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January 19, 2012 

Only A First Step: The Federal Reserve 
Board's Proposed Enhanced Prudential 
Standards For Systemically Important 
Financial Institutions And Their Potential 
Implications for Asset Managers 
 

On December 20, the Board of Governors of the Federal Reserve (the FRB) issued a proposed rule1 (the Proposed Rule) that 

would apply enhanced prudential standards to U.S. bank holding companies with total consolidated assets of USD50 billion or 

more (Covered Banks) and nonbank financial companies that the Financial Stability Oversight Counsel (FSOC) designates as 

systemically important (Non-Bank Covered Companies).2  The Proposed Rules are issued in connection with Sections 165 and 

166 of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (the Dodd-Frank Act), which require the 

FRB to adopt enhanced regulatory, reporting and other rules and requirements governing the operation and potential wind-up 

of Covered Banks and Non-Bank Covered Companies (collectively, Covered Companies). The Proposed Rules do not cover 

foreign banking organizations that the Dodd-Frank Act requires to be subject to enhanced standards applied by the FRB, 3  but 

the release accompanying the Proposed Rules (the Release) states that the FRB "expects to issue shortly" a separate release 

that will address such foreign banking organizations. 4 

The Proposed Rule represents only a first step in setting out the prudential framework to which Covered Companies will be 

subject, leaving much to the FRB's future regulatory discretion.  This ambiguity is particularly unsettling for Non-Bank 

Covered Companies, who in many cases will be subject to capital and leverage requirements for the first time under the new 

regulatory regime.  In this e-Bulletin, we consider by way of example the potential implications for non-bank affiliated asset 

managers who could be designated as Non-Bank Covered Companies by FSOC (Covered Asset Managers). 
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Overview

The Proposed Rules would require a Covered Company to: 

(1) adopt and periodically submit to the FRB a capital plan 

and implement risk-based capital and leverage 

standards; 

(2) conduct periodic stress tests of capital adequacy under 

various scenarios, which the FRB would use in its own 

publicly-available evaluation of the Covered 

Company; 

(3) abide by enhanced liquidity risk management 

standards and periodically conduct internal stress tests 

to measure liquidity needs; 

(4) abide by single-counterparty credit exposure limits; 

(5) appoint a Chief Risk Officer (a CRO) and create a risk 

committee of the Covered Company's board;   

(6) abide by a four-tiered, escalating early remediation 

framework applied by the FRB and intended to prevent 

or facilitate dissolution of a Covered Company; and 

(7) if the Covered Company is deemed by FSOC to 

represent a "grave threat to the financial stability of the 

United States," abide by a debt-to-equity ratio of no 

more than 15:1. 

We discuss each of these requirements below and address 

certain questions, concerns or open issues as appropriate.  

In our discussion of potential issues, ambiguities and open 

questions, we focus in particular upon the Proposed Rule as 

it may apply to Covered Asset Managers.  These issues 

are, however, indicative of the types of issues likely to 

be faced by many Non-Bank Covered Companies when 

a regulatory and supervisory framework originally 

conceived for banks is applied to a wide variety of other 

types of institutions.  

Although the Dodd-Frank Act requires the FRB's 

prudential standards to be more stringent than those 

applied to bank holding companies or financial 

institutions generally, 5  the Proposed Rules extend 

regulation familiar or already applicable to Covered 

Banks to Non-Bank Covered Companies.  As discussed 

below, many Non-Bank Covered Companies could 

have trouble adapting to meet the Proposed Rule's 

requirements or may find that many of the requirements 

are simply inapplicable to their business, operations or 

industries. In the Release, the FRB notes that the Dodd-

Frank Act permits it to "[differentiate] among covered 

companies on an individual basis or by category."6  For 

the purpose of adapting prudential standards, the FRB 

may consider a Covered Company's size, capital 

structure, riskiness, complexity, financial activities and 

other risk-related factors the FRB determines 

appropriate.  The FRB will need to use its authority to 

adapt the prudential standards liberally as it considers 

the types of companies that FSOC designates as Non-

Bank Covered Companies. 
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Capital Plan Requirement

The Dodd-Frank Act directs the FRB to establish 

enhanced capital requirements and leverage limitations for 

Covered Companies (or to establish capital and leverage 

standards for the first time in the case of many Non-Bank 

Covered Companies).  The Release states that the recent 

financial crisis exposed "significant weaknesses in the 

regulatory capital requirements for large banking 

companies…" and evidenced that many of the instruments 

that then constituted tier-1 capital for capital requirement 

purposes, the instruments intended to form the strongest 

bulwark of a bank's capital structure, were not "truly loss 

absorbing." 7  In order to address the Dodd-Frank Act's 

mandate, the FRB is proposing a two-stage approach: 

(1) First, the Proposed Rules would extend the FRB's 

recently adopted "capital plan" rule (the Capital Plan 

Rule) to Non-Bank Covered Companies (Covered 

Banks are already subject to the Capital Plan Rule), 

and  

(2) Second, the FRB would supplement the Proposed 

Rules by applying additional capital and leverage 

requirements (including a varying quantitative risk-

based capital surcharge) on Covered Companies based 

on provisions of the Basel III reforms under 

construction by the international Basel Committee on 

Banking Supervision (BCBS), of which the FRB and 

other U.S. banking agencies are members.  These 

additional requirements will be set forth in a future 

release. The FRB currently anticipates that 

implementing rules would be adopted in 2014 with a 

multi-year phase-in period thereafter. 

Because the BCBS's requirements will be described in a 

subsequent release, we address in this alert only the first 

stage described above: the extension of the Capital Plan 

Rule. 

The Capital Plan Rule was adopted by the FRB in 

November 2011 and applies to bank holding companies 

domiciled in the United States that have USD50 billion or 

more in consolidated assets, the same entities defined 

above as "Covered Banks."  The Proposed Rules would 

extend the Capital Plan Rule's requirements to cover not 

only Covered Banks, but also Non-Bank Covered 

Companies.  Below we discuss the Capital Plan Rule as it 

currently applies to Covered Banks and as it will apply to 

Non-Bank Covered Companies if the Proposed Rule is 

adopted.  

THE CAPITAL PLAN RULE

The Capital Plan Rule requires a Covered Company to (1) 

submit annually to the FRB for approval a written 

presentation of the Covered Company's capital planning 

strategies and capital adequacy analysis process (a Capital 

Plan), (2) demonstrate in its Capital Plan the Covered 

Company's ability to maintain the FRB's minimum 

required capital ratios as well as a higher tier 1 risk-based 

capital ratio (the Enhanced Capital Requirements),8 under 

both certain normal and stressed scenarios for a minimum 

nine-quarter future period (the Planning Horizon), and (3) 

under certain circumstances, seek FRB approval before 

making a capital distribution, including dividend payments 

and certain repurchases of securities a (Capital 

Distribution). 

The Dodd-Frank Act and the Proposed Rules provide the 

FRB the authority to vary the capital and other 

requirements applicable to Covered Banks (to make the 
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capital and other requirements more stringent) and Non-

Bank Covered Companies.  Under the Proposed Rules, the 

FRB "may require any Covered Company to hold 

additional capital or be subject to other requirements or 

restrictions if it determines that compliance with the 

requirements of [the Proposed Rule] does not sufficiently 

mitigate risks to U.S. financial stability[.]"9 

The Capital Plan 

A Capital Plan must contain four mandatory components, 

some of which may overlap: 

(1) Assessment of Capital.  A Capital Plan must include a 

Covered Company's assessment of the expected uses 

and sources of capital over the Planning Horizon 

reflecting the Covered Company's size, complexity, 

risk profile, and scope of operations under both 

baseline and stressed scenarios.  The stressed 

scenarios must include scenarios provided by the 

FRB, and at least one stressed scenario developed by 

the Covered Company.  This assessment must 

describe any planned capital actions during the 

Planning Horizon, such as the issuance of debt or 

equity, a distribution of capital or repurchase of 

securities or any similar action, must evidence the 

Covered Company's compliance with the  Enhanced 

Capital Requirements, and, in addition to the 

application of the stressed scenarios described above, 

must integrate or include the results of any stress test 

required by applicable law or regulation, such as those 

discussed in the Section below entitled "Supervisory 

and Company Stress Testing." 

(2) Description of Policies. A Capital Plan must include a 

detailed description of the Covered Company's 

process for assessing capital adequacy.  This 

description must include a description of how the 

Covered Company will, under expected and stressed 

circumstances, continue to satisfy the Enhanced 

Capital Requirements and maintain capital sufficient 

to continue its operations. 

(3) Capital Policy.  A Capital Plan must include a 

Covered Company's policy governing capital 

planning, capital issuance, capital usage and 

distributions, quantitative and qualitative guidelines 

for dividend and stock repurchases, strategies for 

addressing shortfalls (such as raising additional 

capital, cutting distributions, and/or other means) and 

internal governance procedures surrounding capital 

policy issues.  

(4) Expected Changes.  A Capital Plan must include any 

expected changes in the Covered Company's business 

plan or operations that are likely to have a material 

impact on its capital adequacy or liquidity.  This could 

include anticipated new lines of business or plans for 

expansion or retraction in certain areas or activities. 

A Capital Plan must be submitted annually.  In addition, 

an amended Capital Plan must be submitted within 30 

days of certain material changes to a Covered Company's 

risk profile, financial condition or corporate structure.  

The FRB reviews a Covered Company's proposed Capital 

Plan and certain other materials to determine the 

"robustness" of the Capital Plan.  In making its 

determination, the FRB will consider (1) the 

comprehensiveness of the Capital Plan, (2) the 

reasonableness of the assumptions and analysis underlying 

the Capital Plan and the methodologies used in the 

Covered Company's assessment of its capital adequacy 

process, and (3) the Covered Company's ability to satisfy 

the Enhanced Capital Requirements. 10   Based on its 

review, the FRB issues either a "non-objection" or an 

"objection."  If the FRB objects to a Covered Company's 

Capital Plan, the Covered Company must submit a revised 

Capital Plan within 30 days of the objection, correcting 

any issues cited by the FRB, or the Covered Company 

may request a reconsideration of, or a hearing with respect 

to, the FRB's objection.  Until the objection is withdrawn 

(whether upon request by the Covered Company or after 

the FRB's consideration of a revised Capital Plan) or a 

hearing determines the objection is not appropriate, the 

Covered Company may not engage in any Capital 

Distribution. 
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Approval of Certain Capital Distributions 

A Covered Company must seek prior FRB approval for an 

Capital Distribution if: 

(1) the distribution exceeds the amount provided with 

respect to such distribution in the last Capital Plan for 

which the Covered Company received a "non-

objection" from the FRB; 

(2) after the Capital Distribution, the Covered Company 

would fail to satisfy the Enhanced Capital 

Requirements; 

(3) the requested distribution occurs after an other-than-

annual submission of a Capital Plan on which the 

FRB has not yet ruled; or 

(4) the FRB determines the Capital Distribution would 

result in a material adverse change to the Covered 

Company's capital or liquidity structure or that the 

Covered Company's earnings were materially 

underperforming projects. 

The Capital Plan Rule provides certain exemptions from 

this requirement under certain circumstances upon notice 

to the FRB. 

QUESTIONS AND CONCERNS FOR NON-BANK COVERED COMPANIES

The FRB's Proposed Rule extends the Capital Plan Rule to 

Non-Bank Covered Companies in its entirety.  In addition, 

a Non-Bank Covered Company is required to submit the 

calculations evidencing compliance with the Enhanced 

Capital Requirements to the FRB on a quarterly basis, and 

must immediately notify the FRB if it fails to satisfy the 

Enhanced Capital Requirements.   

One can imagine myriad difficulties in applying reporting 

requirements, capital structure and policy limitations, 

leverage limitations and supervisory oversight, all 

developed for large banking institutions, to a diverse and 

amorphous group of Non-Bank Covered Companies which 

represent a range of industries and currently operate under 

widely varying standard practices, accounting conventions, 

existing regulatory regimes and corporate structures, 

among other things.  Each Non-Bank Covered Company 

will, in some way, represent a square peg being forced into 

a round regulatory hole.  Many Non-Bank Covered 

Companies will not previously have been subject to 

regulatory capital requirements or leverage limitations, and 

application of the Capital Plan Rule could adversely affect 

or inhibit the operations and/or growth and development of 

a Non-Bank Covered Company in ways that can not be 

foreseen, given the uncertainty surrounding what entities 

will be designated Non-Bank Covered Companies by 

FSOC.  

Asset managers together with the funds they advise 

provide a perfect example of a potential class of Non-Bank 

Covered Companies to which it would be extremely 

difficult to apply the Capital Plan Rule as currently 

conceived.  It is unclear which specific entity or entities 

FSOC would designate as Non-Bank Covered Companies 

– the asset manager, one or more funds it advises, the 

special purpose vehicles that serve as general partners to 

funds or all of the above.  Following this designation, it is 

not clear how Covered Asset Managers and/or the funds 

they advise would be required to calculate capital or 

leverage ratios.  Would the Covered Asset Manager's and 

the funds' assets and liabilities be consolidated for 

calculation purposes?  Or would the Covered Asset 

Manager's and/or the funds' ratios be calculated 

separately?  Consolidation would not appear consistent 

with traditional accounting treatment, but absent such 

consolidation, FSOC's primary concern in designating 

asset managers and their funds as Non-Bank Covered 

Companies – the size and interconnectedness of the fund 

complex as a whole – would not be captured. 

Consolidation of funds sponsored or advised by a Covered 

Asset Manager would raise a number of questions and 

issues under the Proposed Rules.  An asset manager cannot 

shift assets or liabilities among its funds except in 

accordance with its fiduciary duty to each separate legal 
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entity.  Therefore, drafting a Capital Plan on a 

consolidated basis would present a misleading portrayal of 

the Covered Asset Manager's and each fund's capital 

adequacy and capital state, since it would view only the 

aggregate whole. In reality, the capital held by one fund 

could not ordinarily be used to prop up another in the 

event of a fund's deterioration.  Similarly, preparing a 

Capital Plan and presenting leverage information on a 

consolidated basis could mask significant and systemically 

important leverage in one fund by combining it with other, 

unlevered funds. 

In addition, a Covered Asset Manager forced to assess the 

capital adequacy and leverage of its funds on a 

consolidated basis would be forced to purchase and 

dispose of assets and make distribution decisions based on 

its obligation to maintain compliance with the Enhanced 

Capital Requirements across its funds, rather than upon the 

individual investment objectives and strategies of the 

funds in accordance with the manager's fiduciary duty. 

Under such a circumstance, a Covered Asset Manager 

would be faced with the difficult choice between 

maintaining compliance with applicable regulations and 

fulfilling its duty to clients.  

Further, investors in funds make their investment decision 

based on their individual needs and varying levels of risk 

tolerance.  Requiring a Covered Asset Manager to meet 

certain capital ratios either in individual funds or across 

funds may undermine the stated investment objective and 

risk profile of a given fund, acting as a drag on returns (by 

having to maintain a significant amount of cash and low-

yielding tier 1 capital investments) and frustrating 

investors' expectations based on disclosures regarding the 

funds' proposed activities.  The leverage limitations in the 

Proposed Rules could prevent Covered Asset Managers 

from taking calculated risks that are disclosed to investors; 

certain types of highly levered funds, selected by investors 

for this very feature, would be difficult if not impossible to 

operate.  

In the private equity context, a private equity fund could 

be deemed to "control" one or more of its portfolio 

companies. As a result, the Covered Asset Manager that 

controls the fund would also be required to consider the 

portfolio company or portfolio companies for purposes of 

the Proposed Rules.  Preparing a Capital Plan or satisfying 

other provisions of the Proposed Rules would be difficult 

if not impossible with respect to such portfolio companies. 

In short, applying banking regulations such as the Capital 

Plan Rule to companies outside the banking industry, such 

as asset managers, presents significant difficulties.  These 

are the types of issues the FRB will need to consider in 

using its discretion to adapt and modify prudential 

standards to specific firms or categories of firms. 

Supervisory and Company Stress Testing 

The Proposed Rules reflect the Dodd-Frank Act's use of 
stress testing to ensure capital adequacy in financial 
companies.  The Release generally divides the stress 
tests required by the Dodd-Frank Act into two 
categories: (1) stress tests that the FRB must conduct on 
an annual basis with respect to Covered Companies 
(Supervisory Stress Tests), and (2) stress testing required 
to be performed by (i) Covered Companies with respect 
to their own capital adequacy on a semi-annual basis, 

and (ii) financial companies with total consolidated 
assets of more than USD10 billion and for which the 
FRB is the primary federal regulator (Smaller FRB 
Companies) on an annual basis.  The Release refers to 
the stress tests run by Covered Companies and Smaller 
FRB Companies as "Company-Run Stress Tests"; we 
will do the same when referring below to such tests 
collectively. 
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The Release notes that the Supervisory Stress Tests and 
semi-annual Covered Company stress tests are meant "to 
work in tandem with the [FRB's] capital plan rule…" in 
assessing a Covered Company's capital adequacy.11  The 
inclusion of Smaller FRB Companies in the stress 
testing requirements, along with Covered Companies, 

serves to "assist in achieving the financial stability goals 
of the Dodd-Frank Act… and improve companies' stress 
testing practices with respect to their own internal 
assessments of capital adequacy and overall capital 
planning."12 

SUPERVISORY STRESS TESTS

In conducting Supervisory Stress Tests, the FRB will 
develop and publish certain stress scenarios and 
methodologies representing three types of situations: (1) 
baseline, (2) adverse and (3) severely adverse.  The FRB 
would update these scenarios each year to take into 
account changes in the outlook for economic and financial 
conditions, though certain scenarios could include market 
price and interest rate "shocks" consistent with historical 
or other adverse market events.  In addition, the scenarios 
may include stress factors that incorporate factors not 
correlated to macroeconomic financial assumptions, but 
which present significant risk, such as operational, 
managerial or legal risks.   

Covered Companies would be required to apply these 
scenarios in their annual Capital Plan (which provides 
information projected forward for the Planning Horizon) 
and provide the results to the FRB.  The FRB may request 
supplementary information from a Covered Company and 
may also use publicly-available and other information in 
its assessment.  The FRB states that the "key feature" of its 
stress tests would be an "estimate of projected net income 
and other factors affecting capital in each quarter of the 
[Planning Horizon], leading to an estimate of how each 
[Covered Company's] capital resources would be affected 
under the scenarios."13  The primary output from the 
Supervisory Stress Tests, however, would be "pro forma 
projects of capital positions (including capital levels and 

regulatory and other capital ratios) for each quarter-end 
over the [Planning Horizon]."14 

Under the Dodd-Frank Act, the FRB is required to publish 
a summary of the results of its annual analysis of each 
Covered Company.  Under the Proposed Rules, prior to 
publishing any results, the FRB will communicate the 
results of its analysis to the applicable Covered Company 
and explain what information the FRB intends to make 
public.  Generally, the FRB proposes to publicly circulate 
a high-level summary of its stress test results for each 
Covered Company, including, for each quarter end during 
the Planning Horizon: 

(1) estimated losses, including overall losses on loans by 

subportfolio, available-for-sale and held-to-maturity 

securities, trading portfolios, and counterparty 

exposures; 

(2) estimated pre-provision net revenue; 

(3) estimated allowance for loan losses; and 

(4) estimated pro forma regulatory and other capital 

ratios. 

The FRB requests comment on whether the information it 
intends to make public would "present challenges or raise 
issues if disclosed" and on what "specific concerns about 
the possible release of a company's proprietary 
information exist[.]"15 

COMPANY-RUN STRESS TESTS

Company-Run Stress Tests are intended not only to assist 

the FRB in its review, but also to promote the financial 

stability of the subject companies.  Each year, the FRB 

will provide Covered Companies and Smaller FRB 

Companies (collectively, Stress Test Companies) with the 

relevant baseline, adverse and severely adverse scenarios 
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for such year as will be applied in the Supervisory Stress 

Tests.  As noted above in the discussion of the Capital 

Plan Rule, a Covered Company additionally would be 

required to create a stress test scenario of its own for each 

of the baseline, stress and severely stressed scenarios. 

On or before January 5 of each year (the deadline of the 

submission of Capital Plans for Covered Companies), each 

Stress Test Company would be required to provide a report 

to the FRB providing certain information to the FRB, 

including both qualitative and quantitative information.  A 

Covered Company, which would be subject to semi-annual 

stress tests, also would have to submit an identical report 

on or before July 5 of each year. A Covered Company 

could refer to information provided in connection with its 

Capital Plan in satisfaction of all or part of such reports.  

The Release notes that the FRB plans to publish for 

comment a separate proposal outlining the contents of 

such reports, but provides certain broad categories of 

anticipated contents.16 

QUESTIONS AND CONCERNS FOR NON-BANK COVERED COMPANIES

The FRB may have difficulty drafting template stressed 

scenarios that are applicable to widely varying Covered 

Companies.  If the stress test scenarios are drawn too 

narrowly, they will not meaningfully apply to a portion of 

Covered Companies, given the variety of industries and 

businesses these companies could represent.  On the other 

hand, however, if the tests are drawn too broadly, they will 

fail to provide meaningful information and results. 

If a Covered Asset Manager were required to conduct 

stress tests that contemplated its funds, it is unclear 

whether the Covered Asset Manager would be required to 

apply stress testing scenarios to individual funds or across 

its entire fund structure.  Conducting multiple stress tests 

for each fund would be extremely burdensome, 

particularly if the Covered Asset Manager sponsors or 

advises a large number of funds.  Conversely, if the stress 

tests did not take into account each fund, the stress tests 

would present a misleading picture of how the Covered 

Asset Manager's funds would each respond in a particular 

stressed situation. 

In addition, the public disclosure of stress testing summary 

results for a Covered Asset Manager by the FRB could 

reveal proprietary information.  Although the FRB appears 

to have considered and to be sensitive to this fact, the 

potential exists for the disclosure of sensitive information, 

either in an individual publicly-available FRB summary or 

over a series of summaries showing trends in the 

manager's operations. 

Liquidity Requirements

Section 165(b)(1)(A)(ii) of the Dodd-Frank Act directs the 

FRB to establish enhanced liquidity standards for Covered 

Companies.  Like the section of the Proposed Rule relating 

to capital adequacy, the FRB intends to implement this 

requirement in multiple stages.  The first stage consists of 

the Proposed Rule, which would subject Covered 

Companies to qualitative liquidity risk-management 

standards that are generally based on the interagency 

liquidity risk-management guidance the FRB, Federal 

Deposit Insurance Corporation (FDIC), Office of the 

Comptroller of the Currency (OCC) (the federal banking 

agencies), Office of Thrift Supervision (OTS), and 

National Credit Union Administration (NCUA) issued in 

March 2010.  As discussed in more detail below, Covered 
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Companies would be required to, among other things, 

produce cash flow projections, conduct internal stress 

tests, maintain a liquidity buffer, set quantitative limits to 

manage liquidity risk, and establish a contingency funding 

plan.  In the second stage, the FRB, together with the other 

federal banking agencies, will issue one or more 

rulemakings to implement quantitative liquidity 

requirements set by the BCBS once they are finalized.    

The Proposed Rule also imposes several corporate 

governance requirements on a Covered Company in 

respect of liquidity.  The board of directors must establish 

the level of liquidity risk that the Covered Company can 

tolerate, and the risk committee (a body required under the 

Proposed Rules and discussed in the section below entitled 

"Risk Management and Governance Requirements"), must 

ensure that the liquidity risk of each new business line and 

product remains within this level.  In addition, senior 

management must establish risk management policies and 

procedures and report to the risk committee on the 

liquidity risk profile of the Covered Company.  A Covered 

Company must also conduct an independent review of its 

liquidity risk management processes and compliance with 

applicable laws and regulations, and report material 

liquidity risk management issues to the board of directors 

or risk committee for corrective action.   

The Proposed Rule requires a Covered Company to adopt 

certain processes in order to ensure it has the ability to 

manage liquidity during adverse conditions and keep 

informed about its exposure to liquidity risk.  In particular, 

a Covered Company must conduct comprehensive 

projections of its cash flows over various time periods and 

quantify cash flow mismatches.  Such projections must be 

tested by the Covered Company at least monthly in order 

to identify liquidity stress scenarios and assess the effects 

of these scenarios on the Covered Company's cash flow 

and liquidity.  A stress test must incorporate a range of 

stress scenarios that may significantly impact the Covered 

Company's liquidity, which, among other things, account 

for both market and idiosyncratic stresses, address 

potential actions of other market participants, and 

incorporate potential changes in the Covered Company's 

activities and the broader economic environment.  A 

Covered Company must make several assumptions, 

including that (1) for the first 30 days of a liquidity stress 

scenario, only highly liquid assets that are unencumbered 

may be used as cash flow sources to offset projected 

funding needs; and (2) for time periods beyond the first 30 

days of a liquidity stress scenario, highly liquid assets that 

are unencumbered and other appropriate funding sources 

may be used as cash flow sources to offset projected 

funding needs.  

A Covered Company must use its liquidity stress test 

results to determine the appropriate size of a liquidity 

buffer of highly liquid assets that are unencumbered, and 

continuously maintain such a buffer.  The liquidity buffer 

must be sufficient to meet projected net cash outflows and 

projected loss or impairment of existing funding sources 

for 30 days over a range of liquidity stress scenarios.  A 

Covered Company must also establish and update at least 

annually a contingency funding plan (CFP) that sets out 

the Covered Company's strategies for managing liquidity 

stress events.  The CFP must incorporate information 

generated by liquidity stress tests and must include both a 

process for managing liquidity during identified liquidity 

stress events and procedures for monitoring emerging 

liquidity stress events.  In addition, a Covered Company 

must establish and maintain limits on potential sources of 

liquidity risk, including concentrations of funding, the 

amount of specified liabilities that mature with various 

time horizons, and exposures that could create funding 

needs during liquidity stress events. Furthermore, a 

Covered Company must establish and maintain procedures 

for monitoring assets that it has pledged as collateral for an 

obligation or position, and assets that are available to be 

pledged.  In addition, the Covered Company must 

establish and maintain procedures for monitoring and 

controlling liquidity risk exposures and funding needs 

within and across significant legal entities, currencies, and 

business lines.  Finally, the Covered Company must 

establish and maintain procedures for monitoring intraday 

liquidity risk exposure. 
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QUESTIONS AND CONCERNS FOR NON-BANK COVERED COMPANIES

One troubling aspect of these liquidity requirements is that 
they impose on Non-Bank Covered Companies 
requirements that were originally designed for banks.  
Non-Bank Covered Companies, which could include 
Covered Asset Managers, have very different types of 
funding sources, assets, obligations, and corporate 
governance structures than banks.  Therefore, it may be 
less important for Non-Bank Covered Companies to adopt 
liquidity management standards that are as stringent as 
those that apply to Covered Banks.   

Furthermore, it may be more difficult, if not impossible, 
for certain Non-Bank Covered Companies, such as 
Covered Asset Managers, to establish the required 
liquidity buffer.  In contrast to banks, which typically hold 
assets, such as loans, at the bank level, a significant 
portion of an asset manager's assets may be held in 
separate legal entities, including the asset manager's 
investments in the funds it sponsors and advises.  Moving 
funds between separate legal entities generally may be 
difficult, and a Covered Asset Manager would in most 
cases be contractually prohibited from withdrawing or 
otherwise moving assets invested in funds for inclusion 

instead in the liquidity buffer of highly liquid assets in a 
manner that addresses systemic risk   

Furthermore, the banks to which similar liquidity 
requirements already apply have long had experience 
managing liquidity because they are subject to periodic 
exams by the federal banking agencies that, among other 
things, evaluate their liquidity management.  In contrast, 
Non-Bank Covered Companies do not have experience in 
complying with such requirements and thus may face 
significant obstacles in complying with the requirements.  
The Proposed Rule does appear to recognize such 
differences to a certain extent by allowing a Covered 
Company to consider its capital structure, risk profile, 
complexity, activities, size, and other appropriate risk 
related factors when, among other things, setting its 
liquidity risk tolerance, tailoring its liquidity stress testing, 
and formulating its contingency plan.  However, the 
Proposed Rule does not go far enough in providing Non-
Bank Covered Companies with flexibility in order to 
account for differences between them and banks for which 
such liquidity requirements were originally designed. 

Single Counterparty Risk Limitations

The recent financial crisis demonstrated how the failure of 

one firm could threaten to cause the domino-like collapse 

of companies that had significant credit exposure to the 

failing firm.  The Proposed Rule seeks to implement 

section 165(e) of the Dodd-Frank Act to mitigate the risk 

that the failure of a large counterparty could pose to a 

Covered Company (including a Non-Bank Covered 

Company).

APPLICABILITY

The Proposed Rule would establish credit limits and 

exposure that a Covered Company could have with respect 

to an unaffiliated counterparty.  These credit limits would 

apply to a Covered Company and its subsidiaries, which 

include companies that are directly or indirectly controlled 

by the Covered Company.  For purposes of the Proposed 

Rule, one company has control over another if it: (1) owns, 

controls, or holds with power to vote 25% or more of a 
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class of voting securities of the other company; (2) owns 

or controls 25% or more of the total equity of the other 

company; or (3) consolidates the company for financial 

reporting purposes. 

As proposed, a Covered Company would be required to 

apply the credit exposure limits set forth in the Proposed 

Rule to itself and any and all funds or other vehicles for 

which it is deemed to be the controlling parent in 

accordance with the above definition on a consolidated 

basis.  This would require the Covered Company to 

monitor, on a daily basis, the credit exposure of itself and 

all of its controlled funds and other vehicles to ensure that 

it and its subsidiaries do not exceed the limitations set 

forth in the Proposed Rule. 

CREDIT EXPOSURE LIMITS

Specifically, under the Proposed Rules, the aggregate net 

credit exposure of a Covered Company that has less than 

USD500 billion in total consolidated assets should not 

exceed 25% of the Covered Company’s capital stock and 

surplus (General Limit).  The aggregate net credit 

exposure between a Covered Company that has more than 

USD500 billion in total consolidated assets (Major 

Covered Company) and a counterparty that is another 

Major Covered Company or foreign banking organization 

with total consolidated assets of USD500 billion or more 

(Major Counterparty) would be limited to 10% of the 

capital stock and surplus of the Major Covered Company 

(Stricter Limit). 

As defined in the Dodd-Frank Act, "credit exposure" to a 

company (e.g., a counterparty) includes all extensions of 

credit, including loans, deposits, and lines of credit, all 

repurchase agreements, reverse repurchase agreements, 

securities borrowing and lending transactions with the 

company (to the extent such transactions expose the 

Covered Company), and other transactions, including 

transactions that the FRB determines to be a "credit 

exposure" for purposes of section 165 of the Dodd-Frank 

Act.  This broad concept of credit exposure for Covered 

Companies and the limitations placed on them appears to 

be more expansive than the credit limits currently 

applicable to depository institutions. 

CALCULATING CREDIT EXPOSURE

The General Limit and Stricter Limit set separate credit 

exposure limits for Covered Companies and Major 

Covered Companies, respectively, as measured by the 

"aggregate net credit exposure."  The aggregate net credit 

exposure is defined in the Proposed Rule as the sum of all 

net credit exposures of a Covered Company to a single 

counterparty.  The net credit exposure is calculated by 

determining the gross credit exposure on each "credit 

transaction" with a counterparty and adjusting such 

amount to account for cash on deposit, certain securities, 

and other collateral, credit lines, and credit risk mitigants 

that may be available to the Covered Company.  

Specifically, with respect to a credit transaction, the credit 

exposure of the Covered Company to a counterparty must 

be adjusted to account for the effect of qualifying master 

netting agreements, eligible collateral, eligible guarantees, 

eligible credit derivatives and eligible equity derivatives, 

and other eligible hedges (i.e., a short position in the 

counterparty’s debt or equity security).  The Proposed 

Rule provides the specific methodology for computing the 

net credit exposure. 

The Proposed Rules also permit a Covered Company to 

reduce its gross credit exposure to a counterparty by the 

adjusted market value of eligible collateral.  However, if a 

Covered Company determines to decrease its gross credit 

exposure in this manner, the Covered Company would be 

required to include the adjusted market value of the 

eligible collateral in computing its gross credit exposure to 
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the issuer of the collateral.  This would permit a Covered 

Company to shift its credit exposure from the counterparty 

to the issuer of the eligible collateral. 

CREDIT TRANSACTIONS

A "credit transaction," for which aggregate net credit 

exposure must be measured, is defined in the Proposed 

Rule to include, but is not limited to, with respect to a 

counterparty: (1) extensions of credit, including loans, 

deposits, and lines of credit, but excluding advised or other 

uncommitted lines of credit; (2) repurchase or reverse 

repurchase agreements; (3) securities lending or securities 

borrowing transactions; and (4) any credit exposure to the 

counterparty in connection with a derivative transaction 

between the Covered Company and the counterparty.  

However, the following categories of credit transactions 

are exempt from the credit exposure limits: (1) direct 

claims on, and the portions of claims that are directly and 

fully guaranteed as to principal and interest by, the United 

States and its agencies; (2) direct claims on, and the 

portions of claims that are directly and fully guaranteed as 

to principal and interest by, the Federal National Mortgage 

Association and the Federal Home Loan Mortgage 

Corporation, only while operating under the 

conservatorship or receivership of the Federal Housing 

Finance Agency, and any additional obligations issued by 

a GSE as determined by the FRB; (3) intraday credit 

exposure to a counterparty; and (4) any transaction that the 

FRB exempts if the FRB finds that such exemption is in 

the public interest and is consistent with the purpose of 

this subsection. 

ONGOING COMPLIANCE

Covered Companies must comply with the requirements of 

the Proposed Rule on a daily basis, and submit monthly 

compliance reports that demonstrate their daily 

compliance with the requirements.  A Covered Company 

that fails to comply with the daily compliance and monthly 

reporting requirements will be given a grace period of 90 

days (or other period as determined by the FRB) from 

enforcement action, during which period the Covered 

Company must use reasonable efforts to come into 

compliance.  During the grace period, the Covered 

Company will not be permitted to engage in any additional 

credit transactions with the counterparty, except where the 

FRB determines that such credit transactions are necessary 

or appropriate. 

QUESTIONS AND CONCERNS FOR NON-BANK COVERED COMPANIES

Requiring Non-Bank Covered Companies to comply with 

the credit exposure limits set forth above could have a 

significant impact on how they operate.  For example, in 

the context of large hedge funds that are typically highly 

leveraged, the requirement to stay within the prescribed 

limitations could force them to place stricter limits on 

leverage, which would significantly alter the investment 

strategies they have historically employed. 
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Risk Management and Governance 
Requirements

ESTABLISHING A RISK COMMITTEE

The Proposed Rules mandate that each Covered Company 
and each publicly-traded bank holding company with more 
than USD10 billion in total assets set up a risk committee 
within its board of directors to establish and oversee the 
risk management practices of the firm. This independent 
committee, which reports directly to the board of directors, 
must be established by a formal charter, approved by the 
board. For Covered Companies, the risk committee must 
be its own entity, and not be part of a joint committee or 
housed within another committee. 

The board must appoint an independent director to chair 

the risk committee. What constitutes an "independent 

director" is defined by reference to the securities exchange 

listing standard for both listed and unlisted companies. The 

risk committee must also have at least one member who 

has risk management experience commensurate with the 

company's size, structure, complexity and risk profile. 

However, the FRB expects that each committee member 

will have some experience identifying risk, developing 

risk management practices, and testing risk controls in 

banking institutions (or nonbank financial companies). The 

precise level of experience needed for each risk committee 

member will vary depending on the capital structure, 

complexity, and size of the company. 

The risk committee is responsible for approving and 

overseeing a risk management framework, which should 

include risk limitations appropriate to each of the 

company's business lines, processes designed to identify 

and report risk control deficiencies, and corrective actions 

in the event deficiencies emerge. The risk committee must 

meet regularly, and whenever else is necessary to carry out 

its duties. The committee must fully document and keep 

records of its proceedings, including any decisions it 

makes.  

EMPLOYING A CHIEF RISK OFFICER 

In order to implement and maintain the risk management 

framework approved by the committee, the Proposed 

Rules mandate that covered companies employ a chief risk 

officer (defined above as CRO). The CRO must possess 

risk management experience commensurate with the size 

and complexity of the company. For example, if the 

Covered Company's activities are diverse, the CRO should 

have experience managing and implementing risk 

management systems for multi-faceted companies. 

The CRO is tasked with monitoring compliance with 

company risk limits, implementing policies to carry out the 

risk management framework, managing risk exposures, 

and testing the company's risk controls. The CRO must 

report directly to both the chief executive officer and the 

risk committee. The risk committee is required to receive 

and review regular reports from the CRO, and the 

compensation scheme of the CRO should be designed in a 

way to incentivize his or her objective risk reporting to the 

board.. 
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QUESTIONS AND CONCERNS FOR COVERED ASSET-MANAGERS

The Proposed Rules present a varying set of issues to 
Covered Asset Managers by imposing a level of formality 
and risk scrutiny that many Covered Asset Managers have 
not previously undertaken. For asset management 
companies without risk committees already in place, the 
need to fill these risk management roles with experienced 
directors could force some firms to bring on additional, 
independent directors, familiar with implementing risk 

management frameworks. These organizations will have to 
synchronize the increasing duties of the compliance 
department and Chief Compliance Officer with those of 
the CRO.  It is unclear whether the FRB would permit the 
CCO to also serve as CRO and to what extent existing 
compliance staff could undertake the risk monitoring 
function. 

Early Remediation Framework

The Proposed Rules apply early remediation measures to a 

Covered Company showing financial weakness.  The 

Proposed Rule purports to contain the effects of financial 

distress by identifying its early signs and taking 

appropriate measures for Covered Banks and Non-Bank 

Covered Companies. 

A Covered Company showing financial weakness would 

be placed under one of four levels of remediation measures 

(described in detail below). The triggers to remediation 

measures generally would be events linked to capital and 

leverage requirements of the Covered Company, stress test 

results or whether the Covered Company breached its risk 

management, liquidity, or other FRB requirements.17 The 

FRB reserves the right to further conform these rules to 

upcoming Basel III rules.18 

Level 1 remediation imposes a heightened supervisory 

review pursuant to which the FRB will conduct a 30 day 

review of the Covered Company. If the FRB finds further 

financial distress "probable" or the company shows 

"material risk management weaknesses", the Covered 

Company will be placed under Level 2 remediation.19 

Notably, a company can be placed under Level 1 

remediation for merely showing "signs or weakness" in 

meeting its risk management or liquidity requirements 

under the Proposed Rule.20 

Given that the Level 1 remediation truly appears 

precautionary, it would be sensible to keep confidential the 

fact that a particular Covered Company has been placed 

under FRB review at this level. In particular, a Covered 

Asset Manager could suffer great damage from the 

perception that its shows "signs of weakness"; indeed, it 

could affect the related fund's investment positions as well 

as the market as a whole in various ways (for instance by 

creating market turmoil as investors attempt to pull their 

investment out of the related fund or funds precipitously). 

These effects might be the result of overreactions to 

perceived and not necessarily actual financial strains. The 

FRB does recognize how market pressure after publication 

of certain information can have an effect opposite to the 

one desired. The FRB refrained in this Proposed Rule from 

adopting explicit quantitative triggers based on liquidity to 

avoid "funding pressure at (the) affected Covered 

Company."21] 

Level 2 remediation is the first step under which the FRB 

has power to mandate action (or inaction) by a Covered 

Company. A Covered Company subject to Level 2 

remediation will have to abide by imposed limits on 
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Capital Distributions and plans for external growth. The 

Covered Company would also be required to request 

permission from the FRB in order to acquire certain 

"controlling interests."  

Level 3 remediation measures place a Covered Company 
under an FRB recovery plan. The Covered Company could 
be precluded from making any Capital Distribution and 
from expanding its business.22 The Covered Company may 
also be required to raise additional capital and take other 
appropriate actions to improve its capital adequacy. 23 
Notably, the Covered Company will be prohibited from 
increasing compensation of its board of directors and 
paying bonuses to its senior executives and directors and 
may be required to replace officers linked to the firm's 
failure with officers approved by the FRB.24 

Of particular concern is the Proposed Rules' provision 

providing for removal and replacement of executives upon 

FRB request. This measure would be akin to a takeover of 

the company's management by regulators, especially when 

combined with measures such as limitations on Capital 

Distribution. While managing mostly unregulated funds, 

assets managers are often mandated to distribute capital as 

well as gains pursuant to the terms of partnership 

agreements. Having those distributions limited by the FRB 

might create conflicts with existing partnership agreements 

and challenge the business model of many investment 

funds.   

Moreover, the executives of an asset manager may not be 

judiciously removable. The reputation and business model 

of a fund is often built around the identity of the executive 

team of the asset manager offering the fund. Removing 

executives in this case, even if they were responsible for 

the poor performance of a fund, might be contrary to the 

investors' will. Finally, many managed fund agreements 

contain "key person" provisions under which the removal 

of a named director would lead to a termination of the 

agreement or other negative consequences. Under these 

circumstances, terminating such executives could prove 

risky for a Covered Asset Manager already under financial 

distress and for which such agreements might be crucial. 

When a Covered Company is subject to Level 4 

remediation, the FRB must decide whether to recommend 

resolution of the Covered Company (meaning termination 

the Covered Company's activities) to the Treasury and the 

FDIC.25 If it is determined that the Covered Company 

should be resolved, the Treasury or the FDIC, as 

applicable, would resolve the Covered Company under 

their orderly liquidation authority pursuant to Title II of 

the Dodd-Frank Act.  

A Covered Company will be placed under a resolution 

assessment if its total risk-based capital ratio is less than 

6%, its tier 1 risk-based capital ratio is less than 3% and its 

tier 1 leverage ratio is less than 3%.26 

 

Debt-to-Equity Limits for Certain 
Covered Companies

The Proposed Rule provides that a Covered Company may 

be required to maintain a debt-to-equity ratio of no more 

than 15-to-1. For the debt-to-equity limit to apply to a 

Covered Company, FSOC must deem that the company 

poses a grave threat to the financial stability of the United 

States, and that imposing the ratio is necessary to mitigate 

such a systemic risk. 27   Once a company has received 

written notification from FSOC of its decision, it has 180 

days to comply with the ratio requirement. 
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The debt-to-equity ratio is the amount of a company's total 

liabilities to its total equity less goodwill. For Non-Bank 

Covered Companies, the debt and equity figures used in 

the ratio appear in the report of financial condition it filed 

with the FRB. For Covered Banks, debt and equity values 

should be reported as they appear on the FRB's Form FR 

Y-9C (Consolidated Financial Statements for Bank 

Holding Companies). 

The Proposed Rule does not specify how Covered 

Companies should come into compliance with the ratio. 

However, the FRB expects that firms will do so in a way 

that promotes the company's long term stability, such as by 

equity offerings.  

If a Covered Company finds it cannot comply with the 

ratio within 180 days, it may request a 90 day extension. 

The request must be received by the FRB, in writing, at 

least 30 days prior to the expiration of the existing 

compliance time period. The FRB is permitted to grant 

two extensions of 90 days each if it determines the 

Covered Company has made good faith attempts to 

achieve the 15-to-1 ratio, and the extension would be in 

the public interest.  

If FSOC determines that a Covered Company no longer 

presents a grave threat to the financial stability of the 

United States, the company may cease complying with the 

debt-to-equity ratio, as of the date it receives notification 

from FSOC of its decision. 

 

QUESTIONS AND CONCERNS FOR NON-BANK COVERED COMPANIES

The proposed debt-to-equity limit presents many of the 

same essential problems to Covered Asset Managers as 

other portions of the Proposed Rules. Any fund complex 

large enough to qualify as a Non-Bank Covered Company 

will have many highly levered funds, as part of the variety 

of investment approaches it provides to its investors. 

Customers willing to take riskier tacks invest in these 

funds, cognizant of the risks, in search of higher returns. 

The Proposed Rules cut the legs from underneath this 

business model, and may force the Covered Asset 

Manager to cut highly levered funds.  

Another troubling aspect of the debt-to-equity limits is that 

the Proposed Rules never explain how FSOC decides a 

firm "poses a grave threat to the financial stability of the 

United States." While there is at least a little guidance on 

how an entity earns designation as a Non-Bank Covered 

Company, the "grave danger" criteria remain unknown. 

The designation would seem to require a higher threshold 

of indispensability to the U.S. economy. However, it is 

unknown whether any asset managers or their private 

funds meet this definition. Like the determination of 

whether an entity is a Non-Bank Covered Company, the 

"grave danger" designation is one which companies will 

fight desperately.  
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Endnotes 

_______________________________ 
1 Notice of Proposed Rulemaking on Enhanced Prudential Standards and Early Remediation Requirements for Covered 
Companies (December 20, 2011)(to be codified at 12 C.F.R. pt. 252), available here. 
2  FSOC has proposed but not yet adopted rules governing the criteria examined and process employed for designating 
companies as Non-Bank Covered Companies.  For a detailed discussion of the proposed rules in this area, see our alert on the 
subject, available here. 
3 The Dodd-Frank Act requires that the FRB adopt enhanced prudential regulations that cover foreign banking organizations 
with more than USD50 billion in total consolidated assets that is or is  treated as a bank holding company pursuant to section 
8(a) of the International Banking Act of 1978.  Section 165 of the Dodd-Frank Act requires that the FRB, in adopting 
prudential standards governing foreign financial companies, give "due regard to the principle of national treatment and equality 
of competitive opportunity…" and "the extent to which the foreign financial company is subject on a consolidated basis to 
home country standards that are comparable to those applied to financial companies in the United States." 
4 Note that the Proposed Rules would apply to a non-US Non-Bank Covered Company or a subsidiary of a foreign banking 
organization that on its own is a Covered Bank. 
5 Dodd-Frank Act §165(a)(1)(A). 
6 Release at *7. 
7 Release at *13. 
8 A Covered Company is not only required to the maintain minimum capital ratios required by the FRB, meaning a total capital 
ratio of 8%, a tier 1 capital ratio of 4% and a tier 1 leverage ratio of 4%, but is also required to maintain a minimum tier 1 
common risk-based capital ratio of 5%.  The Capital Plan Rule defines "tier 1 common" as tier 1 capital less non-common 
elements in tier 1 capital, including perpetual preferred stock and related surplus, minority interest in subsidiaries, trust 
preferred securities and mandatory convertible preferred securities.   
9 Release at *23. 
10 See Regulation Y §225.8(e)(1)(i). 
11 Release at *75. 
12 Id. at *84. 
13 Id. at *80. 
14 Id. 
15 Id. At 84. 
16 Id. At 89. 
17 Id. At *94. 
18 Release at * 95. 
19 See § 252.162(a) (Remediation Actions). 
20 See § 252.163(c)(1) and (d)(1) (Remediation triggering events). 
21 Release at * 95. 
22 See § 252.162(c)(2)(iii). 
23 See § 252.162(c)(3). 
24 See § 252.162(c)(4) and (5). 
25 See § 252.162(d). 
26 See § 252.163(a)(3)(iii). 
27 See Release at * 92. 

http://www.allenovery.com
http://www.gpo.gov/fdsys/pkg/FR-2012-01-05/pdf/2011-33364.pdf
https://aohub.com/aoos/attachment_dw.action?key=Ec8teaJ9Vap5VntMc8dGX17eOOGbnAEFKCLORG72fHz0%2BNbpi2jDfaB8lgiEyY1JAvAvaah9lF3d%0D%0AzoxprWhI6w%3D%3D&attkey=FRbANEucS95NMLRN47z%2BeeOgEFCt8EGQJsWJiCH2WAWHb%2FPDBPVvgupJMOqEcbrp&fromContentView=1&fromDispatchC

