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This Article examines one of the most aggressive post-financial crisis policy 

efforts to pursue financial stability: the creation of the Financial Stability 

Oversight Council (“FSOC”).  It addresses the Council’s power to designate 

financial institutions as “systemically important financial institutions” – “SIFIs” 
– and argues that the binary quality of this power has underappreciated costs and 

unintended consequences. 

The Article makes both positive and normative claims. First, it draws attention 

to the ways in which a binary designation power incentives certain financial 

institution behavior, such as litigation and restructuring.  A binary designation 

power can also influence regulatory behavior, by creating an opportunity for 
politicized decisionmaking. The Article highlights the social and economic costs of 

these behaviors, which include the potential for underinclusive supervisory scope, 

increased information asymmetries, and distorted business decisions. Such costs 

can undermine the SIFI stability agenda as well as financial institution efficiency.  

Second, in teasing out the normative implications of that cost analysis, the Article 
argues for a  more marginal—nuanced—apparatus for regulating nonbank 

financial institutions. In doing so, the Article also probes the broader question of 

whether the SIFI-designation paradigm is the most effective regulatory strategy for 

regulating nonbank financial institutions. 

Ultimately, by exploring how policy should be revised to reflect these 

normative insights, the Article develops a broader theory about post-crisis 
regulatory design—that regulators have undervalued supervision, and the 

information it produces, as a tool for systemic risk management outside the 

traditional banking system. 
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INTRODUCTION 

 

Financial regulation, like legal rules generally, can be binary or 
continuous. A binary rule operates like an on-off switch—the regulation 

applies, or it does not. Continuous rules, in contrast, are graduated and can 

accommodate marginal increases (or decreases) in risk. So, for example, the 

notion of tiered banking regulation—in which the intensity of regulation 
varies according to an institution’s size and activities—is continuous.1 

                                                 
1 See Speech, Daniel K. Tarullo, Fed. Reserve Bd., Gov., A Tiered Approach to Regulation and 

Supervision of Community Banks, Nov. 7, 2014, 

https://www.federalreserve.gov/newsevents/speech/tarullo20141107a.htm#fn2. See id. n. 8 (further 

discussing tiering of regulation as applied to the largest banking entities).  For further overview of 

tiered regulation, see Thomas Vartanian & David Ansell, Tiered Regulaton for Banks is a  Tax on Growth , 
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Meanwhile, the rule that any bank with over $50 billion in assets is, 

necessarily, “systemically risky” is quite binary. In the aftermath of the 

2008 financial crisis, regulators adopted a range of both types of rules. But 

one of the most important and understudied examples of the binary 

approach to financial regulation resides in the Financial Stability Oversight 

Council.   

In hearings before Congress in December 2015, one congressman 

described the Financial Stability Oversight Council as “one of the most 

powerful federal entities to ever exist.”2 Created by the Dodd-Frank Wall 

Street Consumer and Protection Act of 2010,3 the Financial Stability 

Oversight Council (“FSCO”) was given the unprecedented power to 
designate nonbank financial institutions—like insurance companies or 

asset managers—as “systemically important financial institutions (SIFIs),” 

thereby subjecting these institutions to heightened, bank-like restrictions 

on their capital, lending, and investment decisions.4  To be sure, the 2008 

global financial crisis revealed the need to rethink the regulatory 
framework governing certain nonbank financial companies.  But now that 

several years have passed since the culmination of the Crisis, and the 

passage of Dodd-Frank, this Article critically examines the overlooked 

costs and unintended consequences of the statute’s new regime for 

nonbanks.5  

FSOC functions like a financial stability czar. It is structured to sit 
atop—and span—the U.S. financial regulatory system, operating with an 

ostensible view across the entire financial system. To that end, it is 

comprised of fourteen members of various financial regulatory agencies 

and functions more as a council than autonomous agency. Its mandate is 

                                                                                                                            
AM. BANKER, Nov. 16, 2014, http://www.americanbanker.com/bankthink/tiered-regulation-for-banks-is-

a-tax-on-growth-1071670-1.html. 
2 See John Heltman, FSOC Dangerously Secretive, Lawmakers Charge, AM. BANKER, Dec. 10, 2015. 
3 Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010, Pub. L. No. 111-203, 124 

Stat. 1376 (2010). 
4 A nonbank financial institution or “nonbanking financial company” is a financial institution that 

provides certain bank-like services—like making loans or managing assets—but does not hold a 

banking license. See Investopedia, Non-Banking Financial Company, 

http://www.investopedia.com/terms/n/nbfcs.asp. The Dodd-Frank Act also provides a statutory 

definition of nonbank financial company. See 12 U.S .C. § 5311(4).  
5 Title I of the Dodd-Frank Act established the FSOC and requirements for enhanced prudential 

regulation of bank holding companies with over $50 billion in assets and nonbank financial institutions 

deemed also to be systemically risky.  
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similarly broad: “to identify risks to U.S. financial stability; to promote 

market discipline; and to respond to emerging threats to the stability of the 

United States financial system.”6 But in fulfilling that mission, the bulk of 

its work involves evaluating nonbank financial institutions and 

determining whether they should be labeled as “SIFIs.”7 A SIFI designation 
then triggers a host of bank-like prudential regulations—such as capital 

requirements and enhanced supervision—which are imposed by the Board 

of Governors of the Federal Reserve System (the “Fed”).8  

In its first few years, the FSOC had a relatively quiet existence, 

designating only a handful of institutions as SIFIs and doing so without 

much public fanfare or attention.9 More recently, however, the FSOC has 
met with some resistance. Certain members of Congress have expressed 

concern with the FSOC’s decisionmaking process, and its lack of 

transparency especially.10 Others have challenged the Council’s decisions 

as speculative and unmoored from firm criteria. One commentator, for 

example, testified to Congress that “it is impossible to know whether a 
particular institution’s ‘distress’ would cause instability in the US financial 

system” and so “the FSOC’s authority is in effect a blank check to consign 

to Fed control any large financial firm that the government wants to 

regulate.”11 Various factions in Congress have similarly remarked, 
chastising the FSOC for being more secretive with Congress than are the 

                                                 
6 See FIN. STABILITY OVERSIGHT COUNCIL, BASIS FOR THE FINAL DETERMINATION REGARDING 

METLIFE, INC. 2 (Dec. 18, 2014), 

https://www.treasury.gov/initiatives/fsoc/designations/Documents/MetLife%20Public%20Basis.pdf.  
7 See FINANCIAL STABILITY OVERSIGHT COUNCIL, 2016 FSOC ANNUAL REPORT (Mar. 2016), 

https://www.treasury.gov/initiatives/fsoc/studies-

reports/Documents/FSOC%202016%20Annual%20Report.pdf.  
8 See infra  Part I.B. (detailing the designation process and its consequences).  
9 See John Heltman, FSOC Faces Challenging Year Ahead After Quiet 2015, AM. BANKER, Jan. 7, 2016 

(reporting that after a quiet 2015, the FSOC faces “a handful of critical tests coming up in 2016 that 

could permanently shape the future of the interagency council”).  

10 See Heltman, supra note 2 (reporting comments from the Republican leadership of the House 

Financial Services Committee that the “enigmatic  interagency body . . . has not provided enough 

rationale for designating certain insurance firms as a threat to the economy”); Edward Yingling, Dodd-

Frank’s Risk ‘Council’ Is Just an Unfocused Bureaucracy, AM. BANKER, Feb. 16, 2016 (remarking that House 

Financial Services Chairman Jeb Hensarling plans to “propose broad changes to Dodd-Frank in light of 

his “deep concerns with the FSOC,” and that “its reform will certainly be up for debate”); see id. 

(opining that “Dodd-Frank's approach to systemic regulation [through the FSOC] is calcifying much of 

our banking industry”). 
11 Wallison statement, supra note 79, at 3. 
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national security agencies.12 And, sparking further controversy, the most 

recently designated SIFI, MetLife, sued the FSOC in 2015, alleging that the 

Council had rendered a designation that was “arbitrary and capricious.”13 

It prevailed on that claim—successfully shedding its SIFI label—in March 

2016.14 

The legal scholarship, however, has been surprisingly thin in its 
treatment of the FSOC’s power. Professor Hilary Allen has provided a 

fulsome academic analyses of the Council’s structure and mandate, 

discussing the ways in which the FSOC overlooks critical threats to 

financial stability.15 Professors David Zaring and Daniel Schwarcz have 

also taken up the FSOC, arguing that one of the primary—if not the most 
important—contribution of the FSOC is to deter systemically risky 

behavior.16 This Article’s goal is distinct: it focuses specifically on the 

existing design of the FSOC’s designation power, and in particular, its 
binary quality.  In drawing attention to the costs associated with a binary 

mechanism, the Article suggests that the current SIFI paradigm is not the 

ideal way to manage systemic risk among nonbank financial institutions.  

In so arguing, the Article offers two main contributions to the post-

crisis literature on financial regulation. First, in making its positive claim, 

the Article sheds new light on the ways in which the binary quality of the 

designation power influences financial institution and regulator behavior 

in socially or economically suboptimal ways. The binary aspects of the 
power might not be so problematic if the costs associated with designation 

were lower. However, given the extent to which the binary design seems 

responsible for a range of very high costs, this aspect of the FSOC 

                                                 
12 See Heltman, supra note 1. 
13 Complaint, MetLife, Inc. v. Fin. Stab. Oversight Council, 1:15-cv-00045, Dkt. 1 (filed Jan. 13, 2015 

D.D.C.)  
14 MetLife v. Financial Stability Oversight Council, No. 1:!5-cv-00045, slip op. (D.D.C. Mar. 30, 

2016). 
15 See Hilary A. Allen, Putting the “Financial Stability in Financial Stability Oversight Council, 76 OHIO 

STATE L.J. 1087, 1114 (2015) (noting that “[i]n the five years since it was created, surprisingly little 

academic attention has been paid to the FSOC’s mandate, or to how it will or should carry out its 

functions . . . .”). Professor Allen focuses in particular on the need to insulate the FSOC from the cycles 

and vagaries of political-economy. See id. at 1089-90; see a lso Note, Joshua S . Wan, Systemically Important 

Asset Managers: Perspectives on Dodd-Frank’s Systemic Designation Mechanism, 116 COLUM. L. REV. 

(forthcoming 2016) (discussing the Fed’s capacity and competency to regulate the asset management 

industry).  
16 Daniel Schwarcz & David Zaring, Regulation by Threat, available at 

https://ssrn.com/abstract=2865958  

https://ssrn.com/abstract=2865958
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designation power deserves serious reflection and revision. 

With respect to financial institution behavior, the label can directly 

ossify relations between federal regulators and industry actors, through 

adversarial litigation. This behavior can be socially costly insofar as it 

impedes the optimal scope and degree of federal regulatory supervision of 

nonbank financial institutions. Additionally, the binary mechanism 
incentivizes financial institutions to restructure and/or recapitalize in 

reaction to the label. By distorting business decisions, the designation can 

adversely affect consumer welfare.  

The binary designation also has the potential to politicize regulators’ 

decisionmaking. A binary system requires regulators to sort financial 

institutions into two categories—those that are systemically important (i.e., 
like banks) and those that are not. By creating a system of regulatory 

winners and losers, the designation power thus opens the door to partisan 

considerations, international politics, or protectionist impulses. Politicizing 

the regulation of nonbanks in such a way can carry both social and 

economic costs, insofar as it reduces the accuracy of systemic-risk 
identification, undermines the legitimacy of the SIFI label, or thwarts 

valuable international regulatory cooperation.  

The Article’s second contribution is a normative one. Building on its 

descriptive arguments regarding the costs of a binary system, the Article 

develops a broader theory about the ideal modality of regulating large, 

global financial institutions outside the banking sector. It argues that the 
existing regulatory apparatus is insufficiently nuanced to the ever-evolving 

and innovative nature of the financial services industry. As such, while 

regulating nonbank financial institutions has, so far, proceeded in a rather 
black-and-white fashion—with all systemically important institutions 

regulated like banks—this approach ignores the need for a more 

graduated, spectrum-like system.  

To these ends, the Article proceeds in three Parts. Part I provides 
context for a discussion of the costs associated with the binary designation 

power and the Article’s policy prescriptions, which follow in Parts II and 

III, respectively. Part I sets this stage by explaining the trajectory of 

systemic risk regulation since the Crisis, which informs a more robust 
understanding of the genesis of the designation power (and its expanse). 

Part I then provides crucial detail about the designation power—how it 

operates, which institutions have been designated as nonbank SIFIs thus 
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far, and what the consequences of that label have been. It also briefly 

touches on some of the common critiques of the FSOC that have been made 

to date.  

Part II turns to an analysis of the incentives, outcomes, and costs 

associated with the binary label, discussing institutional behavior aimed at 

avoiding the SIFI label and the potential for political designations in turn. 
Finally, Part III suggests a way to mitigate these externalities by 

“smoothing” out the regulation.17 Embracing the reality that the FSOC and 

its designation power are not likely to be dissolved or significantly 

reduced, the Article attempts marginal improvements in regulatory design. 

It thus takes a relatively modest route of suggesting solutions that could fit 
within the existing FSOC framework. In particular, it suggests a graduated 

designation scheme, where the designation power allows for a “SIFI lite” 

designation that would trigger supervision and information-generation 

obligations before the more costly capital and liquidity requirements are 

imposed. Although this designation also would have binary qualities, 
adding several different tiers of SIFI status would significantly shift the 

regime from one that is currently purely binary to one that is far more 

continuous.   

In examining several understudied costs of the binary designation 

power, the Article engages with a growing chorus of scholars, 

commentators, and policymakers that has begun to question whether the 
costs of the post-crisis framework are in fact increasing fragility and 

slowing economic recovery.18 It also challenges the underlying premise of 

the bulk of systemic risk regulation since 2010: that risk is best regulated 

                                                 
17 See Adam J. Kolber, Smooth and Bumpy Laws, 102 CALIF. L. REV. 655 (2014). 

18 See FED. FINANCIAL ANALYTICS, INC., WHAT HATH ALL THE RULES WROUGHT? ASSESSING THE SUCCESS 

OF THE POST-CRISIS FRAMEWORK (2015), 

http://www.fedfin.com/images/stories/client_reports/Assessing%20the%20Success%20of%20the%20Pos

t-Crisis%20Framework.pdf; Rob Blackwell, The Seven Risks That Could Aggravate the Next Crisis, AM. 

BANKER (Apr. 29, 2015, 12:44 PM), http://www.americanbanker.com/news/law-regulation/the-seven-

risks-that-could-aggravate-the-next-crisis-1074063-1.html; John Heltman, Regulators Worry New Rules 

May Freeze Markets, AM. BANKER (June 12, 2015), http://www.americanbanker.com/news/law-

regulation/regulators-worry-new-rules-may-freeze-markets-1074851-1.html (noting concern that Basel 

III rules have tightened market liquidity); Greg Ip, Missing in Financial Rules Debate: Hard Numbers, 

WALL S TREET J., May 13, 2015, http://www.wsj.com/articles/missing-in-financial-rules-debate-hard-

numbers-1431545139; Stephen A. Schwarzman, How the Next Financial Crisis Will Happen, WALL STREET 

J., June 10, 2015, at A15 (arguing that this “expansive and untested regulatory framework . . . may well 

fuel the next financial crisis as well as slow U.S . economic growth”).  
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with quantitative, capital-focused restrictions. In this respect, this Article 

builds on my prior work examining qualitative risks, like misconduct risk, 

to the financial system and arguing in favor of greater diversification in 

regulatory approaches to managing systemic risks alongside reduced 

reliance on quantitative restrictions on banks.19  

Ultimately, through its critical analysis of the FSOC designation power, 
the Article calls on regulators and academics to engage in a more robust—

and creative—dialogue about the need for parsimony in systemic risk 

regulation.20  

 

I. ADMINISTERING FINANCIAL STABILITY   

 

Since the global financial crisis of 2008 (the “Crisis”), financial stability 

has dominated the regulatory agenda.21 Implicit in that agenda is the view, 

prevalent among some policymakers and academics, that efficiency-

oriented financial policies were (at least in part) to blame for the Crisis.22 

                                                 
19 See Christina Parajon Skinner, Misconduct Risk, 84 FORDHAM L. REV. 1559 (2016).  
20 Indeed, recent political events call the FSOC’s future into some question. See John Heltman, 

FSOC on Chopping Block After Republican Victories, Am. Banker, Nov. 9, 2016, 

http://www.americanbanker.com/news/law-regulation/fsoc-on-chopping-block-after-republican-

victories-1092343-1.html (reporting analysts’ view that the FSOC may be “one of the most immediate 

casualties of the change in administrations”).  
21 See Hilary J. Allen, A New Philosophy for Financial Stability Regulation, 45 LOYOLA UNIV. CHI. L.J. 

173, 182 (2013) (noting that post-2008 financial policy has predominantly “targeted . . . the activities of 

financial institutions with the aim of preventing such institutions (and markets generally) from 

collapsing in a manner that damages the broader economy”). Indeed, the preamble to the Dodd-Frank 

Act states that it is designed “[t]o promote the financial stability of the  United States.” Preamble, 124 

Stat. 1376 (2010). Financial stability and economic efficiency are two primary goals of financial 

regulation. See Zohar Goshen & Gideon Parchomovsky, The Essential Role of Securities Regulation, 55 

DUKE L.J. 711 (2006) (arguing that a main function of securities regulation is to promote market 

efficiency); Steven L. Schwarcz, Systemic Risk, 97 GEO. L.J. 193, 208 (2008) (arguing that these two goals 

should animate and constrain financial regulation). Often, however, regulators must make trade-offs 

between stability and efficiency: “to th extent [financial stability regulation] makes regulation more 

intrusive, the efficiency of the financial system is reduced” by “increase[ing] compliance costs” or by 

“slow[ing] innovation and spawn[ing] attempts to avoid restrictions.” Thomas M. Hoenig, Rethinking 

Financial Regulation, FED. RESERVE BANK OF MINNEAPOLIS (Dec. 1, 1996), 

https://www.minneapolisfed.org/publications/the-region/rethinking-financial-regulation. 
22 Legal academics and economists have suggested many different causes or contributors to the 

Crisis. See, e.g., Lucian A. Bebchuk & Holger Spamann, Regulating Bankers’ Pay, 98 GEO. L.J. 247, 265–66 

(2010) (showing empirically that executive compensation gav e rise to asymmetrical incentives and 

fueled excessive risk taking); John C. Coffee, Jr., Systemic Risk After Dodd-Frank: Contingent Capital and 

the Need for Regulatory Strategies Beyond Oversight, 111 COLUM. L. REV. 795, 800 (2011) (arguing that a 
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Increasingly, however, some have begun to probe the costs and 

unintended consequences of the post-Crisis stability agenda.23  

To further this debate, this Article draws attention to some of the 

underappreciated costs of the FSOC’s designation power, suggests the 

reason for those costs lies in its binary quality, and proposes a way to make 

some marginal improvement in the FSOC’s regulatory design. In service of 
that aim, this Part first briefly provides some background on the post-

Crisis stability agenda and the policy goals that animate the designation 

power. Part I then explains the binary designation process and details its 

impact and consequences over its past three years in operation.  

 

A.  The New Stability Agenda  

 

Financial stability regulation has long centered on banks. The banking 

system is critical to the real economy. One of banks’ most essential 

functions is to provide credit to the real economy, which they do through 

“maturity transformation”—that is, using short-term deposits to fund long-
term loans, thereby providing liquidity to consumers and businesses for 

their long-term capital needs.24 But this function also makes banks fragile, 

                                                                                                                            
“too big to fail” subsidy developed, which stoked moral hazard in big banks); Norbert J. Michel, 

Government Policies Caused the Financial Crisis and Made the Recession Worse, HERITAGE FOUND. (Jan. 28, 

2015), http://www.heritage.org/research/commentary/2015/1/government-policies-caused-the-financial-

crisis-and-made-the-recession-worse (discussing the role of housing policy and government-sponsored 

enterprises in contributing to the bubble); John B. Taylor, Getting Back on Track: Macroeconomic Policy 

Lessons from the Financial Crisis, 92 FED. RESERVE BANK ST. LOUIS REV. 165, 166–67 (2010) (arguing that 

departures in monetary policy from the so -called Taylor Rule led to build up of debt and excessive risk 

taking); Peter J. Wallison, Fannie, Freddie Caused the Financia l Crisis, AM. ENT. INST. (Nov. 25, 2011), 

https://www.aei.org/publication/fannie-freddie-caused-the-financial-crisis (discussing the role of 

housing policy in contributing to the bubble).   
23 See, e.g., Douglas J. Elliot, Regulating Systemically Important Financial Institutions that Are Not 

Banks, BROOKINGS, May 9, 2013, http://www.brookings.edu/research/papers/2013/05/09 -regulating-

financial-institutions-elliott (noting that “Dodd-Frank did not call for the elimination of systemic risk, 

but rather appropriate control over it. As with so many areas of life, absolute elimination of risk would 

require forbidding a great deal of beneficial activity. The bureaucratic  peril here is that the Fed’s 

mandate from Dodd-Frank may bias the organization towards elimination or sharp reduction of 

systemic risk, with insufficient regard to the economic costs that would show up in day -to-day 

operations”).  
24 See Mark Farag, Damian Harland & Dan Nixon, Bank Capital and Liquidity, BANK OF ENGLAND 

QUARTERLY BULL. 201 (Q3 2013), 

http://www.bankofengland.co.uk/publications/Documents/quarterlybulletin/2013/qb130302.pdf.  
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vulnerable to panics and runs.25 Banks’ increased complexity over the past 

few decades has increased their fragility, by exposing them to a wider 

range of market and counterparty risks. Indeed, the 2008 Crisis was, in 

many respects, precipitated by an unsustainable build-up of risk on banks’ 

balance sheets related to complex, structured fixed-income products. Given 
these events, the banking sector—and risk-taking in banks especially—

became a focal point of regulators’ post-crisis stability agenda.  

In executing on this agenda, regulators focused on the banking sector 

as a whole.26 Taking the events of the Crisis as instructive, regulators 

developed new stability measures with an appreciation for the numerous 

interconnections among financial institutions and correlations between 
their balance-sheet risks. With such “macroprudential” concerns in mind, 

the current stability agenda focuses heavily on “systemic risk”27 —that is, 

the risk that a shock to one institution might be transmitted through the 

financial system via some contagion mechanism, with the resulting 

economic effects spilling into the real economy.28  

This emphasis on systemic risk geared post-Crisis stability measures 
toward potential sources and mechanisms of contagion. Congress thus 

directed regulators to adopt additional prophylactics to guard against the 

                                                 
25 If a large number of depositors panic and demand to withdraw their funds, this will strain the 

bank’s liquidity because those deposits have been used to fund long -term loans. Id. at 207. Runs can be 

precipitated if the bank’s creditors (including depositors) fear that the bank is insufficiently capitalized 

to repay deposits, or is “balance sheet insolvent.” See also Stijn Claessens & M. Ayhan Kose, Financial 

Crises: Explanations, Types, and Implications, IMF Working Paper WP/13.28, at 18 (2013); see a lso CARMEN 

M. REINHART & KENNETH S. ROGOFF, THIS TIME IS DIFFERENT; EIGHT CENTURIES OF FINANCIAL FOLLY 

(2011); Allen, supra note 21, at 183 (explaining the link between the financial system and the real 

economy).  
26 Prior to the Crisis, the traditional approach to financial stability relied on the “premise . . . that 

the best way to maintain the health of the financial system is to maintain the health of individual 

institutions.” Hoenig, supra note 21. 
27 Examples of such systemic crises include the Asian currency crisis in the 1990s, which was 

precipitated by problems in the banking sector and the resulting pullback of foreign investors, 

depreciation, recession, and further weakness in the banking sector, see Fed. Reserve, History, Asian 

Financial Crisis, http://www.federalreservehistory.org/Events/DetailView/51 (last visited Feb. 28, 2016), 

the failure of Long Term Capital Management (but-for government intervention) a few years later, see 

Franklin R. Edwards, Hedge Funds and the Collapse of Long-Term Capital Management, 13 J. OF ECON. 

PERSPECTIVE 189, 189 (1999), and, of course, the 2008 financial crisis. The financial crisis was, in some 

sense, a bank-run type crisis, albeit in the shadow banking system. See Gary B. Gorton & Andrew 

Metrick, Securitized Banking and the Run on Repo, 104 J. OF FINANCIAL ECON. 425 (2012). It also had 

elements of “too big too fail” and “too interconnected to fail” type crises. 
28 See, e.g., John C. Coffee, Jr., The Political Economy of Dodd-Frank:  Why Financial Reform Tends to be 

Frustrated and Systemic Risk Perpetuated , 97 CORNELL L. REV. 1019, 1057 (2012). 
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spread of risk between institutions and, in situations of distress, to ensure 

that bank-specific losses would be absorbed by the troubled institution.  

Increased bank capital requirements became a touchstone of post-Crisis 

reform. Domestically, the Dodd-Frank Act required the Fed to impose 

heightened capital requirements for the largest banks—those over $50 

billion in assets—to provide a greater loss absorbency cushion.29 The Fed, 
along with regulators in the European Union and elsewhere around the 

globe, adopted the revised capital standards set by the Basel Committee for 

Banking Supervision in the Third Basel Accord (“Basel III”).30 Basel III not 

only increased the level and quality of capital that large, global banks are 

required to hold, but also imposed new requirements for liquidity and 
leverage.31 In the same vein, these large, global banks may also now be 

subject to an additional capital requirement, referred to as a “Total Loss 

Absorbency Capital” ratio, which, again, purports to create a larger buffer 

against the spread of a big bank’s losses.32  

Other post-Crisis measures involved structural restrictions on banks’ 

financial activities.33 In the U.S., the relevant provision has become known 

                                                 
29 This provision, part of section 171 of the Dodd-Frank Act, became known as the “Collins 

Amendment.” The amendment, which required banking regulators to establish new (more robust) 

leverage and risk-based capital requirements, was intended to ensure that “financial institutions hold 

sufficient capital to absorb losses during future periods of financial distress.” Letter by Shelia Bair to 

Sen. Collins, Cong. Rec. S .3460 (May 10, 2010); see a lso Margaret E. Tahyar, Collins Amendment Sets 

Minimum Capital Requirements, HARV. L. SCH. FORUM ON CORP. GOVERNANCE & FIN. REG., July 8, 2010, 

https://corpgov.law.harvard.edu/2010/07/08/collins-amendment-sets-minimum-capital-requirements 

(discussing the amendment). 
30 BASEL COMM. ON BANKING S UPERVISION, BASEL III: A GLOBAL REGULATORY FRAMEWORK FOR 

MORE RESILIENT BANKS AND BANKING SYSTEMS 54-57 (2011) [hereinafter BASEL III]; see Coffee, supra note 

37, at 1059 (discussing the Dodd-Frank Act’s requirements for stricter capital standards). 
31 For the details of these heightened requirements, see BASEL III, supra note 30, at 54–59. 
32 TLAC requires G-SIBs to increase their regulatory capital and long -term unsecured debt to at 

least 16 percent of their risk-weighted assets by January 2019 and 18 percent by January 2022. Press 

Release, Fin. Stability Bd., FSB Issues Final Total Loss-Absorbing Capacity Standard for Global 

Systemically Important Banks (Nov. 9, 2015), http://www.fsb.org/wp-content/uploads/ 

20151106-TLAC-Press-Release.pdf [perma.cc/Y3BC-2L44]. 
33 See Matthew Richardson, Why the Volcker Rule is a  Useful Tool for Managing Systemic Risk, NYU 

Stern Sch. of Bus. White Paper, unpublished manuscript at 2, available at 

https://www.sec.gov/comments/s7-41-11/s74111-316.pdf (noting that the “Dodd-Frank Act seeks to 

regulate systemic risk by setting up a number of barriers, two of which are particularly important, 

namely enhanced capital requirements and the principal trading restriction of the Volcker rule”); see 

a lso Julie A.D. Manasfi, Systemic Risk and Dodd-Frank’s Volcker Rule, 4 WILLIAM & MARY BUS. L. REV. 181 

(2013) (challenging the assumption that the Volcker Rule reduces systemic risk).  
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as the “Volcker Rule”34 and similar such proposals in Europe are referred 

to as “ring-fencing.”35 The gist of these structural rules prohibits banks 

from proprietary trading or acquiring ownership interests in institutions 

that engage in risky trading activities, like hedge and private equity 

funds.36 Again, limiting the kinds of risks that banks can take is one way to 
minimize the extent of a bank’s counterparty exposure and, accordingly, its 

ability to spread financial distress.  

Finally, in its effort to root out systemic risk, Congress tasked 

regulators with looking for possible conduits of financial contagion outside 

the traditional banking sector. AIG provided a cautionary tale of how 

financial institutions other than banks could also be so intricately 
connected with financial actors that they, too, posed a systemic threat.37 

Congress thus created the FSOC and empowered it to identify those 

“nonbank” financial institutions that were “systemically important.” And 

it directed the Fed to regulate the institutions much as if they were banks.  

In principle, this was a reasonable idea. After all, the institutional 

instigators of the 2008 crisis, like Lehman Brothers and Bear Stearns, were 
not regulated like traditional commercial banks; and much of the 

                                                 
34 Dodd-Frank Act, § 619. 
35 See DELOITTE, STRUCTURAL REFORM OF EU BANKING: REARRANGING THE PIECES (2014). 
36 The rule implementing section 619 was developed jointly by the Fed, CFTC, FDIC, OCC, and 

SEC. 79 Fed. Reg. 5536 (Jan. 31, 2014).  
37 Along with the post-Crisis push toward financial stability, policy and academic views on what 

constitutes a systemic risk have also expanded. For the body of legal and finance scholarship on 

systemic risk since the Crisis, see, for example, Iman Anabtawi & Steven L. Schwarcz, Regulating 

Systemic Risk: Towards an Analytical Framework, 86 NOTRE DAME L. REV. 1349, 1370–1412 (2011) (studying 

the challenges of regulating systemic risks); John Armour & Jeffrey N. Gordon, Systemic Harms and 

Shareholder Value, 6 J. LEGAL ANALYSIS 35, 35 (2014) (referring to systemic risks posed by management 

practices); John C. Coffee, Jr., The Political Economy of Dodd-Frank: Why Financial Reform Tends to be 

Frustrated and Systemic Risk Perpetuated, 97 CORNELL L. REV. 1019, 1050 (2012) (suggesting that systemic 

risk was a product of a “too big to fail” subsidy for large financial institutions); Julie A.D. Manasfi, 

Systemic Risk and Dodd-Frank’s Volcker Rule, 4 WM. & MARY BUS. L. REV. 181, 205–11 (2013) (arguing that 

“the blending of commercial banking and investment banking produce[s] . . . systemic risk”); Geoffrey 

P. Miller & Gerald Rosenfeld, Intellectual Hazard: How Conceptual Bias in Complex Organizations 

Contributed to the Crisis of 2008, 33 HARV. J.L. & PUB. POL’Y 807, 808 (2011) (defining intellectual hazard 

as systemic risk) (arguing that “the tendency of behavioral biases to interfere with accurate thought and 

analysis within complex organizations” is a source of systemic risk); Saule T. Omarova, The Merchants of 

Wall Street: Banking, Commerce, and Commodities, 98 MINN. L. REV. 265, 343–46 (2013) (suggesting that 

banks’ nontraditional activities pose systemic risks); Schwarcz, supra note Error! Bookmark not 

defined., at 198–204 (offering the first scholarly definition of systemic risk); Daniel Schwarcz & Steven 

L. Schwarcz, Regulating Systemic Risk in Insurance, 81 U. CHI. L. REV. 1569 (2014) (studying previously 

unrecognized systemic risk in the insurance industry). 



12 Regulating Nonbanks   [20-Nov-16 

 
instability that set off the Crisis came from the so-called shadow banking 

system.38 Still, the regulatory move to accomplish this was rather 

remarkable: first, merging notions of systemic risk with ordinary financial 

stability; then, by ramping up quantitative and structural banking 

regulation in the name of systemic risk management; and finally, 
identifying nonbanks as potential sources of systemic risk based on the 

history of the recent Crisis. Roughly speaking, this sequence captures the 

regulatory logic that certain financial institutions pose systemic risks, just 

like banks, and should thus be subject to bank-like quantitative regulation 

to the end of financial stability.39  

This Article does not attempt to answer the question of whether 
nonbank financial institutions do in fact pose systemic risks. Rather, it 

takes as a given that certain nonbank financial institutions may present 

some stability risk. The Article does, however, question the desirability of 

the stark dichotomy that Congress has created in the new stability agenda: 

where nonbank financial institutions are either like banks—and thus 
require bank-like prudential regulation—or they are not—and are thus 

(presumably) subject only to their preexisting regulatory regime.40 The next 

Section explains in further detail this binary quality of the designation 

power to set the stage for a more fulsome discussion of the costs of this 

design choice in Part II.   

 

B.  The Binary Designation Power  

 

The FSOC is not structured like a traditional financial regulatory 

                                                 
38 See Gorton & Metrick, supra note 27 (demonstrating that the Crisis can be viewed as a run in the 

shadow banking sector); see a lso Daniel Sanches, Shadow Banking and the Crisis of 2007-08, BUS. REV., Q2, 

2014, at 7 (discussing the role of the shadow banking system in the 2008 crisis).  
39 See Darryll Hendricks, Defining Systemic Risk, PEW FIN. REFORM PROJECT, 2009, at 4 

http://fic .wharton.upenn.edu/fic/Policy%20page/PTF-Note-1-Defining-Systemic-Risk-TF-Correction.pdf 

(“The strategy [was] to focus on large, complex, interconnected institutions—particularly those with a 

heavy dependence on short term funding and a significant maturity mismatch. The idea is that, if 

disorderly failures of such institutions can be avoided, then the chance of a cascading failure running 

through the system as a whole is greatly reduced.”).  
40 It is important to appreciate that many nonbank institutions, which operate in the capital 

markets, are not otherwise subject to the Fed’s prudential oversight. Rather, many nonbank financial 

institutions (if they are public  companies, at least) are subject to a range of disclosure requirements 

(overseen by the Securities and Exchange Commission) which allow the market to discipline their 

behavior.   
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agency. In fact, it is not a separate regulatory agency at all, but rather an 

amalgamation of the various financial regulators—political appointees—

that oversee the array of financial institutions and financial activities in the 

United States.41 Its membership includes the Chairman of the Federal 

Reserve, the Comptroller of the Currency, the Chairperson of the FDIC, the 
Director of the Consumer Financial Protection Bureau, the Chairman of the 

SEC, the Chairman of the Commodity Futures Trading Commission, the 

Director of the Federal Housing Finance Agency; the Chairman of the 

National Credit Union Administration Board is a voting member, in 
addition to an independent member that is appointed by the President and 

has expertise in the insurance industry.42 It also has five non-voting 

members, who include the Director of the Office of Financial Research, the 

Director of the Federal Insurance Office, and representatives from state 

banking, insurance, and securities agencies.43 The Treasury Secretary is a 

voting member and the Council’s Chair.  

FSOC’s mandate is broad. It has, among others, the responsibility to 
“identify risks to the financial stability of the United States that could arise 

from the material financial distress or failure, or ongoing activities, of large, 

interconnected bank holding companies or nonbank financial companies, 

or that could arise outside the financial services marketplace.”44 With 
respect to this aspect of its mandate, the FSOC was charged with focusing 

on nonbanks given that the Crisis had “demonstrated that distress at 

certain nonbank financial companies contributed to a broad seizing up of 

financial markets and stress at other financial firms.”45 It was seen as 

problematic, however, that “[m]any of these nonbank financial companies 
were not subject to the type of regulation and consolidated supervision 

applied to bank holding companies . . . .”46 

Accordingly, Congress gave FSOC the power to designate such 

nonbank financial companies as SIFIs.47 Pursuant to that power, as of May 

                                                 
41 Dodd-Frank Act, § 111(b)(1). 
42 Id.  
43 Id. § 111(b)(2).  
44 Definition of ‘‘Predominantly Engaged in Financial Activities,” 77 Fed. Register 21494, 21637 

(Apr. 10, 2012). 
45 Id. at 21637 
46 Id. at 21637 
47 Dodd-Frank Act, § 113; see a lso Stavros Gadinis, From Independence to Politics in Financial 

Regulation, 101 CALIF. L. REV. 327, 369 (2013) (noting that the work FSOC does pursuant to its section 
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12, 2012, Dodd-Frank section 113 authorizes the FSOC “to determine that a 

nonbank financial company’s material financial distress—or the nature, 

scope, size, scale, concentration, interconnectedness, or mix of its 

activities—could pose a threat to U.S. financial stability.”48 Strikingly, that 

designation power allows the FSOC to decide, in view of a range of 
statutory and discretionary criteria, that any corporation engages in 

financial activities and, in doing so, poses a threat to financial stability that 

is sufficient to render it “systemically important.”  

 

1. Three Steps to SIFI 

 

The designation process involves a combination of statutory 

considerations set out by Dodd-Frank and the agency’s interpretation of 

the meaning of those factors, and how they should be weighted and 

applied. The process essentially includes a preliminary determination, 

followed by three steps.  

Initially, the Council must decide that a corporation is a “nonbank 
financial company” that is “predominantly engaged in financial 

activities.”49 To decide this, the FSOC takes into consideration (i) the 

annual gross revenues that the company derives from financial activities; 

as well as (ii) the amount of consolidated assets that are related to financial 

activities.50  

More specifically, pursuant to Dodd-Frank section 102(a)(6) a company 
is “predominantly” engaged in financial activities if either gross revenues 

of the company and its subsidies from financial activities is eighty-five 

percent or more of its annual gross revenues; or consolidated assets of the 

company and its subsidiaries related to financial activities is more than 

eighty-five percent of all assets.51 Although the Fed issued a final rule 

                                                                                                                            
113 power is its “most important substantive function”).   

48 Dep’t of Treasury, Financial Stability Oversight Council, 

https://www.treasury.gov/initiatives/fsoc/designations/Pages/default.aspx (last visited Feb. 28, 2016); 77 

Fed. Register at 21496.  
49 Dodd-Frank Act, § 102(a)(4). Section 102(a)(4) required the Federal Reserve Board to define these 

terms through rulemaking. 
50 Definitions of “Predominantly Engaged in Financial Activities” and “Significant” Nonbank 

Financial Company and Bank Holding Company, Final Rule, 78 Fed. Reg. 20756 (Apr. 5, 2013).  
51 Dodd-Frank Act, § 102(a)(6).  
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interpreting “financial activity,” what qualifies as in or out of that 

definition remains relatively unclear.52 Thus far, the FSOC has not 

disclosed to companies the fact that they are under consideration for this 

preliminary categorization. 

If a company is determined to fall within this class of financial 

institutions, then, at step one, the FSOC may decide to make one of two 
determinations that will trigger a full-blown designation review. At this 

step, the FSOC may determine either that the “material financial distress” 

at the nonbank financial company could pose a threat to the financial 

stability of the United States; or that the “nature, scope, size, scale, 

concentration, interconnectedness, or mix of the activities of the nonbank 
financial company could pose a threat to the financial Stability of the 

United States.”  

To make that decision, the FSOC is required to take eleven statutory 

factors into account. These factors relate to the:  

1) company’s leverage;  

2) extent and nature of its off-balance sheet exposures;  

3) extent and nature of its transactions and relationships with other 

significant nonbank financial companies and bank holding 
companies;  

4) institution’s importance as a source of credit for households, 

business, governments, and liquidity generally;  

5) institution’s importance as a source of credit for low-income, 
minority, or underserved communities;  

6) extent to which the company’s assets are managed rather than 

company-owned, and the extent to which ownership of the 

company’s assets is diffuse;  

7) nature, scope, size, scale, concentration, interconnectedness, and 
mix of the company’s activities;  

8) degree to which the company is already regulated;  

9) the amount and nature of the company’s financial assets  

10) the amount and nature of its liabilities, including the extent of its 

                                                 
52 77 Fed. Reg. 21494; see a lso Charles Horn, Federal Reserve Board Approves Final Rules Defining When 

Significant Nonbank Firms Are “Predominantly Engaged in Financial Activities,” MORRISON & FOERSTER 

LLP, Apr. 4, 2013 (suggesting that “the logical consistency in the Board’s ‘in’ and ‘out’ determinations 

may not be readily apparent to the nonbank financial firm community that is not deeply experienced in 

federal bank activities regulation”).  
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reliance on short-term funding;  

11) and a catchall—“any other risk related factors that the Council 

deems appropriate.”53  

The FSOC subsequently distilled these ten factors into a six category 

framework that focuses on the company’s interconnectedness, 

substitutability, size, leverage, liquidity risk and maturity mismatch, and 

nature of preexisting regulatory supervision.54 

Subsequently, at step two, if the company is determined to fit either 
determination category, the FSOC will gather more data and likely 

coordinate with the company’s primary regulator to do so.55 As of February 

2015, companies are now notified when they reach this stage, and they are 

permitted to engage directly with FSOC if they so choose.56  

If an institution moves past this step, the third and final step involves a 

more in-depth review of the company’s balance sheet activities, exposures 
and the like; the FSOC will also consider issues pertaining to its 

resolvability. Based on the composite of this information, the FSOC will 

exercise (or not) its designation power. If a company is designated a SIFI, it 

can request a hearing to contest the designation.57 

The Fed is then charged with deciding what prudential standards 

apply to the newly designated nonbank SIFI.58 The statute constrains this 
discretion somewhat by requiring the Fed to impose a typical set of bank-

like regulations, which include risk-based and leverage capital 

requirements, liquidity requirements, risk-management and risk-

committee requirements, resolution-planning requirements, single 

counterparty credit limits, stress-test requirements, and a debt-to-equity 
limit for companies that the Council has determined pose a grave threat to 

the financial stability of the United States.59  

                                                 
53 77 Fed. Register at 21637, 21640. 
54 Id. at 21654-21660. 
55 FSOC created these two determination standards pursuant to its discretion to issue a Final Rule 

and Interpretive Guidance regarding its application of the statutory factors. See id. 
56 Fin. Stability Oversight Council, Supplemental Procedures Relating to Nonbank Financial 

Company Determinations, Feb. 4, 2015, 

https://www.treasury.gov/initiatives/fsoc/designations/Documents/Supplemental%20Procedures%20Re

lated%20to%20Nonbank%20Financial%20Company%20Determinations%20-%20February%202015.pdf. 
57 Dodd-Frank Act, § 113(e).  
58 Id. § 165. 
59 12 U.S .C. § 5365(b)(1)(A); see a lso Allen, supra note 15, at 1123 (noting that “section 115 
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2. Four SIFIs  

 

In its three years of operation, the FSOC has made four SIFI 

designations: AIG, GE, Prudential, and MetLife. Notably, the public 
explanations offered for these various designations is limited, and much of 

the reasoning is applied in the same way to different institutions. 

Nevertheless, what follows is a brief overview of these designations, their 

rationales, and most importantly, the economic and regulatory impact of 

the SIFI label. 

AIG. — The FSOC designated AIG a SIFI on July 8, 2013, largely 

because of its expansive noninsurance related business and exposures.60 In 

its designation statement, the FSOC explained that AIG is the largest 

insurance company in the United States and one of the largest in the 

world.61 Through its financial activities, which include, among others, “life 

insurance, annuity products, consumer property/casualty insurance, and a 
wide range of more specialized, commercial insurance products,” AIG is 

exposed to numerous counterparties and operates in multiple jurisdictions. 

Moreover, according to the FSOC analysis, its liquidation would disrupt 

financial markets and create contagion arising from negative sentiment and 

uncertainty.62  

The designation subjected AIG to heighted capital and supervisory 
requirements by the Fed. Although AIG was previously regulated by the 

Fed as a Savings and Loan Holding Company (“SLHC”) before the SIFI 

designation, it was not subject to prudential, bank-like requirements. AIG 

was also (and still is) regulated by dozens of U.S. and international 

insurance regulators.  

                                                                                                                            
encourages the Federal Reserve to apply heightened prudential requirements that are reminiscent of 

typical bank regulatory tools to the non-bank financial institutions that have been designated as SIFIs”).  
60 FIN. STABILITY OVERSIGHT COUNCIL, BASIS OF THE FINANCIAL S TABILITY OVERSIGHT COUNCIL’S 

FINAL DETERMINATION REGARDING AMERICAN INTERNATIONAL GROUP, INC. 2 (July 8, 2013) [hereinafter 

AIG DESIGNATION].  
61 “The company underwrites life insurance, annuity products, consumer property/casualty 

insurance, and a wide range of more specialized, commercial insurance products through subsidiaries  

in numerous jurisdictions around the world. AIG has approximately 63,000 employees, and its 

incorporated subsidiaries operate from over 400 offices in the United States and from approximately 

600 offices outside the United States.” Id. 
62 Id. at 2-3.  
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GE. — GE was also designated as a SIFI on July 8, 2013, largely because 

of its financial arm, GE Capital or “GECC”—one of the largest holding 

companies in the U.S. by assets.63 GECC is active in wholesale short-term 

funding markets, and thus counterparty to numerous other institutions 

that purchase its commercial paper (and by issuing lines of credit).64 FSOC 
also noted that GECC provides substantial credit to middle market 

companies and has significant foreign operations.65  

Like AIG, GE was already regulated by the Fed as a SLHC but not to 

bank-like capital and supervisory requirements. The SIFI label, of course, 

changed that. When the Fed decided which prudential requirements to 

apply to GE, it basically adopted wholesale those designed for large, global 

banks.66  

Later, however, GE designed a divesture plan to shed GECC (which 

will be discussed below), and so the Fed agreed to phase-in the prudential 

requirements. During phase 1, which came into effect on January 1, 2016, 

GECC was required to comply with risk-based and leverage capital and 

liquidity requirements—again, the same that apply to bank holding 
companies.67 In phase 2, which was to come into effect on January 1, 2018, 

GE would have been subject to additional quantitative and certain risk 

management requirements and, in 2019, stress testing.68 However, the 

                                                 
63 FIN. STABILITY OVERSIGHT COUNCIL, BASIS OF THE FINANCIAL S TABILITY OVERSIGHT COUNCIL’S 

FINAL DETERMINATION REGARDING GENERAL ELECTRIC CAPITAL CORPORATION, INC. 2 (July 8, 2013) 

[hereinafter GE DESIGNATION].  
64 Id. 
65 Id. at 2-3. 
66 According to the Fed: “In light of the substantial similarity of GECC’s activities and risk profile  

to that of a similarly sized bank holding company, the Board proposed to apply enhanced prudential 

standards to GECC that are similar to those that apply to large bank holding companies.” These include 

(1) capital requirements; (2) capital-planning and stress-testing requirements; (3) liquidity 

requirements; and (4) risk-management and risk-committee requirements. Memorandum from 

Governor Tarullo, Bd. of Governors, to Bd. of Governors, Draft Final Order To Apply Enhanced 

Prudential Standards to General Electric  Capital Corporation (GECC), at 3 (July 15, 2015), 

http://www.federalreserve.gov/aboutthefed/boardmeetings/board-memo-gecc-20150720.pdf 

[hereinafter Gov. Tarullo Memo]. 
67 This includes a minimum common equity tier 1 risk-based capital ratio of 4.5 percent, a 

minimum tier 1 risk-based capital ratio of 6 percent, a minimum total risk-based capital ratio of 8 

percent, a common equity tier 1 capital conservation buffer of 2.5 percent of risk-weighted assets, a 4 

percent minimum leverage ratio of tier 1 capital to average total consolidated assets (the generally 

applicable leverage ratio), and a standardized methodology for calculating risk-weighted assets. Id. 
68 Id.  
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FSOC rescinded GE’s designation in June 2016 .69 

Prudential. —Prudential is another large insurance company that 

provides financial services like group and individual life insurance, 

annuities, retirement-related products and services, and asset 

management.70 As with AIG, the FSOC seemed concerned with its 

counterparty exposure and the consequences of a scenario in which 
Prudential would be faced with numerous demands from its policyholders 

for early withdrawal. In that scenario, FSOC envisioned pressure to 

liquidate assets to meet the redemption/withdrawal requests, which could 

disrupt ancillary markets and create a downturn in consumer confidence in 

the insurance market more broadly.71 Or, worse, the FSOC feared that 
instability would ensue from Prudential’s withdrawal from those markets. 

In that regard, FSOC also noted how difficult it would be to resolve 

Prudential, since it operates in several different states and countries. 

The regulatory change the SIFI label brought for Prudential was 

perhaps more dramatic than that for AIG and GE, as Prudential was not 

previously subject to Fed oversight. Rather, it was (and is) supervised by 
insurance regulators in the jurisdictions where it operates. The main 

component of that regulatory regime involves periodic examination and 

supervision. 

MetLife. — MetLife was the most recently designated SIFI, gaining that 

label in December 18, 2014. The crux of the designation concerned 

MetLife’s role as a leader “in the U.S. life insurance industry [and] in 
certain institutional products and capital markets activities, such as 

issuances of funding agreement-backed notes (FSBNs), guaranteed 

minimum return products (such as general and separate account GICs), 

and securities lending activities.”72  These activities, in the FSOC’s view, 

                                                 
69 U.S. Treasury Dep’t Office of Pub. Affs., Financial Stability Oversight Council Announces 

Rescission of Nonbank Financial Company Designation, June 29, 2016, 

https://www.treasury.gov/initiatives/fsoc/news/Documents/FSOC%20Announces%20Rescission%20of

%20Nonbank%20Financial%20Company%20Designation.pdf; see Ian McKendry, GE Capial No Longer a  

Systemic Threat: FSOC , AM. BANKER, June 29, 2016, http://www.americanbanker.com/news/law-

regulation/ge-capital-no-longer-a-systemic-threat-fsoc-1081749-1.html. 
70 FIN. STABILITY OVERSIGHT COUNCIL, BASIS OF THE FINANCIAL S TABILITY OVERSIGHT COUNCIL’S 

FINAL DETERMINATION REGARDING PRUDENTIAL FINANCIAL, INC. 2 (Sept. 19, 2013) [hereinafter 

PRUDENTIAL DESIGNATION]. 
71 Id. at 3. 
72 FIN. STABILITY OVERSIGHT COUNCIL, BASIS FOR THE FINANCIAL S TABILITY OVERSIGHT COUNCIL’S 

FINAL DETERMINATION REGARDING METLIFE, INC. 2 (Dec. 18, 2014) [hereinafter METLIFE DESIGNATION]. 
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increased MetLife’s vulnerability to the possible need to liquidate assets 

and demonstrated its overall “complexity and interconnectedness with 

other financial market participants.”73  

Notably, MetLife is the only nonbank SIFI to contest its designation in 

federal court. As discussed below, MetLife sued the FSOC shortly after its 

designation, challenging the decision as arbitrary and capricious.74 Though 
the district court struck down the SIFI label, if that decision is reversed on 

appeal, the regulatory change will resemble that of Prudential’s. Whereas 

MetLife was previously only subject to the patchwork of state and 

international insurance regulators, it would now be subject to the 

consolidated supervision of the Federal Reserve.75   

Asset Managers. — There remains some question as to whether asset 

managers are next on the FSOC’s designation horizon, as that industry has 

been under review since the middle of 2013.76 The Treasury Department’s 

Office of Financial Research (“OFR”)—charged with assisting FSOC with 

research and analysis—concluded in a 2013 report that the asset 

management industry suffered “material distress” during the 2008 Crisis, 
that “a large asset management firm could be a source of risk,” that its 

distress “could amplify or transmit risks to other parts of the financial 

system,” and that a firm failure (or material distress) could possibly 

“aggravate[] market contagion or contribut[e] to a broader loss of 

confidence in markets.”77 Since then, the asset management industry has 

                                                 
73 Id.  
74 See MetLife, Information Regarding MetLife’s SIFI Designation, 

https://www.metlife.com/sifiupdate/index.html (last visited Feb. 22, 2016) (providing information 

regarding the judicial review of the designation). 
75 From 2001 to 2013 MetLife was, actually, supervised by the Fed, which agency also coordinated 

with state insurance regulators. But Fed oversight ceased when MetLife de-registered as a bank holding 

company. Id. at 28.  
76 See, e.g., Minutes of the Financial Stability Oversight Council, July 31, 2014, 

https://www.treasury.gov/initiatives/fsoc/council-meetings/Documents/July%2031,%202014.pdf. As 

FSOC describes this sector, “A number of different types of types of entities subject to varying 

regulatory frameworks engage in asset management activities, including but not limited to registered 

investment advisers, banks and thrifts, insurance companies, commodity trading advisors, and 

commodity pool operators.” FIN. STABILITY OVERSIGHT COUNCIL, UPDATE ON REVIEW OF ASSET 

MANAGEMENT PRODUCTS AND ACTIVITIES 1 (April 2016), 

https://www.treasury.gov/initiatives/fsoc/news/Documents/FSOC%20Update%20on%20Review%20of

%20Asset%20Management%20Products%20and%20Activities.pdf [hereinafter ASSET MANAGERS 

UPDATE]. 
77 OFFICE OF FIN. RESEARCH, ASSET MANAGEMENT AND FINANCIAL STABILITY 17-19 (Sept. 2013); see 

Gustave Laurent & Massimiliano Neri, Assessing the Systemic Importance of Asset Managers and Investment 
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vigorously contested its putative SIFI status.78 

Using the designation power to label asset managers as SIFIS would be 

a substantial extension of the power. As others have pointed out, these 

institutions operate in ways that are “completely different from the banks 

or investment banks that suffered losses in the financial crisis.”79 In 

particular, their contagion risk—which has been used to justify forward-
looking regulation to curb systemic risk—is fundamentally different from 

that posed by banks.80 Say, for example, a bank suffers losses, and cannot 

pay out on the insurance contracts that it has written referencing mortgage-

backed securities. The counterparties to those contracts (i.e., other banks) 

will suffer losses. In this way, a bank’s financial losses can have a ripple 
(that is, contagion) effect. But this type of counterparty interconnectedness 

does not necessarily exist with respect to asset managers. If a large asset 

manager—like Blackstone—suffers losses, those losses will impact the 

fund’s investors, but not necessarily other financial institutions in a 

domino-type fashion.81  

In April 2016, the FSOC provided a public update on its review of the 
asset management industry.82 It did not move forward with any SIFI 

designations, but commissioned further study relating to the liquidity and 

redemption risks in pooled investment vehicles, leverage risk in hedge 

funds, operational risk in service providers, securities lending more 

generally, and resolvability of asset managers in the event of a stress 
scenario.83 Notably, this most recent work of the FSOC suggests a focus on 

                                                                                                                            
Funds, FIN. RESEARCH CNTR. WORKING PAPER 1/2015 (Nov. 2015), available at 

http://ssrn.com/abstract=2691642. 
78 See Evan Weinberger, Regulators Back Down on Asset Managers SIFI Designations, LAW360, July 30, 

2015, http://www.law360.com/articles/685424/regulators-back-down-on-asset-manager-sifi-

designations (noting that the industry has objected to the designation).  
79 Hearing on The Growth of Financial Regulation and its Impact on International 

Competitiveness, H. Fin. Servs. Subcomm. on Oversight & Investigations, The Financial Stability 

Oversight Council and the Financial Stability Board: Issues in International Regulation 6 (Mar. 5, 2014) 

(statement of Peter J. Wallison) [hereinafter Wallison statement].  
80 Traditional asset managers include those firms that engage in more run-of-the-mill investment 

strategies—such as private equity or long only investments. This characterization would not hold true 

for large hedge funds that engage in complex swaps transactions with significant counterparty risk to 

other financial actors.  
81 See id. at 3 (explaining this distinction). 
82 ASSET MANAGERS UPDATE, supra note 76. 
83 See Press Release, Financial Stability Oversight Council Releases Statement on Review of Asset 

Management Products and Activities, Apr. 18, 2016, https://www.treasury.gov/press -center/press-

releases/Pages/jl0431.aspx. 
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activities and products rather than individual asset management entities.84  

 

II. THE COSTS OF A BINARY DESIGN 

 

As Part I explained, Congress handed the FSOC a binary tool: FSOC is 
mandated to evaluate a company and determine whether or not it is a SIFI. 

This Part suggests that the binary nature of this designation power—which 

operates like a regulatory on-off switch—incentives socially and 

economically undesirable behavior, both on the part of financial 

institutions as well as the regulators.  

To illustrate that phenomenon, Part II first explores how the 
designation power has motivated financial institutions to resist the 

designation (through litigation and company restructuring), and also how 

it can politicize the process. Part II suggests that the former behavior is a 

reaction to the stark consequences of a binary system—which, from the 

institutions’ perspective, exposes them to an all-or-nothing (i.e. high-
stakes) situation. Meanwhile, a binary system creates an opportunity for 

regulators to create regulatory winners and losers—with accompanying 

incentives to let political, rather than technical, factors to influence 

decisionmaking. The primary aim of Part II is to draw attention to an array 
of costs that such behavior—which is at least in part a reaction to a binary 

system—creates.    

To be clear, Part II’s discussion does not make a wholesale attack on 

FSOC’s mission and mandate. Rather, its principal goal is to highlight a 

design flaw in the designation power. Ultimately, by providing a more 

complete understanding the costs associated the SIFI designation power, 

the analysis in Part II should enable legislators and policymakers to reach a 
more socially optimal result—one that furthers the FSOC’s stability 

mission while, at the same time, increases the efficiency of nonbank SIFI 

regulation.85 

                                                 
84 See James R. Burns, Justin L. Browder & Kelly L. Donnelly, FSOC Releases Update Statement on 

Review of Asset Management Products and Activities, Willkie Farr & Gallagher LLP, May 2016, at 2, 

http://www.willkie.com/~/media/Files/Publications/2016/05/FSOC_Releases_Update_Statement_on_Re

view.pdf. 
85 See infra  Part III (discussing the normative implications of Part II’s cost analysis and proposing 

policy modifications to address them). 
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A.  Regulatory Avoidance 

 

In the current framework, a SIFI label has significant regulatory 

consequences. Perhaps most substantially, the designation triggers the full 
host of bank-like prudential requirements, impacting the institution’s 

capital, investing, and lending decisions. This additional prudential 

regulation is not only expensive (tying up capital which could otherwise be 

used for lucrative investment), it is also operationally intrusive and 
potentially disruptive to a firm’s investor (and other) relationships.86 The 

label is also quite sticky; once applied, it appears difficult to remove.87 

While the statute requires the FSOC to annually review an institution’s 

designation, until recently, the Council had voted to re-approve each of the 

four SIFI’s designations with little explanation why in the public record.88 
(In summer of 2016, the Council did, however, vote to rescind GE’s label—

but only in response to GE’s significant restructuring.) 

This Section suggests, based on recent examples, that these 

                                                 
86 See, e.g., Thais Laerkholm-Jenson, The Cost of Financial Stability: How Increased Capital 

Requirements to Banks Impact Firm Growth , Univ. of Copenhagen, (unpublished manuscript, Aug. 2013), 

http://www.sbs.ox.ac.uk/sites/default/files/Business_Taxation/Events/conferences/doctoral_meeting/20

13/laerkholm-jensen.pdf (demonstrating that firms’ financing costs increase when required to hold 

more equity capital and noting that any decreased costs of equity financing that come along with being 

safer are outweighed by the overall increase in funding costs due to the tax advantage of debt over 

equity); Laura Noonan, Banks Face Pushback Over Surging Compliance and Regulatory Costs, FIN. TIMES, 

May 28, 2015, http://www.ft.com/intl/cms/s/0/e1323e18-0478-11e5-95ad-

00144feabdc0.html#axzz44Druncbc (noting the expense of complying with heightened capital 

requirements and providing information to regulators for stress testing). See supra note Error! 

Bookmark not defined. and accompanying text. 
87 See Ryan Tracy, Victoria McGrane & Justin Baer, Fed Lifts Capital Requirements for Banks, WSJ, 

July 20, 2015, http://www.wsj.com/articles/fed-set-to-finalize-amount-of-capital-big-banks-must-

maintain-1437410401 (“No company has been able to lose the label of ‘systemically important’).  
88 Admittedly, Met Life was successful in shedding the label via judicial review. But the 

government appealed that decision, and it is unclear whether the district court’s decision will stand or 

whether other courts would be persuaded by its logic. See, e.g., Resolution Regarding Reevaluation of 

Determination Regarding Prudential Financial, Inc. (Dec. 17, 2015) (notional vote at meeting), 

https://www.treasury.gov/initiatives/fsoc/council-

meetings/Documents/December%2017,%202015,%20Notational%20Vote.pdf. In February 2015, the 

FSOC altered its process to ostensibly make the annual review process more meaningful. See Minutes of 

the Financial Stability Oversight Council, Feb. 4, 2015, 

https://www.treasury.gov/initiatives/fsoc/council-meetings/Documents/February%204,%202015-

Minutes.pdf. Time will tell what substantive changes this will bring and whether the public  will be 

made privy to its analysis.  
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consequences of a SIFI label—regardless whether they are real or 

anticipated—incentivize nonbank financial institutions to avoid or resist 

the designation. This Section assesses the costs of such avoidance.89 

Importantly, these costs are properly seen as distinct from those that are 

imposed directly on a financial institution (that is to say, separate from the 
direct expense of complying with additional regulation). Rather, this 

Section points to externalized, and perhaps unanticipated, costs that may 

result from institutions’ avoidance behavior. Because these costs will not be 

fully absorbed by the regulated institutions, they suggest some inefficiency 

in the regulation’s current design.90  

 
1. Litigation  

 

The MetLife litigation is a prime illustration of a SIFI avoiding or 

resisting the FSOC’s designation through litigation. In January 2015, 

shortly after its SIFI designation, MetLife sued the FSOC under section 
113(h) of the Dodd-Frank act, § 500 of the Administrative Procedure Act, 

and the Due Process Clause of the U.S. Constitution.91  

The company challenged the designation on multiple grounds. It 

alleged that the FSOC’s determination at step one—that its “material 

financial distress could lead to an impairment of financial intermediation 

or financial market functioning that would be sufficiently severe to inflict 
significant damage on the broader economy”—was arbitrary and 

capricious.92 It also claimed that, in evaluating the institution in steps two 

                                                 
89 See Patrick Jenkins, MetLife Ruling a  Spur to Given Financial Stability Board Teeth, FIN. TIMES, Apr. 

5, 2016, http://www.ft.com/intl/cms/s/0/55cb3ac6-f7f4-11e5-96db-

fc683b5e52db.html?ftcamp=crm/email//nbe/InsideBusiness/product#axzz44xv7hmo6 (noting that 

“[r]egulators, under pressure from a resurgent financial sector and a political agenda for deregulation, 

are clearly on the back foot both in asset management and insurance”).  
90 See Speech, Donald Kohn, External Member of the Financial Policy Comm., Bank of England, 

Comparing UK and US Macroprudential Systems: Lessons for China , May 11, 2014, at 4 (“Precise, 

quantitative cost benefit analysis is unlikely to be possible for proposed macroprudential actions, but, 

as in all economic decisions, a cost-benefit mindset is required to enhance public  welfare .”). See J.J. 

Lafont, Externalities, in THE NEW PALGRAVE DICTIONARY OF ECONOMICS (Steven N. Durlauf & Lawrence 

E. Blume eds., 2008) (“Externalities are indirect effects of consumption or production activity, that is, 

effects on agents other than the originator of such activity which do not work through the price 

system.”).   
91 See Complaint, MetLife, Inc. v. Fin. Stab. Oversight Council, 1:15-cv-00045, Dkt. 1, ¶ 1 (filed Jan. 

13, 2015 D.D.C.). 
92 Id. ¶ 1 ,3.  
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and three, that FSOC (1) misunderstood the state insurance regulatory 

regime to which it is already subject; (2) focused mainly on its size and 

interconnectedness, characteristics which could apply to basically any large 

financial institution; and (3) relied on “vague standards and assertions, 

unsubstantiated speculation, and unreasonable assumptions.”93 Finally, 
MetLife alleged that the Council denied MetLife access to the data it relied 

on to reach the SIFI conclusion.94  

This litigation delayed the FSOC from taking further action regarding 

MetLife and thus prevented the Fed from imposing prudential standards 

on that institution.95 Further uncertainty will result while the case pends on 

appeal. Similarly, asset managers, though not yet designated, have also 
resisted the FSOC’s review of their potential SIFI status.96 Like MetLife, the 

industry has devoted resources (analytic and lobbying) to forestalling a 

SIFI label, which may account for the long delay—perhaps hiatus—in any 

FSOC action regarding its status.97  

 

2. Restructuring  

 

The designation power has also incentivized nonbank SIFIs to 
restructure their business models to avoid or remove the label. Already, 

two of the four institutions designated as SIFIs have begun to (or 

announced plans to) restructure in order to shed the SIFI label.98 

                                                 
93 Id. ¶ 4. 
94 Id.  
95 Oral arguments began in February 2016. See John Heltman, Judge Grills Regulators in MetLife SIFI 

Case, AM. BANKER, Feb. 11, 2016. 
96 See, e.g., Assets or Liabilities?, ECONOMIST, Aug. 2, 2014 (reporting the “powerful counter-

arguments” the asset management industry has made to counter their SIFI status); Chris Flood, SIFI 

Rules Set To Net More Asset Managers, FIN. TIMES, Mar. 15, 2015, 

http://www.ft.com/intl/cms/s/0/a62ac16e-c8c3-11e4-8617-00144feab7de.html#axzz410qFGuFl; see a lso 

Speech, Comm’r Daniel M. Gallagher, SEC, Banker Regulators at the Gates: The Misguided Quest for 

Prudential Regulation of Asset Managers: Remarks at the 2015 Virginia Law and Business Review Symposium , 

Apr. 10, 2015, https://www.sec.gov/news/speech/041015-spch-cdmg.html (registering the SEC’s 

disagreement with the suggestion that asset managers should be subject to prudential regulation).  
97 Press Release, Fin. Stability Bd., Next Steps on the Assessment Methodologies for Non-Bank Non-

Insurer Globally Systemically Important Financial Institutions (NBNI-GSIFIs), July 30, 2015, 

http://www.fsb.org/wp-content/uploads/NBNI-G-SIFI-Next-Steps-Press-Release.pdf (noting that on the 

international level, the Financial Stability Board will delay its assessment of asset managers as SIFIs in 

light of industry comments received). 
98 See Tracy et al., supra note __ (noting that “for Wall Street banks and their investors, the 
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 GE was the first. About a year after its SIFI designation, GE announced 

that it would begin siphoning off pieces of GECC, such that it may no 

longer be considered systemically important under the existing binary 

regime.99 Its plan, in short, involves shrinking its assets by over half.100 This 

strategy was, in fact, successful in shedding the SIFI101 

Following the GE example, other nonbank companies are likely to view 
restructuring as a plausible (perhaps the singular) route to avoiding the 

SIFI label. MetLife announced in January 2016 that it would also be 

breaking itself up, pending SEC approval of its reorganization plan.102 That 

company was explicit that the SIFI designation drove its restructuring 
decision.103 As the American Banker reported, “MetLife has admitted that 

the risk of increased capital requirements steered it towards the decision to 

break up its businesses, among other factors[, because the] company had 

been experiencing issues with profitability. . . .”104 And Carl Icahn sent an 

open letter to AIG in the fall of 2015 calling for its break-up in order to shed 

the SIFI label.105  

Certainly, many would argue that spurring the break-up of large 
financial institutions is precisely the outcome Dodd-Frank’s Title I 

intended. But, as the following Section explains, there is a serious question 

as to whether there are costs associated with the break-up of major 

financial institutions which would outweigh or at least negate the 

perceived benefits.  

 

                                                                                                                            
emerging regime presents a series of choices: specifically whether to pay the cost of new regulation, 

which will fall to the bottom line, or change the ir business models by shedding businesses or 

withdrawing from certain markets, such as owning commodities”).  
99 The company is currently in the process of working to obtain regulatory approval of its 

divestiture plan. Press Release, GE To Create S impler, Mo re Valuable Industrial Company by Selling 

Most GE Capital Assets, Apr. 10, 2015, 

http://www.ge.com/sites/default/files/ge_webcast_press_release_04102015_1.pdf.  
100 See Tracy et al., supra note __. 
101 Id. (noting that “[n]o company has been able to lose the label of ‘systemically important’ and the 

Fed didn’t promise GE would be able to, either”). 
102 See John Heltman, MetLife To Break Itself Up, Citing ‘Regulatory Environment, AM. BANKER, Jan. 

12, 2016. 
103 But see Ian McKendry, No Proof SIFI Label Prompted Asset Sales: Treasury’s Lew, AM. BANKER, 

Mar. 23, 2016 (suggesting that these companies’ decision to sell assets was not motivated by the desire 

to get rid of the SIFI label).  
104 Heltman, supra note 102.  
105 Id.  
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3. Avoidance Costs  

 

These examples have illustrated just two ways in which financial 

institutions can avoid the SIFI label. Again, this Article’s core claim is that 

the impulse to resist the label is driven, in substantial part, by the binary 

nature of the designation power—that is, the strength of institutions’ 
reactions is related to the fact that a SIFI label is an all-or-nothing 

proposition. A designation lumps one in with banks; avoiding it means the 

status quo. This Section discusses the costs of the regulatory avoidance that 

such dichotomy incentivizes: among them are information asymmetries, 

insufficient prudential oversight, and possibly inefficient business 

decisions.   

Information Asymmetries. — Optimal regulatory decisions depend on 

high-quality information. As Fremeth and Holburn have established, 

information asymmetries between regulators and regulated parties 

increase regulators’ “decision costs” and thus delay socially valuable 

policy action.106 In prior work, I also have argued that regulatory decisions 
will be more in line with social goals (rather than industry special interest) 

when regulators have access to high-volumes of high-quality information 

about the nature of financial institutions’ activities (particularly complex 

ones).107 

Yet, in resisting designations, firms may corrupt the quality of the risk-

related information that regulators receive by engaging in regulatory 
arbitrage.108 This behavior—arbitrage—occurs when a financial institution 

                                                 
106 See Adam R. Fremeth & Guy L.F. Holburn, Information Asymmetries and Regulatory Decision 

Costs: An Analysis of U.S. Electric Utility Rate Changes 1980-2000, J. OF L., ECON. & ORG., Feb. 2, 2010 

(theorizing that “all else equal, agencies with better information will be more likely to initiate policy 

changes since the costs of obtaining the necessary evidence to justify the change will be lower”).  
107 See Christina Parajon Skinner, Whistleblowing and Financial Innovation, 94 N.C. L. REV. 

(forthcoming 2016). 
108 Though definitions vary, regulatory arbitrage generally involves an institution’s effort to 

exploit discrepancies in regulatory regimes in order to minimize a firm’s regulatory burden and 

expense. See Dan Awrey, Complexity, Innovation, and the Regulation of Modern Financial Markets, 2 HARV. 

BUS. L. REV. 235 (2012) (defining regulatory arbitrage as “transactions or strategies designed to exploit 

gaps or differences within or between regulatory regimes, ultimately with the intention of either 

reducing costs or capturing profits”); See John C. Coffee, Jr., Extraterritorial Financial Regulation: Why 

E.T. Can’t Come Home, 99 CORNELL L. REV. 1259, 1260 (2014) (discussing the problem of some 

jurisdicitons agreeing to tighten regulatory requirements and others holding out); Sean J. Griffith, 

Substituted Compliance and Systemic Risk: How to Make a  Global Market in Derivatives Regulation, 98 MINN. 

L. REV. 1291, 1324-28 (2014) (offering a definition of regulatory arbitrage); Frank Partnoy , Financial 

 



28 Regulating Nonbanks   [20-Nov-16 

 
re-characterizes or re-approaches a particular activity in order to avoid the 

technical application of a regulation, but does nothing to actually change 

the underlying risk involved in the regulation—in a sense, skirting the 

letter, but not the spirit, of a rule.  

Regulatory arbitrage is a perennial challenge where complex financial 

activity is concerned, given the difficulty of designing rules that fully 
capture all possible versions of a risk-producing behavior. Accordingly, 

where there are precise, ex-ante rules, sophisticated financial institutions 

can be expected to attempt to arbitrage around them.109 Some consider 

banks’ balance-sheet treatment of mortgage-backed securities (“MBS”) in 

the years preceding the 2008 crisis an example of regulatory arbitrage110: 
that, in an effort to avoid capital adequacy requirements, banks 

misleadingly characterized and accounted for their investment in asset-

backed securities.111 Other commentators have suggested that financial 

institution efforts to avoid post-crisis rules requiring the retention of some 

portion of the risk related to any asset-backed securities is, again, 

regulatory arbitrage.112  

Based on this long-standing practice—as Professor Annalise Riles calls 

it, “a cat and mouse game” between regulators and the regulated—

nonbank financial companies’ may take considerable effort to appear less 

bank-like to the FSOC.113 As such, the binary designation may motivate 

these companies to withhold or distort information about their financial 
activities and exposures to portray a less risky picture. To a similar end, 

                                                                                                                            
Derivatives and the Costs of Regulatory Arbitrage, 22 J. CORP. L.. 211, 211 n.1 (1997); Annelise Riles, 

Managing Regulatory Arbitrage: A Conflict of Laws Approach , 47 CORNELL INT’L L.J. 63, 70 (2014) 

(discussing regulatory arbitrage among global financial institutions, which, in the absence of a 

harmonized system of international rules, generally operate in a milieu of national regulatory 

frameworks 
109 See Frank Partnoy, ISDA, NASD, CFMA, and SDNY: The Four Horsemen of Derivatives 

Regulation?, BROOKINGS-WHARTON PAPERS ON FIN. SERVS. 2002. 
110 As Awrey succinctly describes it, “securitization is a process whereby the cash flows associated 

with non-liquid assets are pooled together, restructured and sold as securities.” Id. at 269.  
111 Id. at 271 (noting that the more assets a bank could repackage and sell via securitization, the 

more capital it could deploy toward new investments, and the more assets it would have to fuel the 

securitization machine). The regulatory arbitrage was accomplished creating off-balance-sheet entities 

to hold the MBS (which was a fiction since the main entity guaranteed the obligations of the SPV). Viral 

V. Acharya & Matthew O. Richardson, Causes of the Financial Crisis, 21 CRITICAL REV. 195, 200-01 (2009). 
112 See, e.g., Sam Goldfarb & Serena NG, Financial Engineers Take on New Rule with More Engineering, 

Wall St. J., Oct. 17, 2016, http://www.wsj.com/articles/financial-engineers-take-on-new-rule-with-more-

engineering-1476696600. 
113 Annalise Riles, Managing Regulatory Arbitrage, 47 Cornell Int’l L.J. 63, 66 (2014). 
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institutions may turn to restructuring—using complex divesture plans and 

new business structures to create a favorable (but possibly inaccurate) 

picture of the type of risk that is actually being removed.  

Relatedly, the designation power may very well incentivize a financial 
institution to arbitrage its regulators—making the case that it is best 

overseen by a local (or international) regulator, rather than the Fed.114 The 
nature of other regulatory oversight is a factor that FSOC considers when 

making its determination.115  Presumably, then, if an institution falls under 

a local or foreign regulator’s purview, it has a stronger case that Fed 

regulation is unnecessary. For that reason, a substantial aspect of MetLife’s 

legal claim against the FSOC is that it is already supervised by an extensive 
state insurance regulatory regime.116 Although the district court in that case 

was not persuaded by that argument, it remains possible the mere prospect 

of displacing or avoiding a SIFI label through evidence of an alternative 

regulatory schema will skew incentives: other nonbank SIFIs (and would-

be SIFIs) may default to a misleading picture of the risk that the institution 

poses to national economic stability. 

Ultimately, distorting information in any of these ways would 

exacerbate already substantial informational asymmetries between the 

industry and regulators, making it difficult for regulators to develop 

effective stability measures. This limitation can be especially pernicious to 

stability when regulators are required to act in times of crisis or shock.117 In 
recent work, Professor Kathryn Judge argues that information limitations 

of this sort in fact impeded regulators’ response during the 2008 Crisis and 

prompted them to make socially suboptimal decisions.  Reconstructing the 

events of the Crisis with primary source materials, Judge explains that the 

                                                 
114 Countrywide notably engaged in this kind of regulator-shopping, which was publicly revealed 

by a statement from its former CEO, Angelo Mozilo, that “[t]he conversion to a savings bank charter 

better aligns the regulatory supervision of the company with our strategic objectives, and will help us 

better leverage our real estate finance-focused business model for competitive advantage in the current 

market place.” Moyer & Elis, supra note __.  
115 See supra Part I.B. (discussing the statutory criteria used in the designation process).  
116 See Complaint, MetLife, Inc. v. Fin. Stab. Oversight Council, 1:15-cv-00045, Dkt. 1, ¶28 (filed Jan. 

13, 2015 D.D.C.). 
117 The financial system can certainly suffer shocks and liquidity disrupting events that fall short of 

a full-blown crisis.  The “flash crash” of 2010—in which the Dow Jones suddenly dropped by one 

thousand points—is a case in point.  See Aruna Viswanatha, Bradley Hope, & Jenny Strasburg, ‘Flash 

Crash’ Charges Filed, WALL STREET J. (Apr. 21, 2015), http://www.wsj.com/articles/u-k-man-arrested-on-

charges-tied-to-may-2010-flash-crash-.  
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Fed lacked sufficient information about what was going on with troubled 

institutions—particularly during the first year of the Crisis.  As a result of 

this information “gap,” the “only alternative available” to these regulators 

was to bail out ailing institutions like AIG, creating “massive moral hazard 

and expos[ing] the government to credit risk.”118 Based on her case study 
analysis, Professor Judge concluded that in the early days of the Crisis, the 

Fed “lacked the information and understanding it needed to face the 

challenges ahead” and that “[t]he near failure of Bear revealed that the Fed 

lacked access to timely information about the health of at least some 

systemically important financial institutions.”119 

Cloudy or corrupted information—an indirect byproduct of regulatory 
arbitrage—is thus a serious potential cost of a binary designation power. 

Nonbank financial companies’ efforts to reduce or distort information 

about the true nature of their financial activities and exposures can reduce 

the quality (i.e., accuracy) of regulators’ intellectual tools for responding to 

economic shocks or crises. These kinds of informational asymmetries are 
also likely, for the same reason, to slow if not prevent regulators’ ability to 

prevent or stymie crisis.120 Moreover, the act of trying to re-characterize 

activities may in fact increase systemic risk because it requires an increase 

in complexity and the creation of products or transactions that can be very 

difficult to unwind.  

Supervisory Scope. — Financial institution efforts to avoid the 

designation power can also result in an overly narrow supervisory scope.121 

In the most straightforward case, there may be certain nonbank institutions 

that successfully avoid a SIFI label—through litigation or restructuring—

yet still pose some material risk to the financial system. Assuming that the 
Fed should have some prudential authority over a broad range of financial 

institutions that pose stability risks, then, in cases of avoidance, the Fed’s 

                                                 
118 Kathryn Judge, Shadow Banking and Information Gaps, 116 COLUM. L. REV. (manuscript at 6) 

(forthcoming 2016). 
119 Id. at 36, 42.  
120 For scholars of regulatory arbitrage, the designation power thus provides another example of 

the ways in which bright-line, ex ante rules can incentivize costly behavior. See Partnoy, supra note 109. 
121 For insurance-oriented companies, this cost may be closely related to regulatory arbitrage. As 

Professor Daniel Schwarcz suggests, the current entity -centric  nature of state insurance regulation 

enables a significant amount of regulatory arbitrage, which, he argues, could be mitigated by subjecting 

insurance-focused holding companies to consolidated Fed regulation. See Daniel Schwarcz, The Risks of 

Shadow Insurance, 50 GEORGIA L. REV. 163 (2015). 
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supervision will fall short. And as a normative matter, there are several 

reasons why such broad Fed jurisdiction is desirable—and the lack of it, 

socially and economically costly.  

For one, expansive Fed supervision can improve regulatory 

coordination, which, in turn, improves the government’s ability to respond 

to or even prevent economic crisis.122 Related, it could be productive to 
concentrate subject matter expertise regarding complex, global financial 

institutions (banks and nonbanks alike) under the Fed’s purview. Take the 

insurance industry as a counterexample. In the absence of Fed supervision, 

insurance companies—regardless of how complex, diversified, and 

multijurisdictional—are regulated by state insurance regulators. But as the 
FSOC has pointed out, these state regulators tend to lack experience with 

complex and innovative financial activities; they may even lack authority 

to regulate those activities and assets at all.123  

Finally, in the absence of the Fed’s supervision, another state, 

municipal or international regulatory regime applies what may very well 

be overly lax standards.124 Some empirical research bears this out. For 
example, Agarwal and his co-authors have found broad evidence of 

“regulatory inconsistency” between state and federal financial regulators, 

based on data extending beyond the insurance context.125 Their research 

reveals that state regulators are more lenient than federal regulators 

(possibly, they conjecture, because state regulators are captured by their 
constituents).126 Related, in an extensive literature on regulatory 

                                                 
122 The disparate and patchwork system of federal financial regulation that currently exists has 

been cited as a regulatory failure in connection with the Crisis. See, e.g., Gallagher, supra note 96 (stating 

that prudential regulators are able to “push the envelope of imposing their prudential regulation on 

capital markets . . . because they . . . adhere to a false narrative of the financial crisis that says capital 

markets regulators like the SEC failed, and the markets and market participants overseen by capital 

markets regulators were a major cause of the financial crisis”).  
123 See METLIFE DESIGNATION, supra note 72, at 26-28. 
124 Professor Daniel Schwarcz has elsewhere written on the problems with “entity -centric” 

regulation in the insurance industry, which underappreciates the reality that most insurance companies 

operate as a group of related companies. In this schema, Professor Schwarcz argues, too much falls to 

state regulators, who are poorly incentivized to conduct the necessary group-oriented supervision. 

Daniel Schwarcz, A Critical Take on Group Regulation of Insurers in the United States, 5 U.C. Irvine L. Rev. 

537 (2015). 
125 Sumit Agarwal et al., Inconsistent Regulators: Evidence From Banking  (unpublished manuscript) 

(Sept. 2012), available at http://www.usc.edu/schools/business/FBE/seminars/papers/F_9-7-12_SERU.pdf. 
126 See, e.g., William L. Cary, Federalism and Corporate Law: Reflections Upon Delaware, 83 YALE L.J. 

663 (1974); James C. Cox, Rethinking U.S. Securities Laws in the Shadow of International Regulatory 

Competition, LAW & CONTEMP. PROBS., Autumn 1992, at 157, 163–64. But see, e.g., S tephen J. Choi & 
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competition, corporate law scholars have discussed the various reasons 

why states compete for corporate charters—including for reasons relating 

to the desire for lucrative (i.e., tax-paying and job-creating) business.127 And 

these regulators well know that the best way to attract corporate residents 

is to provide a regulatory environment that is more lenient than their 

competitors. 

For all of these reasons, striking the right supervisory scope seems 

integral to the new stability agenda. An under-inclusive supervisory scope 

may allow a buildup of risk in the system by scattering responsibility for 

oversight or by entrenching rules that are insufficiently tailored or 

intense.128 It can also, as with information asymmetries, cause delays in 
corrective action needed to prevent or stymie a crisis.129 If financial 

institutions resist the SIFI label, however, the Fed is unlikely to achieve an 

ideally broad supervisory scope.130   

Regulatory Agility. — The expenditure of regulatory resources may be a 

third cost of avoiding the designation power, and one that could also 

undermine the stability agenda. Defending the SIFI process and 
determinations in litigation and conducting in-depth annual re-evaluations 

in response to restructures will inevitably consume FSOC resources. Those 

resources will thus be diverted from the review of new potential risks 

posed by nonbank financial institutions, further reducing the likelihood 

that the FSOC (and Fed) will achieve an optimal supervisory scope. 
Notably, the FSOC has not designated any new SIFIs since 2014, and it 

seems to have put its assessment of the asset management industry on the 

backburner.  

                                                                                                                            
Andrew T. Guzman, National Laws, International Money: Regulation in a  Global Market, 65 FORDHAM L. 

REV. 1855, 1860 (1997) (arguing that regulatory competition creates a “race to the top”). See also Roberta 

Romano, Law as a Product: Some Pieces of the Incorporation Puzzle, 1 J.L. ECON. & ORG. 225, 227–32 (1985) 

(arguing that Delaware’s innovations in corporate law spurred a race to the top). But see a lso Lucian 

Arye Bebchuk, Federalism and the Corporation: The Desirable Limits on State Competition in Corporate Law, 

105 HARV. L. REV. 1435 (1992) (arguing, contrary to Romano’s claim, that state competition for 

corporation charters creates a race to the bottom). 
 
128 See Agarwal et al., supra note 125, at 21 (finding a connection between bank failures and lax 

regulation).  
129 See id. at 2 (citing the example of Washington Mutual Bank and the congressional finding that 

the failure to take corrective action vis-à-vis that institution prior to the Crisis was due to inconsistent 

oversight by the OTS and FDIC).  
130 Professor Daniel Schwarcz has also argued in favor of a broad Fed jurisdiction, in the context of 

insurance-oriented companies. See Schwarcz, supra note 124, at 141.  
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Moreover and related, dedicating limited regulatory resources to 

confronting institutions’ SIFI evasion may reduce the FSOC’s agility—the 

time and manpower available to quickly designate or de-designate 

institutions to accurately reflect current market risks and conditions. As 

Professor John Coffee points out, “[e]conomic shocks are rarely 
predictable” and are often “sudden.”131 Given that reality, maintaining 

adequate resources to shift institutions in and out of the Fed’s regulatory 

purview should also be seen as integral to the Council’s financial stability 

goals.  

Distorted Business Decisions. — In addition to the ways in which SIFI 

avoidance has stability costs, that behavior can also have economic costs 
when influencing management decisions about the structure and scope of 

the business.  

To see why the binary mechanism can have this effect—with ensuing 

costs—a tax analogy is instructive. Say there is a tax scheme in which a 

business is taxed 20% when it makes $100. If the business makes more than 

$100—say, $200—it is taxed 20% on the first $100 and 30% on the second 
$100. This is a marginal tax scheme. Under such scheme, the business 

manager will make decisions about how to run his or her business, and 

pursue profit, in the ordinary course. The tax system does not affect how 

much money he or she attempts to make. Now, imagine the system is as 
follows. For any amount over $100, the business is taxed 30% on everything. 

In this system, the business manager will avoid crossing the $100 

threshold, and only do so if paying 30% tax on all revenue would still 

produce more profit than making some profit just under $100.  Under this 

system, business decisions are distorted. In a similar fashion, the effect of a 

binary designation is such that firm managers face incentivizes to keep 
their business under the specific size or activity threshold that regulators 

have identified as ‘safe’—or to break-up in order to fall under that 

threshold.  

That the lack of a more marginal designation scheme is inducing 

restructuring decisions is further suggested by the counterexample of 

banks. Quite unlike the binary system that applies to nonbanks, the Dodd-
Frank Act introduced a tiered system of capital regulation for banks.132 

                                                 
131 Coffee, supra note 21, at 797. 
132 See Speech, Daniel K. Tarullo, Bd. of Governors of the Fed. Reserve Sys., Gov., May 8, 2014, 
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Under this system, banks are now divided into 5 different “levels,” 

according to size, with regulation increasing in stringency as a bank moves 

up the size ladder.133 Banks with over $50 billion in assets are regulated the 

most aggressively. Although some still see this “segmented” structure as a 

“tax on growth,”134 it bears noting that there have not been a substantial 
number of bank break-ups since the passage of Dodd-Frank. Further 

empirical testing is needed to conclusively determine causation, but for 

present purposes, it is at least interesting to observe (and craft hypotheses 

based on) the foil. 

Skewing a firm’s decision to restructure, when it otherwise would not, 

may have economic costs that are at least in part passed on to consumers. 
Basic economic theory teaches that large financial institutions may benefit 

from economies of scale and scope.135 These production economies allow 

firms to produce goods with greater variety and at lower cost. 

Accordingly, absent regulatory intervention, “[i]f an industry’s technology 

allows for both economies of scale and scope, the industry will tend to be 

made up of large diversified firms.”136  

This suggests that financial institutions that have naturally become 

large and diversified may be structured that way for efficiency reasons.137 

In that case, regulation that motivates such an institution to reduce its size 

and fracture its operations may ultimately reduce consumer welfare—

because the larger, conglomerate entity can provide financial services to 
consumers at relatively lower cost, higher quality, and greater variation 

and innovation. In time, the break-up of GE may bear this prediction out. 

Presently, it remains unclear from an economic standpoint whether 

                                                                                                                            
http://www.federalreserve.gov/newsevents/speech/tarullo20140508a.htm (presenting his view that 

banking regulation should not be a “unitary endeavor”); Speech, Daniel K. Tarullo, Bd. of Governors of 

the Fed. Reserve Sys., Gov., Nov. 7, 2014, 

http://www.federalreserve.gov/newsevents/speech/tarullo20141107a.htm.  
133 Dodd-Frank Act, § 165. 
134 See Thomas Vartanian & David Ansell, Tiered Regulation for Banks Is a  Tax on Growth , AM. 

BANKER, Dec. 16, 2014. 
135 See Mark Dijkstra, Economies of Scale and Scope in the European Banking Sector 2002-2011, 

Amsterdam Law School Legal Studies Research Paper No. 2013-44 (Aug. 2013), available at 

http://ssrn.com/abstract=2311267. 
136 Jeffrey A. Clark, Economies of Scale and Scope at Depository Financial Institutions: A Review of the 

Literature, ECON. REV., Sept./Oct. 1988, at 17. 
137 See Paul Davis, Western Alliance to Buy GE Capital’s Hotel Finance Portfolio, AM. BANKER, Mar. 29, 

2016; Ryan Tracy, Fed Approves Goldman Sachs Purchase of GE Capital Bank, WSJ, Mar. 21, 2016, 

http://www.wsj.com/articles/fed-approves-goldman-sachs-purchase-of-ge-capital-bank-1458572711. 
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consumers are better off in a market consisting of a smaller GE, together 

with a Blackstone, Goldman Sachs, Western Alliance, and Wells Fargo that 

have absorbed pieces of GE Capital than they were with a mega-GE. 

Certainly, the theoretical cost to consumer welfare exists—both with GE 

and prospectively, with respect to other potential and existing nonbank 

SIFIs.  

To be sure, trading-off efficiency for stability could be a legitimate 

policy prerogative. However, at this juncture, it is unclear whether there 

are such offsetting stability benefits. Industry analysts and regulators 

continue to debate the issue. While some argue that small institutions 

would pose less risk to the financial system, others predict that breaking 
up large institutions will have knock-on effects to market liquidity (among 

others), which could increase fragility on balance.138 In short, it is at least 

theoretically costly to distort businesses decisions in a way that 

incentivizes large firms to break-up, while the stability benefits of 

downsizing contrary to market equilibria are still uncertain.139  

 

B.  Political Regulation  

 

The binary design of the designation power also makes the SIFI label 
vulnerable to political pressure. After all, a binary designation means that 

regulators must dichotomize financial institutions—between those that are 

systemically risky and those that are not—and to do so according to 

relatively broad and ill-defined criteria. In a crude sense, then, those that 

are designated are regulatory ‘losers’ and those that are not are regulatory 
‘winners.’ And given that the FSOC is spearheaded by the Treasury 

Secretary—a political appointee who reports directly to the 

Administration—140one can readily see the potential for political factors to 

                                                 
138 See David C. Wheelock, Too Big to Fail: The Pros and Cons of Breaking Up Big Banks, Fed. Reserve 

Bank of St. Louis, Oct. 2012, https://www.stlouisfed.org/publications/regional-economist/october-

2012/too-big-to-fail-the-pros-and-cons-of-breaking-up-big-banks. 
139 See, e.g., Martin Neil Baily, Douglas J. Elliot & Phillip L. Swagel, The Big Bank Theory: Breaking 

Down the Breakup Arguments, Brookings, Oct. 2014, 

http://www.brookings.edu/research/papers/2014/10/big-bank-breakup-arguments-baily-elliott (arguing 

from a bipartisan perspective that the costs of breaking up big banks may outweigh the benefits); 

Christian Stracke, 7 Reasons Why Breaking Up Big Banks is a  Bad Idea , BARRONS, Feb. 24, 2016, 

http://www.barrons.com/articles/7-reasons-why-breaking-up-big-banks-is-a-bad-idea-1456339405. 
140 Both Professor Allen and Donald Kohn (of the Bank of England and England’s Financial Policy 
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influence this sorting (i.e., designation) process. 

As a matter of domestic regulation, this potential should be troubling 

enough. Rather than making purely expert or technical decision, it means 

that SIFI designations could be distorted by partisan considerations, such 

as the political affiliations of boards or managers, or the nature or amount 

of political contributions. But, as the following two Sections explore, the 
potential for politicized SIFI designation-making is arguably even more 

concerning in view of the international dimension of the FSOC’s work.  

  

1. International Delegation 

 

One way that politics can enter the SIFI process is through the FSOC’s 

relationship with the international financial regulatory body, the Financial 

Stability Board (“FSB”). The FSB is the international regulatory arm of the 

Group of 20 (“G20”). With a financial stability and systemic risk mandate, 

it acts as a policy coordinator of the national regulatory authorities that are 
members.141  Along with other organizations like the Basel Committee on 

Banking Supervision and the International Organization of Securities 

Commissioners (IOSCO), the FSB is an international regulatory networking 

institution. It, like these other financial regulatory organizations, has 
gained increased prominence since the Crisis. However, quite unlike Basel 

and IOSCO, the FSB is not a technocratic, standard-setting body that 

engages in expert-based decisionmaking. Rather, as Professor Stavros 

Gadinis has written, the FSB is a partisan body, and its actions are shaped 

by the political prerogatives of the G20.142 

                                                                                                                            
Committee) have suggested that this politicized structure makes the FSOC less likely to be successful in 

formulating countercyclical stability policy—that is, policies that require financial institutions to buckle 

down on risk-taking and credit expansion during good economic times. See Allen, supra note __, at 1091 

(noting that “[t]he prominence of the Treasury Secretary thus has the potential to render the FSOC even 

more susceptible to the political economy of the financial regulatory cycle than it would otherwise be”); 

Kohn, supra note __. 
141 See Financial Stability Board, Our Mandate, http://www.fsb.org/about/ (last visited Apr. 3, 

2016). 
142 S tavros Gadinis, The Financial Stability Board: New Politics of International Financial Regulation, 48 

TEXAS INT’L L.J. 157 (2013); see Peter J. Wallison, MetLife Calls the Regulators’ Bluff, WSJ, July 7, 2015, 

http://www.wsj.com/articles/SB12367224787933994021304581063492691584596 (“I have written in these 

pages, and some members of Congress have also observed, that the actions of the council mirror the 

decisions of the Financial Stability Board (FSB) . . . . The FSB designated MetLife as a ‘global’ SIFI in July 

2013, without disclosing any of its evidence for doing so. The MetLife designation adds weight to the 
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As part of its financial stability/systemic risk mandate, the FSB also 

addresses SIFIs. It designates SIFIs on a global scale and develops 

accompanying policy measures to mitigate their risks.143 And so far, the 

domestic and international SIFI designations have been closely aligned. As 

several commentators have noted, the FSOC has followed the FSB’s 
guidance and made mirror image designations.144 The implication is that 

foreign political factors may be being imported into the domestic 

designation process when FSOC follows suit.145 But, it is difficult to know 

for sure, as the nature and details of the relationship and exchanges 
between these two regulatory bodies is mostly hidden from public view. 

For that reason, the optics of the FSB/FSOC relationship has invited146 sharp 

questions of administrative accountability over the SIFI designation 

process.  

The FSB has no formal standing in international law. It is not 

empowered to regulate nonbank financial institutions through a treaty 

(which would have been approved by Congress or the Executive) but 
rather, exists pursuant to an informal agreement among a network of 

domestic financial regulators.147 As such, the FSB is not directly 

accountable to the U.S. Congress or its constituents, including U.S. 

financial institutions.148 In the domestic setting, making partisan 
designations can, at least in theory, be checked through agency or judicial 

                                                                                                                            
idea that the FSOC considers itself bound by the prior FSB decisions in which the Treasury and Fed 

concurred.”). For a list of the FSB’s member regulators, see Financial Stability Board, FSB Members, 

http://www.fsb.org/about/fsb-members/ (last visited Apr. 4, 2016). 
143 See Financial Stability Board, Addressing SIFIs, http://www.fsb.org/what-we-do/policy-

development/systematically-important-financial-institutions-sifis/ (Apr. 3, 2016).  
144 See FSB, 2015 Update of List of Globally Systemically Important Insurers (G-SIIs) (Nov. 2015), 

available at http://www.fsb.org/wp-content/uploads/FSB-communication-G-SIIs-Final-version.pdf. 
145 See, e.g., Wallison statement, supra note 79; see generally Stavros Gadinis, The Financial Stability 

Board: The New Politics of International Financial Regulation, 48 TEXAS INT’L L.J. 157 (2013) (discussing the 

FSBs influence in domestic  regulation). 
146 See, e.g., Peter J. Wallison, Transparency on FSOC Designations and its Relations with the FSB, 

Statement Submitted to the U.S . Senate Comm. on Banking, Housing, and Urban Affs., Mar. 25, 2015, 

https://www.aei.org/wp-content/uploads/2015/05/Senate-Banking-Testimony-3-25-15-FSB-FSOC-2.pdf. 
147 For a discussion on financial regulatory networks, see, for example, Pierre -Hughes Verdier, 

Transnational Regulatory Networks and their Limits, 34 YALE J. INT’L L. 113 (2009). 
148 S imilar such questions have been asked of IOSCO and Basel. See Michael S. Barr & Geoffrey P. 

Miller, Global Administrative Law: The View From Basel, 17 EUR. J. INT’L L. 15, 17 (2006) (noting that the 

“Basel Committee is perhaps the most important example of a transgovernmental regulatory network 

that exercises vast powers, seemingly without any form of democratic  accountability”); Geoffrey R.D. 

Underhill, 21 REV. INT’L S TUDS. 251, 254 (1995) (arguing the “[t]he lines of democratic  accountability for 

the decisions taken [by IOSCO] are . . . less than clear”).  
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review—or through the ordinary processes of congressional oversight. But 

in the absence of such checks, the possibility that illegitimate (and 

irrelevant) international or foreign political factors will influence the 

FSOC’s designations is much more difficult to appraise and rein in.  

 

2. Financial Protectionism  

 

The binary designation power also gives regulators the opportunity to 

designate SIFIs based on protectionist impulse or aim. Indeed, the specter 
of financial protectionism has been a growing concern among some 

regulators and academics in the past several years.149 Though definitions 

still vary, the term has been used to describe policies that favor the 

competitive position of domestic financial institutions (usually by 

restraining foreign ones)150 or those that have impeded cross-border 
financial activity.151 And although still speculative at this point—so shortly 

into FSOC’s designation work—there is some circumstantial evidence to 

suggest that FSOC may also use the designation to serve protectionist ends.     

Perhaps most indicative of that potential is the Fed’s post-Crisis 

                                                 
149 See, e.g., Andrew K. Rose & Thomasz Wieladek, Financial Protectionism? First Evidence, 69 J. OF 

FINANCE 2127 (2014) (providing the first empirical evidence of financial protectionism and its effects on 

cross-border lending in the U.K. banking system); Kevin Young, The Complex and Covert Web of Financial 

Protectionism, 16 BUS. POLITICS 579, 581 (2014) (noting that (“[w]e do not understand the dynamic s of 

financial protectionism particularly well, yet it is likely to have significant implications for the rest of 

the economy and for industrial policy”); see a lso Bob Davis, Financial Protectionism Is Latest Threat to 

Global Recovery, WALL STREET J., Feb. 2, 2009, http://www.wsj.com/articles/SB123351377581636947 

(quoting U.K. Prime Minister Gordon Brown warning —in the midst of the Crisis—of the dangers of 

“financial mercantilism.”). 
150 See, e.g., S tavros Gadinis, The Politics of Competition in International Financial Regulation, 49 HARV. 

INT’L L.J. 447, 451 (2008) (noting that financial regulation “can serve protectionist goals” by “imped[ing] 

market access for foreigners and thus preserv[ing] local players’ turf”);  Linda Goldberg & Arun Gupta,  

Ring-Fencing and “Financial Protectionism” in International Banking , N.Y. FED., LIBERTY STREET ECON., Jan. 

9, 2013, http://libertystreeteconomics.newyorkfed.org/2013/01/ring -fencing-and-financial-

protectionism-in-international-banking.html#.Vs4rNvkrKUl; Young, supra note 149, at 582 (arguing that 

one type of financial protectionism includes policies that are “asymmetrically applied”).  
151 See, e.g., EUR. CENTRAL BANK, THE S IDE EFFECTS OF NATIONAL FINANCIAL SECTOR POLICIES: 

FRAMING THE DEBATE ON FINANCIAL PROTECTIONISM (Sept. 2015) (referring to protectionism as policy 

measures that “raise regulation and supervision requirements for foreign affiliate banks to the same 

level of control as that for domestically incorporated banks”); Rose & Wieladek, supra note 149, at 2128 

(referring to financial protectionism as policies that incentivize “a change in the preferences of domestic  

financial institutions, induced by public  policy that leads them to discriminate against foreign 

households and/or enterprises”). 
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approach to regulating banks. In particular, some have criticized the Fed’s 

treatment of foreign banking operations (“FBOs”)—that is, foreign banks 

that operate branches in the United States—as protectionist. Prior to Dodd-

Frank, large global banks were regulated based on their aggregate level of 

capital; hence, they could offset a relatively weaker capitalized U.S. branch 
with a strongly capitalized home “mothership.”152  This system was set in 

place with the Gramm-Leach-Bliley Act of 1999, which had repealed part of 

the Glass-Steagall Act of 1933.153  

The Dodd-Frank Act, however, required the Fed to impose heightened 

prudential standards on FBOSs.154 In February 2014, the Fed did just that 

by issuing a final rule regarding heightened standards for FBOs—
Regulation YY—thereby reversing its longstanding policy treatment of 

FBOs.155 Financial stability was offered as the dominant rationale to justify 

regulation YY. By 2008, there were as many FBOs with $50 billion in assets 

as there were domestic banks.156 And yet, during the Crisis it had been 

unclear what powers U.S. regulators had to resolve international banks 
operating on U.S. soil, and whether an FBO would be allowed to support 

its home operation and vice versa.157  

The core of Regulation YY is its requirement to have FBOS operate as 

subsidiaries that are regulated by the Fed, rather than as branches that are 

regulated first and foremost by their home (foreign) supervisors.158 

Accordingly, any bank that has over $50 billion in assets is required to 
establish an intermediate holding company (“IHC”) that contains all U.S. 

banking and nonbanking operations.159 The IHC must comply with the 

                                                 
152 See Elliot James, Kate McLoughlin & Ewan Rankin, Cross-Border Capital Flows Since the Global 

Financial Crisis, BULLETIN (RESERVE BANK OF AUSTRALIA), June Quarter 2014, at 65, 71. 
153 Pub. L. 106–102, 113 Stat. 1338. 
154 Dodd-Frank Act, § 165. 
155 12 C.F.R. Part 252. 
156 See PROTIVITI, ENHANCED PRUDENTIAL REGULATIONS FOR FOREIGN BANKS (REGULATION YY) 2 

(Apr. 2014). 
157 Id. 
158 12 C.F.F. Part 252. 
159 For context with respect to the $50 billion threshold, the Dodd-Frank Act adopted a tiered or 

differentiated prudential approach.  It created thresholds for various prudential regulations at asset 

sizes of $1 billion, $10 billion, and $50 billion. It requires the Federal Reserve to establish enhanced 

prudential standards for bank holding companies with total assets of $50 billion or more and other 

financial firms designated as systemically important by the Financial Stability Oversight Council. It also 

subjects firms this large to stress testing.  Finally, the statute requires that these enhanced prudential 

standards increase in stringency depending on the size, interconnectedness, role in credit 
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Basel framework and any other U.S.-specific risk-based capital and 

leverage requirements. It must also, like a U.S. bank, have risk committees 
and pass both the Fed’s annual supervisory stress test and their home 

country stress tests. And, if the FSOC determines that the foreign operation 

poses a “grave threat” to the U.S. financial system, it must then maintain a 
debt-to-equity limit of 15:1 and a 108 percent asset maintenance 

requirement. Notably, that determination is based on a qualitative 

assessment by the FSOC; there are no quantitative standards for assessing 

whether an institution is a “grave threat.”160 FBOs have until July 1, 2016 to 

comply with Regulation YY.  

There are two main reasons why Regulation YY is seen by some as 
protectionist—that is, as disproportionately affecting foreign firms.161 For 

one, some commentators argue that Regulation YY essentially subjects 
FBOs to more regulation than U.S. firms, because they must comply with 

both U.S. regulatory requirements and those already imposed by their 

home-state regulators.162 Moreover, as others argue, by changing course 
and stiffening the cost of doing business in the U.S., Regulation YY 

effectively discourages foreign banks from operating in the United States, 

which, in turn, reduces the competition facing U.S. banks.163  

Based on the trend of FBOs regulation, it is quite possible that a SIFI 

designation (or review) of a foreign nonbank financial institutions is on the 

horizon. The FSOC clearly has jurisdiction over foreign nonbank 
institutions. Title I of the Dodd-Frank Act defines a nonbank financial 

                                                                                                                            
intermediation of the institution. See Testimony Before the Comm. on Banking, Housing, and Urban 

Affairs, Governor Daniel K. Tarullo, Mar. 19, 2015, 

http://www.federalreserve.gov/newsevents/testimony/tarullo20150319a.htm (explaining this gradated 

system).  
160 See PROTIVITI, supra note 156, at 3-7 (summarizing these standards).  IHCs are also subject to 

additional reporting requirements. Id. 
161 See, e.g., Shahien Nasiripour & Brooke Masters, Bank Regulators Edge Towards ‘Protectionism’, FIN. 

TIMES, Dec. 9, 2012, http://www.ft.com/intl/cms/s/0/a476d3f0-420e-11e2-979e-

00144feabdc0.html#axzz410qFGuFl; Dirk Schoenmaker, Fighting Financial Protectionism, VOX, Apr. 18, 

2013, http://www.voxeu.org/article/fighting -financial-protectionism 
162 See James et al., supra note 152, at 593; see a lso Alex Barker, EU Warns on US Bank ‘Protectionism’, 

FIN. TIMES, Apr. 22, 2013, http://www.ft.co m/intl/cms/s/0/6d599a10-ab59-11e2-ac71-

00144feabdc0.html#axzz410qFGuFl (quoting General Counsel Scott Alvarez testimony in support of 

Regulation YY, that “if [foreign banks] are allowed to compete in the United States without the same 

capital requirements and without the same prudential limits that apply to other U.S . organizations . . . 

that could give the foreign entities a competitive advantage”).  
163 See James at al., supra note 162, at 590.  
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company as any domestic or foreign company that is “predominantly 

engaged in financial activities.”164 Moreover, the Fed has already signaled 

that prudential rules for putative foreign nonbank institutions are on its 

radar, having explicitly stated in issuing Regulation YY that it will deal 

with these institutions in a future rulemaking.165 Accordingly, even though 
the FSOC has not publicly disclosed that it is reviewing any foreign 

nonbank institution, one can easily see the writing on the wall.  

Consider, for example, the French company, AXA.166 This foreign 

corporation operates as both an insurance company and asset manager—

businesses targeted by the designation power so far.167 And, with just a 

cursory glance at its financials, AXA certainly seems like it could 
imminently appear on the FSOC’s agenda. Its most recent financial 

statements show that is has €92 billion in revenue, €65.2 billion in equity, 

and €1,277 billion of assets under management.168 Further, it operates in 

fifty-nine countries with a large U.S. presence (fourteen percent of its 

insurance activities are in the United States).169 It is self-described as “one 
of the world’s largest insurance groups” and also “one of the world’s 

largest asset managers”; the “world’s 10th largest asset manager” to be 

exact.170 However, what FSOC regulators may not yet realize is that 

designating foreign companies, like AXA, in an effort to protect or advance 

U.S. financial interests could have serious stability and economic costs.  

 

3. Politicization Costs   

 

Affording regulators with the opportunity to behave politically can be 
costly for the stability agenda and can also impact consumer welfare. In 

particular, as this Section has suggested, the various costs of political 

designation may be highest in connection with the international aspect of 

the FSOC’s work: protectionism can stoke retaliation, spur fragmentation, 

                                                 
164 12 U.S .C. § 5311(a)(4) (emphasis added). 
165 See PROTIVITI, supra note 156, at 3. 
166 AXA, https://www.axa.com/en/investor/capital-ownership (last visited Feb. 25, 2016).  
167 See supra Part I.B. 
168 AXA, THE AXA GROUP AT A GLANCE 2 (2015), https://cdn.axa.com/www-axa-com%2Fcb8e7d35-

0529-42b3-8699-e99509828695_pub3en.pdf. 
169 Id. at 6. 
170 AXA, REGISTRATION DOCUMENT ANNUAL FINANCIAL REPORT 9 (2014).  
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and impair comity; meanwhile, continued reliance on FSB decisions 

(without additional transparency) can undermine the legitimacy of the 

stability agenda. 

Retaliatory SIFI Policy. — Borrowing an analogy from trade law, 

engaging in protectionist SIFI labeling could spark similar action on the 

part of our economic partners in Europe and Asia.  

Regulatory retaliation is not all that uncommon. For example, as 

Professor John Coffee has remarked, the European Union adopted 
extraterritorial derivatives regulation in reaction to the U.S. decision to do 

so.171 Europe’s cross-border antitrust policy provides another suggestive 

example. The EU Antitrust Commission has been criticized as a 

“protectionist regulator” that uses competition policy to advance 
nationalist industrial policy.172 It has gained this reputation for its actions to 

block mergers such as those between GE and Honeywell, Boeing and 

McDonnell Douglas, MCI WorldCom and Sprint, GE and Alstom, and 

others—all involving U.S. companies seeking to merge with European 

corporations.173  

Most recently, the EU Antitrust Commission has taken action against 

the American tech giant Google, accusing it of abusing its market position 
in web searches.174 Googles faces the prospect of serious monetary loss—a 

€6 billion fine (nearly 10 percent of its annual revenue).175 As reported in 
the New York Times, the actions taken by the EU Antitrust Commissioner 

“highlighted once again how European regulators have taken a more 
aggressive regulatory stance against American tech companies than their 

counterparts in the United States.”176  

Mirror image policies, which increase the cost and risk of doing 

                                                 
171 See supra notes _ - _ and accompanying text.   
172 See Anu Bradford & Robert J. Jackson, Jr., Determinants of Antitrust Enforcement in the European 

Union: An Empirical Analysis (unpublished manuscript at 2 & n.2, Jan. 19, 2016) (on file with author) 

(noting, but not necessarily subscribing, to this critique). 
173 See id. 
174 See Tom Fairless, Rolfe Winkler & Alistair Barr, EU Files Formal Antitrust Charges Against Google, 

WALL S TREET J., Apr. 15, 2015, http://www.wsj.com/articles/eu-files-formal-charges-against-google-

1429092584. 
175 James Kanter & Mark Scott, Europe Challenges Google, Seeing Violations of Its Antitrust Law, N.Y. 

TIMES, Apr. 15, 2015, http://www.nytimes.com/2015/04/16/business/international/european-union-

google-antitrust-case.html?_r=0. 
176 Id. 
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business for companies like AXA in the U.S. or AIG in the U.K., can lessen 

competition for these institutions’ services in their respective markets. 

And, as basic trade law economics teaches, less competition hurts 

consumers.177 Specifically, less competition between domestic and foreign 

insurance and asset management companies can lower consumer choice 

and increase price.  

Moreover, it may very well be that ordinary consumers—not 

sophisticated parties or financial institutions—will be most affected by a 

rollback in life company and asset manager competition. Insurance and 

asset management are financial services that are typically consumed by 

individuals and employers investing in their long-term savings needs—
through pension funds, mutual funds, retirement and college savings 

plans, and the like. Such indirect effects on competition should thus be a 

genuine concern for the regulatory designers of the new stability agenda.  

Fragmentation. — Relatedly, protectionism can lead to fragmentation. 

Fragmentation refers to the possibility that, rather than integrating and 

continuing on the current path of globalization, national economies will 

retreat behind their borders.  

In banking, there are some signs of this already. Cross-border lending 
between global banks has dropped dramatically since the Crisis, thanks, as 

some argue, to protectionist or nationalist bank regulation.178 Thus, to the 

extent FSOC protectionism in turn spurs EU protectionism—with each 

market retreating behind its borders—such politicization can be seen as an 

instigator of financial fragmentation.  

In terms of costs, fragmentation can reduce or retard the economic 
gains typically associated with globalization.179 As just discussed, 

competition for financials services—enabled by a globalized marketplace—

benefits the domestic economy:  it can create jobs, provide greater 

                                                 
177 See generally JOHN H. JACKSON, WILLIAM J. DAVEY & ALAN O. S YKES, JR., INTERNATIONAL 

ECONOMIC RELATIONS: CASES, MATERIALS AND TEXT (6th ed. 2013). 
178 As the European Central Bank reports, “Banking statistics in advanced economies reveal a fall 

in international bank lending relative to domestic  lending compared with the pre -crisis boom in 

international bank lending. In fact, . . . the foreign assets of banks in advanced economies declined from 

2008 to 2011 despite an increase in domestic assets in some countries”  EUR. CENTRAL BANK, supra note 

151, at 9. 
179 See EUR. CENTRAL BANK, supra note 151, at 9 (noting that “the long upward cycle in financial 

globalization—which had accelerated since the early 1990s during a phase of unprecedented financial 

liberalization—has notably abated”).  
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consumer choice at lower cost, and drive technological development.180 

Undoubtedly, policymakers and their constituents debate the merits of 

globalization on non-economic or non-efficiency grounds. Even so, that 

debate should be informed by a full understanding of the ways in which a 

binary SIFI designation power may ultimately be rolling back the 

globalization of markets for certain kinds of widely used financial services.   

Regulatory Comity. — Finally, protectionism can have stability-related 

costs to the extent it impedes transnational regulatory coordination. Efforts 

to regulate foreign nonbank institutions—particularly if based on political 

and not technical factors—may smack foreign regulators as having an 

extraterritorial quality. And generally speaking, extraterritorial regulation 

is understood to have international political-economy costs.  

Precisely to avoid international tensions, courts and Congress generally 

disfavor extraterritorial extensions of U.S. power.181 Hence, Congress 
legislates and courts interpret against a background presumption against 

extraterritoriality, which posits that absent explicit congressional 

statement, U.S. laws do not apply abroad.182 The presumption is based on 
respect for international comity—that sovereign states should generally not 

interfere in the lawmaking and regulatory business of others.183 The 

assumption underlying the presumption is that interfering in sovereign 

affairs, by projecting one nation’s laws into another (along with the law’s 

explicit or implicit normative judgments) is offensive.  

That assumption basically has proven correct, especially in the post-
Crisis regulatory atmosphere where financial policymaking has gone a 

flurry on both sides of the Atlantic. European regulators have not exactly 

been shy about expressing this view. In the early days of debate over 

capital reform in the global banking sector, both France and Germany 

resisted the increased capital requirements in the Basel III Accord that the 
U.S. sponsored and supported.184 A few years later, Bank of England’s 

                                                 
180 To be sure, globalization also has its discontents. Some have pointed out that globalization adds 

to fragility by increasing channels for contagion. See, e.g., James et al., supra note 152, at 69-70.  
181 See Pamela K. Bookman, Litigation Isolationism, 67 STANFORD L. REV. 1081 (2015). 
182  See, e.g., Kiobel v. Royal Dutch Petrol. Co., 133 S . Ct. 1659, 1664 (2013).  
183 See Joel R. Paul, The Transformation of International Comity , 71 L. & CONTEMP. PROBS. 19, 19 (2008) 

(noting that comity involves “respect for foreign sovereignty”).  
184 See Alex Barker & Brooke Masters, EU Ministers Set for Clash Over Banking Rules, FIN. TIMES, 

May 2, 2012, at 2; Donna Borak, Bair Details Inside Story of Regulatory Clash Over Basel III , AM. BANKER 

(Sept 25, 2012), http://www.americanbanker. 
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Mark Carney (then at the Bank of Canada) publicly stated that the Fed’s 

decision to regulate FBOs threatened the efficiency of global markets.185 

Most recently, European regulators have registered their disagreement 

over the Fed’s methods for stress testing FBOs.186  

If it arises, such tension between U.S. and EU financial regulators will 

quite likely be a detriment to the U.S. stability agenda. Now, perhaps more 
so than ever, domestic financial stability requires transnational cooperation 

and coordination between the regulators of major financial economies. In 

addition to the Crisis, events since 2010 (like market manipulation and 

money laundering) have confirmed that cross-border regulatory 

coordination is necessary to prevent regulatory gaps and supervisory 
lapses.187 Moving forward, it seems clear that transnational regulatory 

partnerships will be indispensable for managing the risks posed by large, 

global financial institutions. Straining transnational regulatory 

relationships will be sure to hinder that aim.  

Legitimacy. — Finally, a binary system, which allows regulators (in 

theory even if not in fact) to pick political winners and losers, may lack 
legitimacy or popular support. Any perceived influence of the FSB can 

compound such legitimacy problems by making the designation appear 

uncheckable by domestic law constraints. To be fair, this cost may 

ultimately be illusory. After all, the Treasury Department is a member of 

the FSB and the Treasury Secretary, as noted, reports directly to the 
President. So there is some executive branch participation and, 

accordingly, presidential oversight in the FSB proceedings.188 And the 

FSOC’s SIFI designations are reviewable in federal court. Still, a binary 

process is likely to have legitimacy problems to the extent it enables 

regulators to group nonbank institutions along with banks—switching 
“on” the SIFI switch—for reasons that appear influenced by political 

                                                                                                                            
com/issues/177_186/bair-details-inside-story-of-regulatory-clash-over-basel-1053019-1.html. 

185 Nirmala Menon, David George-Cosh & Jason Douglas, BOC’s Carney: Ring-Fencing Foreign Bank 

Units Reduces Efficiency, WALL STREET J., Feb. 25, 2013, http://blogs.wsj.com/economics/2013/02/25/bocs-

carney-ring-fencing-foreign-bank-units-reduces-efficiency/. 
186 Viktoria Dendrinou & Stephen Fidler, EU Regulator Wary of Fed Capital Rules, WALL S TREET J.,  

Feb. 24, 2015, http://www.wsj.com/articles/european-banks-neednt-also-go-through-feds-stress-test-eu-

official-says-1424800563 (noting criticism that the qualitative stress test is overly subjective).  
187 Christina Parajon Skinner, Misconduct Risk, 84 FORDHAM L. REV. 1559 (2016) (discussing 

misconduct in the LIBOR and foreign exchange currency  markets as examples market-wide risk). 
188 See Barr & Millar, supra note __, at 33 (noting that “[n]ormally, executive branch participation in 

international negotiations is within the power of the President to conduct foreign affairs”).  
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reasons. In the end, a legitimacy cost is also an opportunity cost: spending 

finite regulatory resources fighting defensive political battles will only 

detract from the FSOC’s ability to accurately identify systemic risks to the 

U.S. financial system.  

 

III. REVISITING THE BINARY DESIGN  

 

Thus far, this Article has considered the costs associated with the 

binary designation of the FSOC’s SIFI designation power. In doing so, it 
has drawn attention to the ways in which the binary design of the 

designation power influences industry reactions—inducing friction 

between the industry and regulators—as well as regulator behavior—

creating opportunities for political influence to enter the designation 

process.  These descriptive claims, developed in Parts I and II, thus provide 
a framework for re-evaluating the optimal design of the designation 

power. Accordingly, this Part argues, from a normative standpoint, that 

the binary mandate should be replaced by a more graduated scheme that 

also includes a modest conceptual cost-benefit analysis.   

 

A.  Smoothing the Designation Power  

 

As discussed in Part II, a binary designation power entails stark 
regulatory consequences. For financial institutions, the possibility of a SIFI 

labels means the full package of (costly and intrusive) bank-like 

supervisory and prudential requirements. Firms, in this scheme, are not 
regulated according to their marginal risk but rather if and only if they 

cross a certain risk threshold; at which point, they are regulated 
dramatically. Anticipating those consequences has influenced firms to 

resist the label, generating costly friction between the industry and 

regulators.189  

There are two related implications of that analysis: one, the FSOC 

requires a more nuanced designation power and two, prudential regulators 

(i.e., the Fed) should at least attempt to manage the risk that nonbanks pose 

with means that are less polarizing than quantitative restriction.  

                                                 
189 See supra Part II.A. 
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1. A SIFI Spectrum  

 

The crux of the problem with a binary designation power is its 
bumpiness.190 That is to say that the SIFI label is not calibrated according to a 

nonbank institution’s relative and marginal risk, but rather applies full 

bore or not at all.  

Borrowing an example from Professor Adam Kolber, who first 

theorized the idea of bumpy versus smooth laws, the designation power 
operates like a speeding law that imposes a flat $100 fine for driving at an 

unsafe speed.191 The law is bumpy because it kicks in regardless of how fast 

you were driving—the driver is fined the same whether he or she was 

driving one mile over the speed limit or fifty.192 Like the traffic law, the 

binary label “kick[s] in suddenly at some level” and imposes regulatory 
consequences. Yet, at the same time, the designation fails to apply at all to 

firms that fall just below the threshold for systemic importance. Thus, the 

problem with a binary—i.e., bumpy—system is two-fold: it fails to capture 

a swath of financial institution risk that is below “systemic” but may still 

threaten stability; and, perversely, also pushes genuine systemic risks 
further from regulatory reach by incentivizing SIFI-eligible firms to resist 

the label. The effect, overall, is a high likelihood that stability significant 

risk will be under-regulated, while regulatory and firm resources are 

wasted.  

These suboptimal results could be avoided, at least in part, by revising 

the design of the designation power. In particular, transitioning from a 
bumpy to a “smooth”193 designation power might ameliorate the problem 

by reducing the magnitude of industry and regulator reactions to the 

label.194 A smoother designation system—that is, one that is more nuanced 

or graduated—would not operate as a binary on/off switch but rather, 

                                                 
190 Kolber, supra note 17, at 657 (describing as bumpy any relationship where a “gradual change to 

the input sometimes dramatically affects the output and sometimes has no effect at all”)  
191 Id. 660. 
192 Id.  
193 Kolber, supra note 17. 
194 See Bert I. Huang, Concurrent Damages, 100 VA. L. REV. 711, 717 (2014) (urging, in the context of 

civil fines, that “flexibility is needed to allow case-by-case tailoring of the structure of how damages 

accumulate”).  
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would give FSOC regulators the ability to place nonbank financial 

institutions along a spectrum of systemic riskiness.  

Under such a scheme, the FSOC would have the power to designate 

nonbank institutions as a SIFI “lite.” Such a designation would reflect an 

assessment that a nonbank institution poses some material risk to the 

financial system, but that the full nature and extent of that risk is not fully 
understood based on the initial designation process. Adding on, in time, 

the SIFI lite designation could be complemented by other intermediate 

designations, resulting in a spectrum of SIFI designations. This suggestion 

for a spectrum of SIFI designations not only reflects the insight that a 

binary label is costly, developed here, but is also consistent with the view 
voiced elsewhere in the academic literature, that bright-line rules may be a 

poor fit for the complexity of today’s financial marketplace.195 

Consistent with a SIFI spectrum, the accompanying prudential 

regulation should also be designed to capture an institution’s marginal risk 

to the financial system. In particular, a SIFI lite designation should strongly 
recommend that the Fed initially impose only enhanced supervision, and 

not yet quantitative restrictions.196 This change of course would, 

admittedly, likely require Congress to alter the Fed’s instructions under 

Dodd-Frank section 165, to allow the Fed to exercise greater discretion in 

tailoring the prudential requirements for SIFI lite institutions.197 But once 

that congressional alteration was made, the Fed would then be well 
equipped to devise and implement an alternative regulatory scheme for 

SIFI lite institutions. 

 

2. Supervising Stability  

 

Accordingly, the second step in transitioning from a binary to a 

                                                 
195 See, e.g., Hendricks, supra note 39 (noting that as the financial system “evolves, institutions 

move up and down the continuum of complexity, interconnectedness and size” and questioning 

whether “a bright line [can] be drawn in exactly the right place to identify the institutions requiring 

special consideration in a future crisis”). There is a vast literature that debates the merits of bright-line 

rules versus standards in a number of other contexts. See, e.g., Louis Kaplow, Rules versus Standards: An 

Economic Analysis, 42 DUKE L.J. 557 (1992). 
196 See infra  Part III.A.2. 
197 Dodd-Frank Act, § 165; see infra  Part III.A.2 (discussing the need for a supervisory scheme in 

lieu of quantitative requirements for SIFI lite institutions).    
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graduated spectrum involves modifying the structure of prudential 

regulation that applies to nonbank SIFIs. As discussed in Part I, despite the 

fact that traditional banking regulation has two prongs—capital/leverage 
requirements and supervision—the former has consistently been at the 

forefront of regulators’ agendas.198  

Recall that a capital-centric regulatory philosophy has dominated the 
post-Crisis framework in several respects. The Basel III regime, for 

example, has focused most of its energy on Pilar 1—which deals with 

capital constraints—while sidelining, in comparison, the other two 

qualitative pillars of reform—which are oriented around supervision and 

market discipline.199  

The capital-focused logic is also reflected in the way that regulators 
deal with systemically risky institutions. For instance, in setting 

expectations for how the Fed should design its newly heighted prudential 

requirements for big banks, the Dodd-Frank Act spelled out the nature of 

the quantitative measures to be imposed, but said nothing of its 

expectations for supervision.200 Continuing along this path, regulators have 
turned repeatedly to the tool of capital requirements to address each new 

(or incremental) risk that they find. For example, both the Fed and 

international regulators have proposed and are in the process of 

implementing supercharged capital requirements—“surcharges”—for the 

very largest of the systemically risky banks, on the rationale that more 
capital is suitable for mitigating the marginally greater risk to financial 

stability that these “too big to fail” banks pose.201  

                                                 
198 See Heidi Mandanis Schooner, The Dogma of Capital Regulation as a  Response to the Financial Crisis, 

in THE CHALLENGING LANDSCAPE OF GLOBAL FINANCIAL GOVERNANCE AND THE ROLE OF SOFT LAW 59 

(Friedl Weiss & Armin J. Kammel eds., 2015). 
199 See Skinner, supra note 187, at 1589-92; see a lso Roberta Romano, For Diversity in the International 

Regulation of Financial Institutions:  Critiquing and Recalibrating the Basel Architecture, 31 YALE J. ON REG. 1 

(2014) (arguing that the “centerpiece” of this regime is the capital-focused Pillar 1). 
200 Dodd-Frank Act, § 165. 
201 See BD. OF GOVERNORS OF FED. RESERVE SYS., CALIBRATING THE GSIB SURCHARGE (July 10, 2015), 

http://www.federalreserve.gov/aboutthefed/boardmeetings/gsib-methodology-paper-20150720.pdf; 

Press Release, Bd. of Governors of the Fed. Reserve  Sys., July 10, 2015, 

http://www.federalreserve.gov/newsevents/press/bcreg/20150720a.htm (discussing the so -called GSIB 

surcharge). The FSB has recently established a Total Loss Absorbency Capacity  (TLAC) capital 

requirement for the largest global banks.  TLAC requires G-SIBs to increase their regulatory capital and 

long-term unsecured debt to at least 16 percent of their risk-weighted assets by January 2019 and 18 

percent by January 2022. Press Release, Fin. Stability Bd., FSB Issues Final Total Loss-Absorbing 

Capacity Standard for Global Systemically Important Banks (Nov. 9, 2015), http://www.fsb.org/wp-
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The capital-centric logic has applied in the nonbank setting as well.202 

Thus far, the Fed’s prudential requirements for nonbank SIFIs have 

focused first on quantitative requirements and only secondarily on 

increased supervision. Returning to the case of GE, for instance, the Fed 

agreed to a phased-in prudential scheme, but ensured that the quantitative 

restrictions came first and allowed more supervision to come later.203  

In view of the approach taken so far , the proposal for supervision-first-

capital-later (maybe) will in effect require regulators to reassess a core 

underlying assumption of systemic risk regulation: that the primary 

antidote for systemic risk is prophylactic, quantitative regulations in the 

form of capital (and to a lesser extent liquidity and leverage 
requirements).204 This proposal is not intended to suggest that quantitative 
regulation is less effective than qualitative regulation; rather, the challenge 

to the current approach is meant to highlight the benefit of using 

supervision and qualitative analysis to smooth out the existing scheme of 

nonbank SIFI regulation. 

To be sure, one can see the allure of capital (and other quantitative) 
restrictions. Broadly speaking, quantitative regulations are concrete and 

thus relatively more straightforward to administer. Relatedly, they can be 

measured and thus create the perception of results. Finally, capital 

functions as a prophylactic (at least in theory)—and preventing crises is 

more palatable than reacting to them. These features thus make 
quantitative regulation an attractive choice for regulators who face 

pressure to show that they have made progress in forestalling the next 

financial crisis. Yet, even the briefest overview of the differing functions, 

goals, and costs of supervision versus capital regulation suggests that the 

underlying assumption that capital is the optimal systemic-risk-

management tool is flawed as applied to nonbanks.  

Quantitative regulation is costly and intrusive for financial institutions. 

The costs of maintaining the higher capital requirements established by the 

                                                                                                                            
content/uploads/ 

20151106-TLAC-Press-Release.pdf. 
202 See supra Part I.B. 
203 See supra notes 66 - 69.  
204 Alan Greenspan, Testimony before the U.S . Financial Crisis Inquiry Comm’n (Apr. 7, 2010), 

available at http://www.c-spanvideo.org/program/ReserveD at 0:55:15) (Precisely reflecting this view, 

Alan Greenspan testified before the Financial Crisis Inquiry Commission in 2010, “[t]he reason I raise 

the capital issue so often is that, in a sense, it solves every problem.”)  
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Fed, in adopting the Basel III framework, have been widely remarked upon 

in the past year or two.205 Importantly, the new paradigm of quantitative 

regulation is not just costly for banks, it is also costly for companies that 

rely on banks for debt,206 other market participants who suffer from 

resulting declines in liquidity,207 and in some ways for regulators too, who 
face increasing challenges managing the shadow banking system to which 

much financial activity has migrated to escape the costs of quantitative 

regulation.208 Moreover, quantitative regulation intrudes on the governance 

and risk-management functions of financial institutions insofar as it 

reduces their autonomy over lending and investment decisions.209 

Meanwhile, supervision—qualitative regulation—plays a much different 

                                                 
205 See, e.g., Malcolm Baker & Jeffrey Wurgler, Do Strict Capital Requirements Raise the Cost of 

Capital? Banking Regulation & the Low Risk Anomaly, NAT’L BUREAU OF ECON. RES., Working Paper 19018 

(May 2013) (studying the cost of capital requirements on banks); see a lso Martin Arnold, Tough 

Regulation Hits Investment Banking Power Houses, FIN. TIMES, Mar. 9, 2015 (noting that “there are many 

reasons why these powerhouses [Citigroup, Bank of America, Merrill Lynch, Credit Suisse, Barclays, 

and Morgan Stanley], which regularly generated pre-crisis returns above 20 per cent, now struggle to 

earn more than their cost of capital. But the biggest one is clear: tougher regulation”). 
206 See Anil K Kashyap, Jeremy C. Stein & Samuel Hanson, An Analysis of the Impact of “Substantially 

Heightened” Capital Requirements on Large Financial Institutions, HARV. BUS. S CH. WORKING PAPER, May 

2010, at 8, available at http://www.people.hbs.edu/shanson/clearinghouse-paper-final_20100521.pdf 

(theorizing based on the Myers-Majluf model that “if a bank with an 8% ratio of equity to risk-weighted 

assets were to suddenly find its regulatory minimum ratio raised to 12%, it might be reluctant to make 

the adjustment by raising new external equity, and instead might shrink its assets—even when the 

loans that get cut in the process would otherwise be thought of as positive -net-present-value 

investments”). 
207 See FED. FINANCIAL ANALYTICS, INC., WHAT HATH ALL THE RULES WROUGHT?  ASSESSING THE 

SUCCESS OF THE POST-CRISIS FRAMEWORK (2015), 

http://www.fedfin.com/images/stories/client_reports/Assessing%20the%20Success%20of%20the%20Pos

t-Crisis%20Framework.pdf; Rob Blackwell, The Seven Risks That Could Aggravate the Next Crisis, AM. 

BANKER (Apr. 29, 2015, 12:44 PM), http://www.americanbanker.com/news/law-regulation/the-seven-

risks-that-could-aggravate-the-next-crisis-1074063-1.html; John Heltman, Regulators Worry New Rules 

May Freeze Markets, AM. BANKER (June 12, 2015), http://www.americanbanker.com/news/law-

regulation/regulators-worry-new-rules-may-freeze-markets-1074851-1.html (noting concern that Basel 

III rules have tightened market liquidity). 
208 Gary Gorton & Andre Metrick, The Federal Reserve and Panic Prevention:  The Roles of Financial 

Regulation and Lender of Last Resort, 27 J. ECON. PERSP. 45, 58 (2013) (noting the growth of the shadow 

banking sector); Howard Mustoe, Casting Light on Shadow Banking , BBC (June 17, 2014), 

http://www.bbc.com/news/business-27868278; The Lure of Shadow Banking, ECONOMIST, May 10, 2014, at 

11 (explaining that shadow banking has proliferated because traditional banks are “on the back foot, 

battered by losses incurred during the financial crisis and beset by heavier regulation, higher capital 

requirements, endless legal troubles and swingeing fines”).  
209 See Judge, supra note 118, at 16 (noting that capital, leverage, and liquidity requirements—

typical bank prudential requirements—involve bank regulators making “substantive, judgment-laden 

decisions” about the kinds of financial activities banks should engage in).  
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role and with substantially fewer costs. Unlike quantitative regulation, 

which makes substantive judgments about financial activities by assigning 

various risk-weights to asset classes and limiting levered investing, 

supervision is much more value neutral.210 The primary goal of supervision 

is not to shape or constrain institutional decisionmaking, but rather to 
gather information that enables, if and when necessary, corrective action.211 

To those information-focused ends, supervision involves conversation 

about risk between regulators and financial institutions rather than the 

imposition and monitoring of a static set of rules.212  

This is not to say that supervision is cost-free for any financial 

institution. Undergoing supervisory examinations consumes institutional 
resources as well,. Yet, on a relative basis, providing information to 

regulators through a supervisory process should, in theory, be less costly 

than complying with heightened quantitative restrictions.213 

Moreover, there is good reason to think that supervision can be as 

effective a first line of defense as capital requirements against the systemic 
(or other) risks that nonbank financial institutions pose. A, if not the, most 

significant regulatory gap vis-à-vis nonbank financial sectors like insurance 

and asset management is, what Professor Judge refers to as, an 
“information gap.”214 In creating the FSOC and the designation power, 

Congress was primarily, even if not explicitly, motivated by the lack of 

“knowable but unknown”215 information about these large financial 
sectors—the composition of their financial activities and the extent and 

nature of their counterparty exposure.  

                                                 
210 Id. 
211 As Judge describes the supervisory regime:  “bank examiners regularly undertake a close 

examination of virtually every aspect of a bank’s operation” and they generally “have authority to 

address any deficiencies they detect during the examination process.” Id. at 17. 
212 Information-generation is typically handled by securities regulators via the mandatory 

disclosure regime and for the benefit of the investing public . For an overview of the mandatory 

disclosure regime in the U.S . securities laws, see JOHN C. COFFEE, JR., HILLARY A. SALE & M. TODD 

HENDERSON, S ECURITIES REGULATION: CASES AND MATERIALS 155-200 (13th ed. 2015). 
213 See Christopher Small, The Real Costs of Disclosure, HARV. L. SCH. FORUM ON CORP. GOVERNANCE 

& FIN. REG. (Nov. 6, 2013), https://corpgov.law.harvard.edu/2013/11/06/the -real-costs-of-disclosure/ 

(noting that technology has made information disclosure less costly than in the past and suggesting 

that, since firms produce information for a variety of reasons, producing it for regulators should not 

add much marginal cost). 
214 See Judge, supra note 118 (using the phrase “information gap” to refer to knowable but 

unknown information that regulators require for effective crisis management and prevention).  
215 Id. at 7. 
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After the AIG experience, the question on the forefront of 

policymakers’ minds was one of contagion—were other nonbanks, like 

AIG, potential channels or pathways of fragility? But in leaping to the 
conclusion that any large, interconnected financial institution that could 

pose systemic risk, necessarily required quantitative regulation, 

policymakers and regulators may have overlooked the value of 

information in assessing an institution’s “systemic footprint.”216 Robust 

supervision can, after all, provide regulators with a vast amount of 

previously unknown information about an institution’s activities, its 
counterparties, and even its counterparties’ exposures, thereby informing 

regulators of the true nature of the institution’s risk.  

Such information would then give regulators a wide berth for 

implementing course correction to buffer against shocks or crisis.  As such, 

turning to supervision first, to gain this critical information, and only later, 
to quantitative restrictions if they prove necessary, would be a more 

judicious way to regulate nonbanks. And, with lower costs of compliance 
imposed, a supervision-first, capital-later approach could be effective in 

minimizing the impulse to litigate, arbitrage, or restructure around the 

label. 

The Fed is, already, developing the institutional and intellectual 

capacities for this kind of supervision. Since the Crisis, the Fed has been 

sharpening its expertise in supervising various qualitative aspects of 
banks’ businesses. Through the annual supervisory stress testing exercise 

in particular, the Fed is developing tools for qualitative analysis to inform 

its risk-assessments.217 Admittedly, the qualitative component of the stress 

test remains relatively underdeveloped compared to its quantitative part.218 

                                                 
216 See Speech at the Distinguished Jurist Lecture, University of Pennsylvania Law School, Phila., 

Pa., Governor Daniel K. Tarullo, Bd. of Governors of the Fed. Reserve, Oct. 10, 2012, 

http://www.federalreserve.gov/newsevents/speech/tarullo20121010a.htm (referring often to this term).  
217 In the United States, the first stress test (the Supervisory Capital Assessment Program) was 

conducted on nineteen U.S .-owned bank holding companies in 2009. BEVERLY HIRTLE & ANDREAS 

LEHNERT, FED. RESERVE BANK OF N.Y., S TAFF REPORT NO. 696, SUPERVISORY STRESS TESTS 9 (2014). 

Comprehensive Capital Analysis and Review (CCAR), no w an annual exercise, began in 2011. Id. at 16.  

The 2014 CCAR tests bank holding companies with assets of at least $50 billion. The Fed is also 

responsible for administering the Dodd-Frank Act stress tests (DFAST). Id. at 12–16.  But DFAST has 

only a quantitative component. Id. 
218 See BD. OF GOVERNORS OF THE FED. RESERVE SYS., COMPREHENSIVE CAPITAL ANALYSIS AND 

REVIEW 2016:  SUMMARY INSTRUCTIONS 15–16 (2016). The Fed has been stress testing banks since 2009; 

and in 2011 added a qualitative component to the previously quantitative-only exercise, which it now 
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And it also still tends to focus on qualitative aspects principally in support 

of its quantitative analysis. So, for example, the qualitative component 

focuses on how well a bank’s “capital planning process appropriately 

captures the specific risks and vulnerabilities faced by the firm under 

stress.”219  

But the Fed appears to be broadening its view of what the qualitative 
component of its annual stress test should cover. For example, in 2015, the 

Fed was not only concerned with capital-planning processes but also more 

generally on the comprehensiveness of a bank’s “process for identifying 

the full range of relevant risks arising from its exposures and business 

mix.”220 Stress testing could thus be a productive and ready-made tool for 

enhancing the supervision of a SIFI lite institution. 

More specifically, the Fed could use an annual supervisory stress test to 

conduct a more-or-less qualitative evaluation of a SIFI-lite. This stress test 

would gather information about the institution’s exposures and financial 

activities, much as the Fed currently gathers from the capital plans of banks 

during existing stress tests. As I have argued elsewhere in the context of 
large, global banks, the Fed could also gather information about a 

nonbank’s compliance and risk-management functions—other decidedly 

‘soft’ risk factors—and assess whether and how well the institution 

manages the risk of misconduct and excessive risk-taking by its 

employees.221 Qualitative stress testing could also be used to gather or 
generate information about other demonstrated weaknesses of the firm—

                                                                                                                            
includes each year.. 

219 BD. OF GOVERNORS OF THE FED. RESERVE SYS., COMPREHENSIVE CAPITAL ANALYSIS AND REVIEW 

2015:  ASSESSMENT FRAMEWORK AND RESULTS 7 (2015) [hereinafter 2015 CCAR RESULTS], 

http://www.federalreserve.gov/newsevents/press/bcreg/bcreg20150311a1.pdf [perma.cc/HH6G-TDYY]; 

see BD. OF GOVERNORS OF THE FED. RESERVE SYS., COMPREHENSIVE CAPITAL ANALYSIS AND REVIEW 2014:  

SUMMARY INSTRUCTIONS AND GUIDANCE 24–25 (2013), 

http://www.federalreserve.gov/newsevents/press/bcreg/ 

bcreg20131101a2.pdf. As Governor Tarullo has explained, the qualitative assessment of CCAR includes 

“the extent to which the design of a firm’s internal scenario captures the specific  risks from the firm’s 

activities, the firm’s methods for projecting losses under stress scenarios, and how the firm identifies 

appropriate capital levels and plans for distributions.” Gov. Daniel K. Tarullo, Stress Testing After Five 

Years (June 25, 2014), http://www.federalreserve.gov/newsevents/speech/ 

tarullo20140625a.htm#f12 [perma.cc/CN4T-ZS4E]. 
220 2015 CCAR RESULTS, supra  note 219, at 8. 
221 See Skinner, supra note 187, at 1598-1601 (suggesting how regulators could use qualitative stress 

testing to assess a bank’s vulnerability to “misconduct risk”).  
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known as “internal control weakness” in the accounting literature222—

which suggest the firm to be vulnerable to management or governance 

problems, but would not otherwise be a required public disclosure under 

the securities laws.223 The results of a qualitative stress test could be 

compiled into a score, which could in turn be used to inform the FSOC’s 

annual re-evaluation of the SIFI lite designation.224 

 

* * * 

In resisting the assumption that systemically important nonbanks 
necessarily require quantitative regulation, one can more readily 

appreciate the benefits of a more nuanced—a smoother—designation 

scheme. Such scheme would give regulators the space to distinguish 

between institutions that require quantitative, capital-focused regulation 

and those for which risk could be substantially reduced with a more 

flexible and qualitative form of regulation, like supervision. 

Importantly, smoothing out the system in this way could mitigate 
many of the avoidance costs discussed above. For one, as Professor Kolber 

has argued, “smooth laws often promote better incentive schemes than do 

bumpy laws because smooth laws are less subject to strategic behaviors 

that subvert legislative goals.”225 Assuming, then, that a graduated 
spectrum of SIFI designation came along with more graduated prudential 

regulation, smoothing the designation power might very well mitigate 

financial institution incentivizes to engage in arbitrage or restructuring 

behavior.  

Additionally, a SIFI spectrum could ameliorate information 

                                                 
222 See, e.g., Jennifer Altamuro & Anne Beatty, How Does Internal Control Regulation Affect Financial 

Reporting, 49 J. OF ACCOUNTING & ECON. 58 (2010); Jacqueline S . Hammersley, Linda A Myers & 

Catherine Shakespeare, Market Reactions to the Disclosure of Internal Control Weaknesses and to the 

Characteristics of those Weaknesses Under Section 302 of the Sarbanes Oxley Act of 2002 , 13 REV. 

ACCOUNTING STUDS. 141 (2008). 
223 The securities laws require public  companies to disclose, in a form 8K, certain “red flags” for 

investors. See SEC, Investor Bulletin: How to Read an 8-K (May 2012), available at 

http://www.sec.gov/investor/pubs/readan8k.pdf. 
224 Scoring is another long-used supervisory tool. See Fed. Reserve Bank of San Francisco, Using 

CAMELS Ratings To Monitor Bank Conditions, http://www.frbsf.org/economic -

research/publications/economic-letter/1999/june/using-camels-ratings-to-monitor-bank-conditions (last 

visited July 31, 2015).  
225 Kolber, supra note 17, at 683; see a lso Huang, supra note 194, at 721 (noting that linear civil 

punishments can distort incentives and motivate “manipulative gaming”). 
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asymmetries between regulators and nonbank financial institutions. To the 

extent these institutions have less incentive to resist a SIFI label—because 

the consequences are less costly and less stark—their accompanying 

incentives to distort or withhold information regarding their financial 

activities will also be reduced. Viewed another way, the more nuanced the 
inquiry into an institution’s riskiness, the more nuanced (and valuable) 

information that regulators will seek and obtain.226 

Lastly, a SIFI spectrum with commensurately tailored regulation would 

also, even if obliquely, mute regulators’ impulse to designate politically. In 

the most straightforward case, if regulators are no longer picking winners 

and losers, but rather placing institutions along a spectrum of riskiness, 
then their decisionmaking process will necessarily have to be more 

detailed and case-specific. Having to provide more reasons as to why a 

firm qualifies for a particular place along the spectrum increases the 

transparency of the process, removing opportunity for political 

considerations to enter the decision unseen.  As the next Section suggests, 
so too would a requirement that the FSOC engage in cost-benefit analysis 

in connection with its SIFI designations.   

 

B.  Appraising Costs and Benefits   

 

The second insight drawn from Part II is that the binary nature of the 

designation power—which casts firms as winners or losers—allows for 

political considerations to enter regulators’ decisionmaking calculus.  

Again, smoothing the designation system can address this impulse, and its 
accompanying costs. A spectrum gives FSOC regulators some buffer 

against political pressure. To the extent Congress or the Administration 

seeks to use a SIFI designation to serve protectionist ends, a SIFI lite 

designation might appease those actors while, at the same time, yielding a 

much more muted protectionist effect. Likewise, a SIFI lite designation 
provides FSOC with some latitude to agree with a FSB decision that an 

institution presents some stability-related risk, without necessarily 

subjecting that firm to quantitative regulatory requirements. And, overall, 

because a spectrum will necessarily force more detailed decisionmaking—

                                                 
226 See Kolber, supra note 17, at 661 (arguing that “[w]hen an input is continuous but an output is 

discrete, we often lose valuable information”).  
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with respect to where along the spectrum an institution is placed—it will 

be more difficult to conceal inappropriate or inaccurate political 

considerations. 

Further to this last point on decisionmaking transparency, requiring the 

FSOC to conduct cost-benefit analysis could also blunt regulators’ ability or 

desire to designate politically. Academics of financial regulation have 
recently taken on this issue of cost-benefit analysis in financial regulation 

with considerable force.227 With respect to FSOC specifically, some 

regulators and commentators have proposed cost-benefit analysis, arguing 

that “FSOC should analyze the costs and benefits of the actions it takes and 

justify those actions in that context.”228  

While I, like others, remain skeptical that quantitative cost-benefit 
analysis would be productive, accurate, or even feasible in light of financial 

firms’ confidentiality concerns,229 I do think that conceptual cost-benefit 

analysis has value.230 Bringing to public light a more fine-grained analysis 

of why, exactly, any one particular SIFI designation is on-balance likely to 

increase financial stability (or, at least, maintain stability without 
decreasing consumer welfare) further transforms a process of winner/loser 

picking to one of reasoned and expert decisionmaking. Moreover, such 

exercise whereby FSOC makes plain its assessment of the various non-

                                                 
227 See, e.g., John C. Coates IV, Cost-Benefit Analysis of Financial Regulation: Case Studies and 

Implications, 124 YALE L.J 882, 885 (2015); Eric  A. Posner & E. Glen Weyl, Benefit-Cost Analysis for 

Financial Regulation, 103 AM. ECON. REV. (PAPERS & PROC.) 393 (2013); Eric  A. Posner & E. Glen Weyl, 

Benefit-Cost Paradigms in Financial Regulation, 43 J. LEGAL S TUDS. S1 (2014); Richard L. Revesz, Cost-

Benefit Analysis and the Structure of the Administrative State: The Case of Financial Services Regulation, NYU 

Inst. For Policy Integrity, Working Paper No. 2016/2 (Feb. 2016), 

http://policyintegrity.org/files/publications/CBA_and_the_Structure_of_the_Administrative_State.pdf;  

Cass R. Sunstein, Financial Regulation and Cost-Benefit Analysis: A Comment, 124 YALE L.J. FORUM 263 

(2015). 
228 BIPARTISAN POLICY CENTER, FSOC REFORM: AN OVERVIEW OF RECENT PROPOSALS 13 (2015) 

(quoting Donald Kohn, Member of the United Kingdom’s Financial Policy Committee and former 

Federal Reserve Board Vice Chairman, “Institutions For Macroprudential Regulation: The U.K. and the 

U.S .,” Speech at the Kennedy School of Government, Harvard University, Cambridge, Massachusetts, 

April 2014) 
229 See Coates, supra note 227 (noting the challenges of quantified cost-benefit analysis are due to 

the fact that “finance is at the heart of the economy; is social and political; and is characterized by non-

statutory relationships that exhibit secular change”); Jeff Schwartz & Alexandra Nelson, Cost-Benefit 

Analysis and the Conflict Minerals Rule, 68 Admin. L. Rev. (forthcoming 2016) (using empirical analysis to 

prove that the SEC’s cost-benefit analysis in the Conflict Minerals case was flawed). The District Court 

in MetLife concluded that the FSOC was required to conduct cost benefit analysis under Michigan v. 

EPA, 135 S . Ct. 2699 (2015). Metlife, slip op. at 29-32.  
230 See Coates, supra note 227.  
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market costs and negative externalities discussed in Part II could reduce 
public or industry suspicion that a designation is partisan, reflexively 

adopted from international regulators, or protectionist. In either cases, a 

cost-benefit analysis, alongside a smoother SIFI spectrum, would be likely 

to increase the legitimacy of any SIFI designation to come. 

 
CONCLUSION 

 

In recent years, policymakers have leveraged lessons from the financial 

crisis to intervene aggressively in the financial markets, in the name of 

financial stability. This Article has challenged one of the most sweeping 

stability measures to date: the creation of the FSOC and its power to 
designate nonbank financial institutions as “systemically important.” In 

doing so, the Article’s core goal was to shed light on the ways in which the 

FSOC’s designation power is much more costly than the Council’s 

supporters—and even detractors—have thought. In particular, by focusing 

on the binary quality of the designation power, this Article draws attention 
to previously underestimated social and economic costs of the FSOC’s 

power. Ultimately, the discussion and analysis herein should make 

policymakers reevaluate the design of the FSOC’s designation power and 

appreciate the need for a more nuanced and cost-sensitive regime.  


