. financial stability under this
Determination Standard, the Council intends
to assess the impact of the nonbank finan-
cial company’s material financial distress in
the context of a period of overall stress in
the financial services industry and in a weak
macroeconomic environment. The Council
believes this is appropriate because in such a
context, a nonbank financial company’s dis-
tress may have a greater effect on U.S. fi-
nancial stability.

c. Second Determination Standard: Nature,
Scope, Size, Scale, Concentration, Inter-
connectedness, or Mix of Activities

Under the Second Determination Standard,
the Council may subject a nonbank financial
company to supervision by the Board of Gov-
ernors and prudential standards if the Coun-
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cil determines that the nature, scope, size,
scale, concentration, interconnectedness, or
mix of the activities of the nonbank finan-
cial company could pose a threat to U.S. fi-
nancial stability. The Council believes that
this Determination Standard will be met if
the Council determines that the nature of a
nonbank financial company’s business prac-
tices, conduct, or operations could pose a
threat to U.S. financial stability, regardless
of whether the nonbank financial company is
experiencing financial distress. The Council
expects that there likely will be significant
overlap between the outcome of an assess-
ment of a nonbank financial company under
the First and Second Determination Stand-
ards, because, in many cases, a nonbank fi-
nancial company that could pose a threat to
U.S. financial stability because of the na-
ture, scope, size, scale, concentration, inter-
connectedness, or mix of its activities could
also pose a threat to U.S. financial stability
if it were to experience material financial
distress.

d. Analytic Framework for Statutory
Considerations

As required by section 113 of the Dodd-
Frank Act, the Council’s determination will
be based on its judgment that a firm meets
one of the Determination Standards de-
scribed above. In evaluating whether a firm
meets one of the Determination Standards,
the Council will consider each of the statu-
tory considerations. The discussion below
outlines the analytic framework that the
Council intends to use to organize its evalua-
tion of a nonbank financial company under
the statutory considerations and provides
additional detail on the key data and anal-
yses that the Council intends to use to assess
the considerations.

1. Grouping of Statutory Considerations Into
Six-Category Framework

The Dodd-Frank Act requires the Council
to consider 10 considerations (described
below) when evaluating the potential of a
nonbank financial company to pose a threat
to U.S. financial stability. The statute also
authorizes the Council to consider ‘‘any
other risk-related factors that the Council
deems appropriate.’”” These statutory consid-
erations will help the Council to evaluate
whether one of the Determination Stand-
ards, as described in sections II.b and II.c
above, has been met. The Council has devel-
oped an analytic framework that groups all
relevant factors, including the 10 statutory
considerations and any additional risk-re-
lated factors, into six categories: size, inter-
connectedness, substitutability, leverage, li-
quidity risk and maturity mismatch, and ex-
isting regulatory scrutiny. The Council ex-
pects to use these six categories to guide its
evaluation of whether a particular nonbank
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financial company meets either Determina-
tion Standard. However, the Council’s ulti-
mate determination decision regarding a
nonbank financial company will not be based
on a formulaic application of the six cat-
egories. Rather, the Council intends to ana-
lyze a nonbank financial company using
quantitative and qualitative data relevant to
each of the six categories, as the Council de-
termines is appropriate with respect to the
particular nonbank financial company.

Each of the six categories reflects a dif-
ferent dimension of a nonbank financial
company’s potential to pose a threat to U.S.
financial stability. Three of the six cat-
egories—size, substitutability, and inter-
connectedness—seek to assess the potential
impact of the nonbank financial company’s
financial distress on the broader economy.
Material financial distress at nonbank finan-
cial companies that are large, provide crit-
ical financial services for which there are
few substitutes, or are highly interconnected

12 CFR Ch. XIII (1-1-16 Edition)

with other financial firms or markets are
more likely to have a financial or oper-
ational impact on other companies, markets,
and consumers that could pose a threat to
the financial stability of the United States.
The remaining three categories—leverage, li-
quidity risk and maturity mismatch, and ex-
isting regulatory scrutiny of the nonbank fi-
nancial company—seek to assess the vulner-
ability of a nonbank financial company to fi-
nancial distress. Nonbank financial compa-
nies that are highly leveraged, have a high
degree of liquidity risk or maturity mis-
match, and are under little or no regulatory
scrutiny are more likely to be more vulner-
able to financial distress.

Each of the statutory considerations in
sections 113(a)(2) and (b)(2) of the Dodd-
Frank Act would be considered as part of one
or more of the six categories. This is re-
flected in the following table, using the con-
siderations relevant to a U.S. nonbank finan-
cial company for illustrative purposes.3

Statutory considerations:

Category or categories in which this consid-
eration would be addressed:

(A) The extent of the leverage of the company ..............cccccenee

Leverage.

(B) The extent and nature of the off-balance-sheet exposures of the company ....

(C) The extent and nature of the transactions and relationships of the company
with other significant nonbank financial companies and significant bank holding
companies.

(D) The importance of the company as a source of credit for households, busi-
nesses, and State and local governments and as a source of liquidity for the
United States financial system.

(E) The importance of the company as a source of credit for low-income, minor-
ity, or underserved communities, and the impact that the failure of such com-
pany would have on the availability of credit in such communities.

(F) The extent to which assets are managed rather than owned by the company,
and the extent to which ownership of assets under management is diffuse.

(G) The nature, scope, size, scale, concentration, interconnectedness, and mix of
the activities of the company.

(H) The degree to which the company is already regulated by 1 or more primary
financial regulatory agencies.

(I) The amount and nature of the financial assets of the company ..........c.cccceeene

(J) The amount and types of the liabilities of the company, including the degree
of reliance on short-term funding.

(K) Any other risk-related factors that the Council deems appropriate ...................

Size; interconnectedness.
Interconnectedness.

Size; substitutability.

Substitutability.

Size; interconnectedness; substitutability.
Size; interconnectedness; substitutability.
Existing regulatory scrutiny.

Size; interconnectedness.

Liquidity risk and maturity mismatch; size;
interconnectedness.

Appropriate category or categories based on
the nature of the additional risk-related fac-
tor.

2. Six-Category Framework

Interconnectedness

The discussion below describes each of the
six categories and how these categories re-
late to a firm’s likelihood to pose a threat to
financial stability. The sample metrics set
forth below under each category are rep-
resentative, not exhaustive, and may not
apply to all nonbank financial companies
under evaluation. The Council may apply the
sample metrics in the context of stressed
market conditions.

3The corresponding statutory consider-
ations for a foreign nonbank financial com-

Interconnectedness captures direct or indi-
rect linkages between financial companies
that may be conduits for the transmission of
the effects resulting from a nonbank finan-
cial company’s material financial distress or
activities. Examples of the key conduits
through which the effects may travel are a
nonbank financial company’s direct or indi-
rect exposures to counterparties (including

pany would be considered under the relevant

categories indicated in the table.
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creditors, trading and derivatives counter-
parties, investors, borrowers, and other par-
ticipants in the financial markets). Inter-
connectedness depends not only on the num-
ber of counterparties that a nonbank finan-
cial company has, but also on the impor-
tance of that nonbank financial company to
its counterparties and the extent to which
the counterparties are interconnected with
other financial firms, the financial system
and the broader economy. The Council’s as-
sessment of interconnectedness is intended
to determine whether a nonbank financial
company’s exposure to its counterparties
would pose a threat to U.S. financial sta-
bility if that company encountered material
financial distress.

For example, metrics that may be used to
assess interconnectedness include:

e Counterparties’ exposures to a nonbank
financial company, including derivatives, re-
insurance, loans, securities borrowing and
lending, and lines of credit that facilitate
settlement and clearing activities.

e Number, size, and financial strength of a
nonbank financial company’s counterparties,
including the proportion of its counterpar-
ties’ exposure to the nonbank financial com-
pany relative to the counterparties’ capital.

e Identity of a nonbank financial com-
pany’s principal contractual counterparties,
which reflects the concentration of the
nonbank financial company’s assets financed
by particular firms and the importance of
the nonbank financial company’s counter-
parties to the market.

o Aggregate amounts of a nonbank finan-
cial company’s gross or net derivatives expo-
sures and the number of its derivatives
counterparties.

e The amount of gross notional credit de-
fault swaps outstanding for which a nonbank
financial company or its parent is the ref-
erence entity.

e Total debt outstanding, which captures a
nonbank financial company’s sources of
funding.

e Reinsurance obligations, which measure
the reinsurance risk assumed from non-af-
filiates net of retrocession.

Substitutability

Substitutability captures the extent to
which other firms could provide similar fi-
nancial services in a timely manner at a
similar price and quantity if a nonbank fi-
nancial company withdraws from a par-
ticular market. Substitutability also cap-
tures situations in which a nonbank finan-
cial company is the primary or dominant
provider of services in a market that the
Council determines to be essential to U.S. fi-
nancial stability. An example of the manner
in which the Council may determine a
nonbank financial company’s substitut-
ability is to consider its market share. The
Council’s evaluation of a nonbank financial
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company’s market share regarding a par-
ticular product or service will include assess-
ments of the ability of the nonbank financial
company’s competitors to expand to meet
market needs; the costs that market partici-
pants would incur if forced to switch pro-
viders; the timeframe within which a disrup-
tion in the provision of the product or serv-
ice would materially affect market partici-
pants or market functioning; and the eco-
nomic implications of such a disruption.
Concern about a potential lack of substitut-
ability could be greater if a nonbank finan-
cial company and its competitors are likely
to experience stress at the same time be-
cause they are exposed to the same risks.
The Council may also analyze a nonbank fi-
nancial company’s core operations and crit-
ical functions and the importance of those
operations and functions to the U.S. finan-
cial system and assess how those operations
and functions would be performed by the
nonbank financial company or other market
participants in the event of the nonbank fi-
nancial company’s material financial dis-
tress. The Council also intends to consider
substitutability with respect to any nonbank
financial company with global operations to
identify the substitutability of critical mar-
ket functions that the company provides in
the United States in the event of material fi-
nancial distress of a foreign parent company.

For example, metrics that may be used to
assess substitutability include:

e The market share, using the appropriate
quantitative measure (such as loans origi-
nated, loans outstanding, and notional trans-
action volume) of a nonbank financial com-
pany and its competitors in the market
under consideration.

e The stability of market share across the
firms in the market over time.

e The market share of the company and its
competitors for products or services that
serve a substantially similar economic func-
tion as the primary market under consider-
ation.

Size

Size captures the amount of financial serv-
ices or financial intermediation that a
nonbank financial company provides. Size
also may affect the extent to which the ef-
fects of a nonbank financial company’s fi-
nancial distress are transmitted to other
firms and to the financial system. For exam-
ple, financial distress at an extremely large
nonbank financial company that is highly
interconnected likely would transmit risk on
a larger scale than would financial distress
at a smaller nonbank financial company that
is similarly interconnected. Size is conven-
tionally measured by the assets, liabilities
and capital of the firm. However, such meas-
ures of size may not provide complete or ac-
curate assessments of the scale of a nonbank
financial company’s risk potential. Thus, the
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Council also intends to take into account
off-balance sheet assets and liabilities and
assets under management in a manner that
recognizes the unique and distinct nature of
these classes. Other measures of size, such as
numbers of customers and counterparties,
may also be relevant.

For example, metrics that may be used to
assess size include:

e Total consolidated assets or liabilities,
as determined under generally accepted ac-
counting principles in the United States
(““GAAP”) or the nonbank financial com-
pany’s applicable financial reporting stand-
ards, depending on the availability of data
and the stage of the determination process.

e Total risk-weighted assets, as appro-
priate for different industry sectors.

e Off-balance sheet exposures where a
nonbank financial company has a risk of
loss, including, for example, lines of credit.
For foreign nonbank financial companies,
this would be evaluated based on the extent
and nature of U.S.-related off-balance sheet
exposures.

e The extent to which assets are managed
rather than owned by a nonbank financial
company and the extent to which ownership
of assets under management is diffuse.

e Direct written premiums, as reported by
insurance companies. This is the aggregate
of direct written premiums reported by in-
surance entities under all lines of business
and serves as a proxy for the amount of in-
surance underwritten by the insurance enti-
ties.

e Risk in force, which is the aggregate risk
exposure from risk underwritten in insur-
ance related to certain financial risks, such
as mortgage insurance.

e Total loan originations, by loan type, in
number and dollar amount.

Leverage

Leverage captures a company’s exposure or
risk in relation to its equity capital. Lever-
age amplifies a company’s risk of financial
distress in two ways. First, by increasing a
company’s exposure relative to capital, le-
verage raises the likelihood that a company
will suffer losses exceeding its capital. Sec-
ond, by increasing the size of a company’s li-
abilities, leverage raises a company’s de-
pendence on its creditors’ willingness and
ability to fund its balance sheet. Leverage
can also amplify the impact of a company’s
distress on other companies, both directly,
by increasing the amount of exposure that
other firms have to the company, and indi-
rectly, by increasing the size of any asset
liquidation that the company is forced to un-
dertake as it comes under financial pressure.
Leverage can be measured by the ratio of as-
sets to capital, but it can also be defined in
terms of risk, as a measure of economic risk
relative to capital. The latter measurement
can better capture the effect of derivatives

12 CFR Ch. XIII (1-1-16 Edition)

and other products with embedded leverage
on the risk undertaken by a nonbank finan-
cial company.

For example, metrics that may be used to
assess leverage include:

e Total assets and total debt measured rel-
ative to total equity, which is intended to
measure financial leverage.

e Gross notional exposure of derivatives
and off-balance sheet obligations relative to
total equity or to net assets under manage-
ment, which is intended to show how much
off-balance sheet leverage a nonbank finan-
cial company may have.

e The ratio of risk to statutory capital,
which is relevant to certain insurance com-
panies and is intended to show how much
risk exposure a nonbank financial company
has in relation to its ability to absorb loss.

e Changes in leverage ratios, which may
indicate that a nonbank financial company
is rapidly increasing its risk profile.

Liquidity Risk and Maturity Mismatch

Liquidity risk generally refers to the risk
that a company may not have sufficient
funding to satisfy its short-term needs, ei-
ther through its cash flows, maturing assets,
or assets salable at prices equivalent to book
value, or through its ability to access fund-
ing markets. For example, if a company
holds assets that are illiquid or that are sub-
ject to significant decreases in market value
during times of market stress, the company
may be unable to liquidate its assets effec-
tively in response to a loss of funding. In
order to assess liquidity, the Council may ex-
amine a nonbank financial company’s assets
to determine if it possesses cash instruments
or readily marketable securities, such as
Treasury securities, which could reasonably
be expected to have a liquid market in times
of distress. The Council may also review a
nonbank financial company’s debt profile to
determine if it has adequate long-term fund-
ing, or can otherwise mitigate liquidity risk.
Liquidity problems also can arise from a
company’s inability to roll maturing debt or
to satisfy margin calls, and from demands
for additional collateral, depositor with-
drawals, draws on committed lines, and
other potential draws on liquidity.

A maturity mismatch generally refers to
the difference between the maturities of a
company’s assets and liabilities. A maturity
mismatch affects a company’s ability to sur-
vive a period of stress that may limit its ac-
cess to funding and to withstand shocks in
the yield curve. For example, if a company
relies on short-term funding to finance
longer-term positions, it will be subject to
significant refunding risk that may force it
to sell assets at low market prices or poten-
tially suffer through significant margin pres-
sure. However, maturity mismatches are not
confined to the use of short-term liabilities
and can exist at any point in the maturity
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schedule of a nonbank financial company’s
assets and liabilities. For example, in the
case of a life insurance company, liabilities
may have maturities of 30 years or more,
whereas the market availability of equiva-
lently long-term assets may be limited, ex-
posing the company to interest rate fluctua-
tions and reinvestment risk.

For example, metrics that may be used to
assess liquidity and maturity mismatch in-
clude:

e Fraction of assets that are classified as
level 2 and level 3 under applicable account-
ing standards, as a measure of how much of
a nonbank financial company’s balance sheet
is composed of hard-to-value and potentially
illiquid securities.

e Liquid asset ratios, which are intended
to indicate a nonbank financial company’s
ability to repay its short-term debt.

e The ratio of unencumbered and highly
liquid assets to the net cash outflows that a
nonbank financial company could encounter
in a short-term stress scenario.

e Callable debt as a fraction of total debt,
which provides one measure of a nonbank fi-
nancial company’s ability to manage its
funding position in response to changes in
interest rates.

o Asset-backed funding versus other fund-
ing, to determine a nonbank financial com-
pany’s susceptibility to distress in particular
credit markets.

e Asset-liability duration and gap analysis,
which is intended to indicate how well a
nonbank financial company is matching the
re-pricing and maturity of the nonbank fi-
nancial company’s assets and liabilities.

e Short-term debt as a percentage of total
debt and as a percentage of total assets,
which indicates a nonbank financial com-
pany’s reliance on short-term debt markets.

Existing Regulatory Scrutiny

The Council will consider the extent to
which nonbank financial companies are al-
ready subject to regulation, including the
consistency of that regulation across
nonbank financial companies within a sec-
tor, across different sectors, and providing
similar services, and the statutory authority
of those regulators.

For example, metrics that may be used to
assess existing regulatory scrutiny include:

e The extent of state or federal regulatory
scrutiny, including processes or systems for
peer review; inter-regulatory coordination
and cooperation; and whether existing regu-
lators have the ability to impose detailed
and timely reporting obligations, capital and
liquidity requirements, and enforcement ac-
tions, and to resolve the company.

o Existence and effectiveness of consoli-
dated supervision, and a determination of
whether and how non-regulated entities and
groups within a nonbank financial company
are supervised on a group-wide basis.
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e For entities based outside the United
States, the extent to which a nonbank finan-
cial company is subject to prudential stand-
ards on a consolidated basis in its home
country that are administered and enforced
by a comparable foreign supervisory author-
ity.

III. THE DETERMINATION PROCESS

The Council expects generally to follow a
three-stage process of increasingly in-depth
evaluation and analysis leading up to a pro-
posed determination (a ‘‘Proposed Deter-
mination’) that a nonbank financial com-
pany could pose a threat to the financial sta-
bility of the United States. Quantitative
metrics, together with qualitative analysis,
will inform the judgment of the Council
when it is evaluating a nonbank financial
company for a Proposed Determination. The
purpose of this process is to help determine
whether a nonbank financial company could
pose a threat to the financial stability of the
United States.

In the first stage of the process (‘‘Stage
17), a set of uniform quantitative metrics
will be applied to a broad group of nonbank
financial companies in order to identify
nonbank financial companies for further
evaluation and to provide clarity for
nonbank financial companies that likely will
not be subject to further evaluation. In
Stage 1, the Council will rely solely on infor-
mation available through existing public and
regulatory sources. The purpose of Stage 1 is
to enable the Council to identify a group of
nonbank financial companies that are most
likely to satisfy one of the Determination
Standards.

In the second stage (‘‘Stage 2’°), the
nonbank financial companies identified in
Stage 1 will be analyzed and prioritized,
based on a wide range of quantitative and
qualitative information available to the
Council primarily through public and regu-
latory sources. The Council will also begin
the consultation process with the primary fi-
nancial regulatory agencies or home country
supervisors, as appropriate. As part of that
consultation process, the Council intends to
consult with the primary financial regu-
latory agency, if any, of each significant sub-
sidiary of the nonbank financial company, to
the extent the Council deems appropriate.
The Council also intends to fulfill its statu-
tory obligation to rely whenever possible on
information available through the Office of
Financial Research (the ‘“‘OFR’’), member
agencies, or the nonbank financial com-
pany’s primary financial regulatory agencies
before requiring the submission of reports
from any nonbank financial company.

Following Stage 2, nonbank financial com-
panies that are selected for additional review

1See 12 U.S.C. 5322(d)(3).
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will receive notice that they are being con-
sidered for a Proposed Determination and
will be subject to in-depth evaluation during
the third stage of review (‘‘Stage 3’’). Stage
3 will involve the evaluation of information
collected directly from the nonbank finan-
cial company, in addition to the information
considered during Stages 1 and 2. At the end
of Stage 3, the Council may consider whether
to make a Proposed Determination with re-
spect to the nonbank financial company. If a
Proposed Determination is made by the
Council, the nonbank financial company
may request a hearing in accordance with
section 113(e) of the Dodd-Frank Act and
§1310.21(c) of the Council’s rule.5

The Council expects to follow this three-
stage process and to consider the categories,
metrics, thresholds, and channels described
in this guidance to assess a nonbank finan-
cial company’s potential to pose a threat to
U.S. financial stability. In addition to the in-
formation described herein that the Council
generally expects to consider, the Council
also will consider quantitative and quali-
tative information that it deems relevant to
a particular nonbank financial company, as
each determination will be made on a com-
pany-specific basis. The Council may con-
sider any nonbank financial company for a
Proposed Determination at any point in the
three-stage evaluation process described in
this guidance if the Council believes such
company could pose a threat to U.S. finan-
cial stability.

a. Stage 1: Initial Identification of Nonbank
Financial Companies for Evaluation

In Stage 1, the Council will seek to iden-
tify a set of nonbank financial companies
that merit company-specific evaluation. In
this stage, the Council intends to apply
quantitative thresholds to a broad group of
nonbank financial companies. A nonbank fi-
nancial company that is selected for further
evaluation during Stage 1 will be assessed
during Stage 2. During the Stage 1 process,
the Council will evaluate nonbank financial
companies using only data available to the
Council, such as publicly available informa-
tion and information member agencies pos-
sess in their supervisory capacities.

In the Stage 1 quantitative analysis, the
Council intends to apply thresholds that re-
late to the framework categories of size,
interconnectedness, leverage, and liquidity
risk and maturity mismatch. These thresh-
olds were selected based on (1) their applica-
bility to nonbank financial companies that
operate in different types of financial mar-
kets and industries, (2) the meaningful ini-
tial assessment that such thresholds provide
regarding the potential for a nonbank finan-
cial company to pose a threat to financial

5See 12 CFR 1310.21(c).

12 CFR Ch. XIII (1-1-16 Edition)

stability in diverse financial markets, and
(3) the current availability of data. These
thresholds are intended to measure both the
susceptibility of a nonbank financial com-
pany to financial distress and the potential
for that nonbank financial company’s finan-
cial distress to spread throughout the finan-
cial system. A nonbank financial company
will be evaluated further in Stage 2 if it
meets both the total consolidated assets
threshold and any one of the other thresh-
0lds.6 The thresholds are:

e Total Consolidated Assets. The Council in-
tends to apply a size threshold of $50 billion
in total consolidated assets. This threshold
is consistent with the Dodd-Frank Act
threshold of $50 billion in assets for sub-
jecting bank holding companies to enhanced
prudential standards.

e Credit Default Swaps Outstanding. The
Council intends to apply a threshold of $30
billion in gross notional credit default swaps
(“‘CDS”’) outstanding for which a nonbank fi-
nancial company is the reference entity.
Gross notional value equals the sum of CDS
contracts bought (or equivalently sold). If
the amount of CDS sold on a particular
nonbank financial company is greater than
$30 billion, this indicates that a large num-
ber of institutions may be exposed to that
nonbank financial company and that if the
nonbank financial company fails, a signifi-
cant number of financial market partici-
pants may be affected. This threshold was se-
lected based on an analysis of the distribu-
tion of outstanding CDS data for nonbank fi-
nancial companies included in a list of the
top 1,000 CDS reference entities.

e Derivative Liabilities. The Council intends
to apply a threshold of $3.5 billion of deriva-
tive liabilities. Derivative liabilities equal
the fair value of derivative contracts in a
negative position. For nonbank financial
companies that disclose the effects of master

6While the Council expects that its deter-
minations under section 113 of the Dodd-
Frank Act will be with respect to individual
legal entities, the Council has authority to
assess nonbank financial companies, and
their relationships with other nonbank fi-
nancial companies and market participants,
in a manner that addresses the statutory
considerations and such other factors as the
Council deems appropriate. For example, for
purposes of applying the six thresholds to in-
vestment funds (including private equity
firms and hedge funds), the Council may con-
sider the aggregate risks posed by separate
funds that are managed by the same adviser,
particularly if the funds’ investments are
identical or highly similar. In performing
this analysis, the Council may use data re-
ported on Form PF with the Securities and
Exchange Commission or the Commodity
Futures Trading Commission.
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netting agreements and cash collateral held
with the same counterparty on a net basis,
the Council intends to calculate derivative
liabilities after taking into account the ef-
fects of these arrangements. This threshold
serves as a proxy for interconnectedness, as
a nonbank financial company that has a
greater level of derivative liabilities would
have higher counterparty exposure through-
out the financial system.

e Total Debt Outstanding. The Council in-
tends to apply a threshold of $20 billion in
total debt outstanding. The Council will de-
fine total debt outstanding broadly and re-
gardless of maturity to include loans (wheth-
er secured or unsecured), bonds, repurchase
agreements, commercial paper, securities
lending arrangements, surplus notes (for in-
surance companies), and other forms of in-
debtedness. This threshold serves as a proxy
for interconnectedness, as nonbank financial
companies with a large amount of out-
standing debt are generally more inter-
connected with the broader financial system,
in part because financial institutions hold a
large proportion of outstanding debt. An
analysis of the distribution of debt out-
standing for a sample of nonbank financial
companies was performed to determine the
$20 billion threshold. Historical testing of
this threshold demonstrated that it would
have captured many of the nonbank finan-
cial companies that encountered material fi-
nancial distress during the financial crisis in
2007-2008, including Bear Stearns, Country-
wide, and Lehman Brothers.

e Leverage Ratio. The Council intends to
apply a threshold leverage ratio of total con-
solidated assets (excluding separate ac-
counts) to total equity of 15 to 1. The Coun-
cil intends to exclude separate accounts
from this calculation because separate ac-
counts are not available to claims by general
creditors of a nonbank financial company.
Measuring leverage in this manner benefits
from simplicity, availability and com-
parability across industries. An analysis of
the distribution of the historical leverage ra-
tios of large financial institutions was used
to identify the 15 to 1 threshold. Historical
testing of this threshold demonstrated that
it would have captured the major nonbank
financial companies that encountered mate-
rial financial distress and posed a threat to
U.S. financial stability during the financial
crisis, including Bear Stearns, Countrywide,
IndyMac Bancorp, and Lehman Brothers.

e Short-Term Debt Ratio. The Council in-
tends to apply a threshold ratio of total debt
outstanding (as defined above) with a matu-
rity of less than 12 months to total consoli-
dated assets (excluding separate accounts) of
10 percent. An analysis of the historical dis-
tribution of the short-term debt ratios of
large financial institutions was used to de-
termine the 10 percent threshold. Historical
testing of this threshold demonstrated that
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it would have captured a number of the
nonbank financial companies that faced
short-term funding issues during the finan-
cial crisis, including Bear Stearns and Leh-
man Brothers.

The Council intends generally to apply the
Stage 1 thresholds using GAAP when such
information is available. If GAAP informa-
tion with respect to a nonbank financial
company is not available, the Council may
rely on data reported under statutory ac-
counting principles, international financial
reporting standards, or such other data as
are available to the Council.

For purposes of evaluating any U.S.
nonbank financial company, the Council in-
tends to apply each of the Stage 1 thresholds
based on the global assets, liabilities and op-
erations of the company and its subsidiaries.
In contrast, for purposes of evaluating any
foreign nonbank financial company, the
Council intends to calculate the Stage 1
thresholds based solely on the U.S. assets, li-
abilities and operations of the foreign
nonbank financial company and its subsidi-
aries.

The Council intends to reapply the Stage 1
thresholds to nonbank financial companies
using the most recently available data on a
quarterly basis, or less frequently for
nonbank financial companies with respect to
which quarterly data are unavailable.

The Council intends to review the appro-
priateness of both the Stage 1 thresholds and
the levels of the thresholds that are specified
in dollars as needed, but at least every five
years, and to adjust the thresholds and levels
as the Council may deem advisable.

The Stage 1 thresholds are intended to
identify nonbank financial companies for
further evaluation by the Council and to
help a nonbank financial company predict
whether such company will be subject to ad-
ditional review. Because the uniform quan-
titative thresholds may not capture all types
of nonbank financial companies and all of
the potential ways in which a nonbank fi-
nancial company could pose a threat to fi-
nancial stability, the Council may initially
evaluate any nonbank financial company
based on other firm-specific qualitative or
quantitative factors, irrespective of whether
such company meets the thresholds in Stage
1.

A nonbank financial company that is iden-
tified for further evaluation in Stage 1 would
be further assessed during Stage 2 (the
‘‘Stage 2 Pool”).

b. Stage 2: Review and Prioritization of Stage 2
Pool

After the Stage 2 Pool has been identified,
the Council intends to conduct a robust anal-
ysis of the potential threat that each of
those nonbank financial companies could
pose to U.S. financial stability. In general,
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this analysis will be based on information al-
ready available to the Council through exist-
ing public and regulatory sources, including
information possessed by the company’s pri-
mary financial regulatory agency or home
country supervisor, as appropriate, and in-
formation voluntarily submitted by the com-
pany. In contrast to the application of uni-
form quantitative thresholds to a broad
group of nonbank financial companies in
Stage 1, the Council intends to evaluate the
risk profile and characteristics of each indi-
vidual nonbank financial company in the
Stage 2 Pool based on a wide range of quan-
titative and qualitative industry-specific and
company-specific factors. This analysis will
use the six-category analytic framework de-
scribed in section II.d above. In addition, the
Stage 2 evaluation will include a review,
based on available data, of qualitative fac-
tors, including whether the resolution of a
nonbank financial company, as described
below, could pose a threat to U.S. financial
stability, and the extent to which the
nonbank financial company is subject to reg-
ulation.

Based on this analysis, the Council intends
to contact those nonbank financial compa-
nies that the Council believes merit further
evaluation in Stage 3 (the ‘“‘Stage 3 Pool”).

c. Stage 3: Review of Stage 3 Pool

In Stage 3, the Council, working with the
OFR, will conduct a review of each nonbank
financial company in the Stage 3 Pool using
information collected directly from the
nonbank financial company, as well as the
information used in the first two stages. The
review will focus on whether the nonbank fi-
nancial company could pose a threat to U.S.
financial stability because of the company’s
material financial distress or the nature,
scope, size, scale, concentration, inter-
connectedness, or mix of the activities of the
company. The transmission channels dis-
cussed above, and other appropriate factors,
will be used to evaluate a nonbank financial
company’s potential to pose a threat to U.S.
financial stability. The analytic framework
consisting of the six categories set forth
above, and the metrics used to measure each
of the six categories, will assist the Council
in assessing the extent to which the trans-
mission of material financial distress is like-
ly to occur.

Each nonbank financial company in the
Stage 3 Pool will receive a notice (a ‘‘Notice
of Consideration’’) that the nonbank finan-
cial company is under consideration for a
Proposed Determination. The Notice of Con-
sideration likely will include a request that
the nonbank financial company provide in-
formation that the Council deems relevant
to the Council’s evaluation, and the nonbank
financial company will be provided an oppor-
tunity to submit written materials to the

12 CFR Ch. XIII (1-1-16 Edition)

Council.” This information will generally be
collected by the OFR.8 Before requiring the
submission of reports from any nonbank fi-
nancial company that is regulated by a
member agency or any primary financial
regulatory agency, the Council, acting
through the OFR, will coordinate with such
agencies and will, whenever possible, rely on
information available from the OFR or such
agencies. Council members and their agen-
cies and staffs will maintain the confiden-
tiality of such information in accordance
with applicable law.

Information requests likely will involve
both qualitative and quantitative data. In-
formation relevant to the Council’s analysis
may include confidential business informa-
tion such as internal assessments, internal
risk management procedures, funding de-
tails, counterparty exposure or position
data, strategic plans, resolvability, potential
acquisitions or dispositions, and other an-
ticipated changes to the nonbank financial
company’s business or structure that could
affect the threat to U.S. financial stability
posed by the nonbank financial company.

In evaluating qualitative factors during
Stage 3, the Council expects to have access,
to a greater degree than during earlier
stages of review, to information relating to
factors that are not easily quantifiable or
that may not directly cause a company to
pose a threat to financial stability, but could
mitigate or aggravate the potential of a
nonbank financial company to pose a threat
to the United States. Such factors may in-
clude the opacity of the nonbank financial
company’s operations, its complexity, and
the extent to which it is subject to existing
regulatory scrutiny and the nature of such
scrutiny.

The Stage 3 analysis will also include an
evaluation of a nonbank financial company’s
resolvability, which may mitigate or aggra-
vate the potential of a nonbank financial
company to pose a threat to U.S. financial
stability. An evaluation of a nonbank finan-
cial company’s resolvability entails an as-
sessment of the complexity of the nonbank
financial company’s legal, funding, and oper-
ational structure, and any obstacles to the
rapid and orderly resolution of the nonbank
financial company in a manner that would
mitigate the risk that the nonbank financial

7See section 1310.21(a) of the rule.

8Under section 112(d) of the Dodd-Frank
Act, if the Council is unable to determine
whether a U.S. nonbank financial company
poses a threat to U.S. financial stability
based on such information, the Council may
request that the Board of Governors conduct
an examination of the nonbank financial
company to determine whether it should be
supervised by the Board of Governors.
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company’s failure would have a material ad-
verse effect on financial stability. In addi-
tion to the factors described above, a
nonbank financial company’s resolvability is
also a function of legal entity and cross-bor-
der operations issues. These factors include
the ability to separate functions and spin off
services or business lines; the likelihood of
preserving franchise value in a recovery or
resolution scenario, and of maintaining con-
tinuity of critical services within the exist-
ing or in a new legal entity or structure; the
degree of the nonbank financial company’s
intra-group dependency for liquidity and
funding, payment operation, and risk man-
agement needs; and the size and nature of
the nonbank financial company’s intra-group
transactions.

The Council anticipates that the informa-
tion necessary to conduct an in-depth anal-
ysis of a particular nonbank financial com-
pany may vary significantly based on the
nonbank financial company’s business and
activities and the information already avail-
able to the Council from existing public
sources and domestic or foreign regulatory
authorities. The Council will also consult
with the primary financial regulatory agen-
cy, if any, for each nonbank financial com-
pany or subsidiary of a nonbank financial
company under consideration in a timely
manner before the Council makes any final
determination with respect to such nonbank
financial company, and with appropriate for-
eign regulatory authorities, to the extent ap-
propriate.

Before making a Proposed Determination,
the Council intends to notify each nonbank
financial company in the Stage 3 Pool when
the Council believes that the evidentiary
record regarding such nonbank financial
company is complete.

Based on the analysis performed in Stages
2 and 3, a nonbank financial company will be
considered for a Proposed Determination.
Before a vote of the Council with respect to
a particular nonbank financial company, the
Council members will review information
relevant to the consideration of the nonbank
financial company for a Proposed Deter-
mination. After this review, the Council
may, by a vote of two-thirds of its members
(including an affirmative vote of the Council
Chairperson), make a Proposed Determina-
tion with respect to the nonbank financial
company. Following a Proposed Determina-
tion, the Council intends to issue a written
notice of the Proposed Determination to the
nonbank financial company, which will in-
clude an explanation of the basis of the Pro-
posed Determination. The Council expects to
notify any nonbank financial company in the
Stage 3 Pool if the nonbank financial com-
pany, either before or after a Proposed De-
termination of such nonbank financial com-
pany, ceases to be considered for determina-
tion. Any nonbank financial company that
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ceases to be considered at any time in the
Council’s determination process may be con-
sidered for a Proposed Determination in the
future at the Council’s discretion.

A nonbank financial company that is sub-
ject to a Proposed Determination may re-
quest a nonpublic hearing to contest the
Proposed Determination in accordance with
section 113(e) of the Dodd-Frank Act. If the
nonbank financial company requests a hear-
ing in accordance with the procedures set
forth in §1310.21(c) of the Council’s rule,® the
Council will set a time and place for such
hearing. The Council will (after a hearing, if
a hearing is requested), determine by a vote
of two-thirds of the voting members of the
Council (including the affirmative vote of
the Chairperson) whether to subject such
company to supervision by the Board of Gov-
ernors and prudential standards. The Council
will provide the nonbank financial company
with written notice of the Council’s final de-
termination, including an explanation of the
basis for the Council’s decision. When prac-
ticable and consistent with the purposes of
the determination process, the Council in-
tends to provide a nonbank financial com-
pany with a notice of a final determination
at least one business day before publicly an-
nouncing the determination pursuant to
§1310.21(d)(3), §1310.21(e)(3) or §1310.22(d)(3) of
the Council’s rule.® The Council does not in-
tend to publicly announce the name of any
nonbank financial company that is under
evaluation for a determination prior to a
final determination with respect to such
company. In accordance with section 113(h)
of the Dodd-Frank Act, a nonbank financial
company that is subject to a final deter-
mination may bring an action in U.S. dis-
trict court for an order requiring that the
determination be rescinded.

PART 1320—DESIGNATION OF
FINANCIAL MARKET UTILITIES
Subpart A—General

Sec.
1320.1 Authority and purpose.
1320.2 Definitions.

Subpart B—Consultations, Determinations
and Hearings

1320.10 Factors for consideration in designa-

tions.

1320.11 Consultation with financial market
utility.

1320.12 Advance notice of proposed deter-
mination

9See 12 CFR 1310.21(c).
10See 12 CFR 1310.21(d)(3), 1310.21(e)(3) and
1310.22(d)(3).
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