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Key Points 

• MetLife’s recent lawsuit against the Financial Stability Oversight Council (FSOC) 
raises questions about the role of the Financial Stability Board (FSB) in designating 
MetLife as a systemically important financial institution. 

• The FSB, of which the Department of the Treasury and Federal Reserve are mem-
bers, has expressed its determination to regulate what it calls the shadow banking 
system. 

• Following the FSB’s lead, the Fed has begun an effort to map and eventually regu-
late shadow banks, but the Dodd-Frank Act does not authorize the Fed or FSOC to 
pursue this goal. 

• Congress should investigate whether the FSOC and Fed believe their authority to 
regulate the shadow banking system derives from FSB directives; if so, language in 
Title VIII of Dodd-Frank could then permit them to issue the necessary regulations.  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“Hidden in Plain Sight: What Really Caused the World’s Worst Financial Crisis and Why It Could Happen Again.”
This article first appear in AEI Research and is reproduced here with permission of the author.



Recently, the large US life insurer MetLife 
filed suit against the Financial Stability 
Oversight Council (FSOC) in an effort to 
overturn its designation as a systemically 
important financial institution (SIFI).  The 
79-page complaint raises expected and 
significant questions about the FSOC’s ac-
tions under the Administrative Procedure 
Act and its compliance with both the 
Dodd-Frank Act and US Constitution.  
However, the complaint’s most unusual ele-
ment was a reference to the Financial Sta-
bility Board (FSB), a mostly European body 
of bank regulators and central banks of 
which both the US Department of the 
Treasury and the Federal Reserve are mem-
bers. 

MetLife’s complaint stated: 

In July 2013, the FSB published its ini-
tial list of nine global systemically im-
portant insurers, which included Met-
Life.  The FSB’s decision was not sub-
ject to any statutory standards, and 
MetLife was given no prior notice of 
its formal designation or the basis for 
it, and no opportunity to respond to 
the designation.  The Board and Treas-
ury subsequently denied MetLife’s re-
quests under the Freedom of Informa-
tion Act for documents regarding com-
munications between U.S. regulators 

and the FSB concerning companies 
being considered for inclusion on the 
FSB’s list of global systemically impor-
tant insurers.1 

This suggests that the FSB had some role 
in MetLife’s designation as a SIFI and pre-
serves MetLife’s right to argue for release 
of these communications. 

The complaint then went on to quote from 
the dissent of Roy Woodall, the independ-
ent member of the FSOC with insurance 
expertise, who noted that the Treasury and 
Fed, as members of the FSB, had con-
sented to the FSB’s designation of MetLife 
as a global SIFI in July 2013.  “[T]he con-
sent and agreement by some of the Coun-
cil’s members at the FSB to identify Met-
Life” as a SIFI, said Woodall, reflected “a 
predisposition as to the status of MetLife 
in the U.S. ahead of the Council’s own de-
cision by all of its members.”  In other 
words, the Treasury and Fed, by agreeing 
to the FSB’s designation of MetLife as a 
SIFI 18 months before the FSOC acted, 
may have compromised the FSOC’s objec-
tivity. 

This could be an important issue in Met-
Life’s case, because the FSOC is a quasi-
judicial body with adjudicative and regula-
tory authority.  By raising this issue, too, 
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MetLife has preserved it for use in the fu-
ture, and the issue could assume some im-
portance in the courts’ ultimate disposition 
of this case.  The reference to the FSB is 
also noteworthy because there are indica-
tions, as I discuss later, that the decisions 
of the FSB were influential—and perhaps 
determinative—in the FSOC’s designation 
of MetLife as a SIFI.  This issue could also 
become important at trial because it also 
speaks to the objectivity of the FSOC’s 
designation of MetLife. 

In 2009, the FSB was deputized by the G-
20 leaders, including President Obama, to 
reform the international financial system. 
Although it has no enforcement powers, 
the FSB seems to be setting standards 
that member countries’ financial regulators 
and supervisors are expected to imple-
ment within their respective jurisdictions. 

In a paper issued in April 2011, the FSB 
noted that at their November 2010 Seoul 
summit, the G- 20 leaders had directed the 
FSB to “develop recommendations to 
strengthen the oversight and regulation of 
the ‘shadow banking system’ by 
mid-2011.”2  The paper defined shadow 
banking as “credit intermediation involving 
entities and activities outside the regular 
banking system” and continued: “as the fi-
nancial crisis has shown, the shadow bank-

ing system can . . . become a source of 
systemic risk, both directly and through its 
interconnectedness with the regular bank-
ing system.”3 

Why This Concern about Shadow 

Banks? 

Since the 2008 financial crisis, central 
bankers and bank regulators worldwide 
have repeatedly called for controls on 
shadow banking.  Although the FSB has 
broadly defined shadow banking as firms 
that engage in “credit intermediation . . . 
outside the regular banking system,” else-
where it has referred more specifically to 
“securities broker dealers, finance compa-
nies, asset managers and investment 
funds, including hedge funds” as the enti-
ties that it wants to include in its SIFI 
framework.4  These firms are all partici-
pants in the capital markets and securities 
industry. 

Bank regulators’ focus on securities and 
capital markets should be no surprise. 
Since the mid-1980s, as shown in figure 1, 
the capital markets have significantly out-
competed the banking industry for financ-
ing the thousands of firms, large and small, 
that have gained access to capital and 
credit by registering their debt securities 
with the US Securities and Exchange Com-
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mission (SEC). SEC registration allowed 
them to offer and sell their debt securities 
publicly, directly to investors. 

The reasons for this competitive success 
are simple.  Deposit banking—with all its 
regulation, risks, and costs—is an expen-
sive means of financial intermediation.  
Selling bonds, notes, and commercial pa-
per to finance a business is far less costly 
than borrowing from a bank.  Beginning in 
the 1980s, when improvements in informa-
tion technology permitted the inexpensive 
transmission of large amounts of financial 
and other data, it became possible for 
firms that filed reports with the SEC to pro-
vide their financial data directly to potential 
buyers of their debt securities. 

The expensive intermediation of banks 
was no longer necessary: investors, as-
sisted by a growing corps of financial ad-

visers, could de-
termine for them-
selves the credit 
quality of a par-
ticular firm.  In 
this active capi-
tal market, 
broker-dealers 
distribute the se-
curities, and the 
principal buy-

ers— supplying the liquidity—are asset 
managers, insurers, finance companies, 
and investment funds of all kinds.  To-
gether, these firms constitute the securities 
industry and capital markets—what bank-
ing regulators call the shadow banking sys-
tem. 

In other words, the shadow banking sys-
tem has largely displaced the banking sys-
tem as the principal supplier of credit to 
business firms.  As a result, in today’s fi-
nancial world, banks are largely limited to 
providing credit to businesses and individu-
als that do not have access to the securi-
ties markets, such as small businesses 
and commercial and residential real-estate 
developers.  Thus, as shown in figure 2, 
about half of all bank loans today are collat-
eralized by real estate. 
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Commercial and industrial loans—loans to 
general business firms—have continued 
their long- term decline as a percentage of 
all bank loans.  Moreover, the totals for 
bank loans continue to decline relative to 
the size of the economy as a whole.  
These are ominous trends for banks, which 
are becoming less and less diversified rela-
tive to the financial market and increas-
ingly limited to financing the volatile com-
mercial and residential real-estate busi-
nesses. 

As the FSB wrote in 2011:

The shadow banking system in parts 
or as a chain can undertake ‘bank-
like’ credit intermediation (i.e. com-
bined with maturity/liquidity transfor-
mation and leverage) without being 

subject to the 
same regula-
tory constraints 
as banks that 
have access to 
an official liquid-
ity backstop 
and deposit in-
surance. 

If parts of the 
shadow bank-
ing system are 
able to operate 

without internalizing the true cost of 
its risks and thus gain a funding ad-
vantage relative to banks where regu-
lation aims to achieve such an inter-
nalization, this is likely to create oppor-
tunities for arbitrage that might under-
mine bank regulation and lead to a 
build-up of additional leverage and 
risks in the system.5 

Setting aside the reference to a chain (an 
important issue I discuss later), this state-
ment clarifies why bank regulators may be 
eager to place restrictions on shadow 
banking.  The FSB is concerned about 
arbitrage—regulator-speak for financial ac-
tivities that escape the bank regulatory sys-
tem to compete with banks through the 
capital markets.  As the source of the most 
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significant competition for the banking in-
dustry, the relentlessly growing and effi-
cient capital markets have substantially re-
duced the role of banks—and hence the 
importance of bank regulators—in the mod-
ern financial system.  Reversing this trend 
by gaining some control over shadow 
banks and reducing their competition with 
regulated banks through greater regulation 
would explain what the FSB, Fed, and 
FSOC are doing. 

The FSB and Shadow Banking 

In this context, the FSB’s efforts to gain 
control of shadow banking raise important 
questions about why the FSOC designated 
MetLife and other large nonbank financial 
firms as SIFIs.  In defining shadow banking 
as “credit intermediation involving entities 
and activities . . . outside the regular bank-
ing system,” the FSB adopted the broad-
est possible definition of the term.6  Every 
financial firm that is not a regulated bank is 
defined as potentially part of the shadow 
banking system. 

Shadow banking could have been defined 
more narrowly.  The essential characteris-
tic of banks is that they perform maturity 
transformation—that is, they turn their 
short-term deposits into long-term assets 
by making loans.  It is a risky business be-

cause depositors may seek to withdraw 
short-term deposits that have been lent 
out in long-term loans.  In most developed 
countries, the risk of maturity transforma-
tion is somewhat mitigated by deposit in-
surance, which reduces the incentive of de-
positors to withdraw their funds (often 
called a run) when they believe a bank’s 
inancial condition is weak, and by central 
bank discount lending, which enables 
banks to obtain temporary liquidity to meet 
unexpected withdrawals. 

During the financial crisis there were a num-
ber of institutions—Lehman Brothers and 
Bear Stearns being two—that failed or 
came close to failing because they at-
tempted to use short-term financing to 
carry longer-term assets such as 
mortgage-backed securities.  If we ignore 
the pejorative connotation associated with 
the term “shadow,” the non-banks that did 
what banks traditionally do could logically 
be called shadow banks. 

Although this might be a reasonable infer-
ence from what happened in the financial 
crisis, it is not the lesson that the FSB 
chose to draw when it came to defining 
shadow banking.  Thus, in 2012, it noted: 

[E]xperience from the crisis demon-
strates the capacity for some non-
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bank entities and transactions to oper-
ate on a large scale in ways that cre-
ate bank-like risks to financial stability 
(longer-term credit extension based 
on short-term funding and leverage).  
Such risk creation may take place at 
an entity level but it can also form part 
of a complex chain of transactions, in 
which leverage and maturity transfor-
mation occur in stages, and in ways 
that create multiple forms of feedback 
into the regulated banking system.7 

As the FSB sees it, then, many entities in 
the shadow banking world work together 
to produce the maturity transformation 
that is the risky element of traditional bank-
ing.  Former Fed chairman Ben Ber-
nanke—a strong and persistent backer of 
regulating shadow banks—provided an ex-
ample of a “complex chain of transac-
tions” in a 2012 speech: 

As an illustration of shadow banking 
at work, consider how an automobile 
loan can be made and funded outside 
of the banking system.  The loan 
could be originated by a finance com-
pany that pools it with other loans in a 
securitization vehicle.  An investment 
bank might sell tranches of the securi-
tization to investors.  The lower-risk 
tranches could be purchased by an 

asset-backed commercial paper 
(ABCP) conduit that, in turn, funds it-
self by issuing commercial paper that 
is purchased by money market 
funds.8 

How this creates systemic danger has 
never been explained and probably never 
will be.  Nevertheless, as recently as De-
cember 2014, Stanley Fischer, the vice 
chairman of the Fed, made clear that regu-
lating shadow banking remains a key Fed 
objective. 

The Fed and the Shadow Banking Sys-

tem 

In remarks at a Council on Foreign Rela-
tions meeting in New York on December 2, 
Fischer, who also heads an internal sys-
temic risk committee at the Fed, made the 
Fed’s effort to control shadow banking 
very clear.  And, to the extent that the Fed 
itself does not have the authority to exert 
this control, he noted that the Fed intends 
to use the authorities of the FSOC for this 
purpose. 

At the meeting, Fischer was inter-
viewed by Larry Fink, chairman of 
BlackRock, one of the largest asset-
management firms in the world.  Ac-
cording to a transcript of the inter-
view, Fischer was asked by a member 
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of the audience: “Stan, can you talk a 
little bit more about the shadow bank-
ing system and what, if anything, you 
think should be done at a policy level 
to ensure that there is the financial sta-
bility over this 80 percent that you 
don’t—you have less control over?” 
Fischer responded: 

FISCHER: Well, the—you know, there 
are real institutions in the—in the 
shadow banking system. There are 
hedge funds. There are insurance 
funds.

FINK: Even asset managers.  
(LAUGHTER) 

FISCHER: Even asset managers, I’ve 
been reliably informed.  
(LAUGHTER)

FISCHER: And other financial institu-
tions, some of those have regulators.  
The insurance companies, for in-
stance, have regulation.  Others do 
not have—have regulation.  And what 
is being done right now is mapping 
out this system.  One of the most com-
plicated maps you’ve ever seen was 
produced in the New York Fed show-
ing the shadow banking system and 
the interactions between it and, you 
know, everybody is talking to every-

body else, doing business with every-
body else, it’s to understand that [sic] 
that system is as a system, how it in-
teracts with the banking system, and 
who has any authority that will enable 
them to take action—undertake ac-
tions to deal with a firm, which is if it’s 
large enough or interconnected 
enough, would create a big problem if 
it failed.

That’s what we’re doing now.  And 
then, if it’s—if we the Fed have the 
authority to regulate it.  Then on the 
basis of that analysis, we would then 
go ahead, if we have the authority -- 
for instance, we have control over mar-
gin requirements—and if we don’t, 
then it goes to the FSOC and is dis-
cussed there.9 

This exchange reveals several important 
facts about what the Fed is doing: (1) it 
has an ongoing program—probably under 
the auspices of the internal systemic risk 
committee—for determining the size and 
scope of the shadow banking system; (2) 
the New York Fed has been enlisted in this 
program; (3) the shadow banking system is 
deemed to consist at least of insurance 
firms, hedge funds, and asset managers; 
and (4) shadow banking is conceived as a 
system because of the interconnections 
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among its members (everybody is talking 
to and doing business with everybody 
else). 

The interconnections idea—that all large 
financial institutions are interconnected, so 
if one fails it will drag down others—was 
one of the basic elements of Title 1 of the 
Dodd-Frank Act.  Although it was shown 
to be fallacious when Lehman Brothers 
failed without having any knock-on effects 
on other large financial firms, the idea ap-
parently lives on at the Fed.10  Indeed, in 
its FSOC complaint, MetLife alleges that 
the FSOC has reduced all the required ele-
ments of a SIFI designation specified in 
the Dodd-Frank Act to only two: size and 
interconnections with other large firms. 

Not surprisingly, Fischer’s statement 
sounds a lot like what the FSB has been 
saying.  In a September 2013 paper, the 
FSB referred to asset managers, finance 
companies, investment funds, and hedge 
funds as entities that the FSB wants to in-
clude in its SIFI framework.  Fischer has 
added insurers to this list, which is consis-
tent with the idea that insurers are sources 
of liquidity for the capital markets.  The 
only industry Fischer left out is broker-
dealers, and that was probably an over-
sight. 

In the FSB’s November 2012 paper titled 
Strengthening Oversight and Regulation of 
Shadow Banking, the same entities—asset 
managers, investment funds, and broker-
dealers—were considered to be part of the 
shadow banking system.11  Significantly, 
what Fischer described as the Fed’s cur-
rent shadow banking review follows ex-
actly the prescription that the FSB laid out 
in its November 2012 paper. 

There, the FSB outlined a three-stage proc-
ess for regulating shadow banking—first, 
identifying “the sources of shadow bank-
ing risks in non-bank financial entities,” 
which involves macro-mapping (recall 
Fischer’s description of the New York 
Fed’s activity as creating a map); then, en-
suring that “non-bank financial entities that 
are identified as posing shadow banking 
risks . . . are subject to oversight by 
authorities”; and finally, information shar-
ing among authorities to “minimize ‘gaps’ 
in regulation or new regulatory arbitrage 
opportunities.”12 

The Fed seems to be working on stages 
one and two, and the members of the 
FSOC will be consulted on the third. As 
the FSB reported: “The objective is to en-
sure that shadow banking is subject to ap-
propriate oversight and regulation to ad-
dress bank-like risks to financial stability 
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emerging outside the regular banking sys-
tem while not inhibiting sustainable non-
bank financing models that do not pose 
such risks.”13 

Does the Fed or the FSOC Have Author-
ity to Regulate Shadow Banks? 

Two questions arise from all this.  First, is 
the real objective of the FSOC to desig-
nate institutions as SIFIs under Dodd-
Frank or to implement the priorities of the 
FSB?  A number of proposals have been 
made in earnest to improve the FSOC, but 
are they aiming at what the FSOC is really 
trying to do?14  Second, and equally impor-
tant, is determining where the Fed or 
FSOC acquired the authority to investigate 
and ultimately control what the FSB and 
Fed both define as shadow banking.  Al-
though the Dodd-Frank Act did not give ei-
ther the Fed or FSOC any explicit authority 
to seek control of shadow banking, it has 
become increasingly clear that both are fol-
lowing the prescriptions of the FSB in this 
respect. 

The drafters of Dodd-Frank, not shy about 
imposing regulations on the US financial 
system, would have recoiled from the idea 
that the FSOC or Fed was empowered to 
regulate “securities broker dealers, finance 
companies, asset managers and invest-

ment funds, including hedge funds”—not 
because their financial distress could indi-
vidually cause instability in the US financial 
system, but because they “form part of a 
complex chain of transactions, in which lev-
erage and maturity transformation occur in 
stages, and in ways that create multiple 
forms of feedback into the regulated bank-
ing system.”  If there is any definitional 
limit to the jurisdiction this confers, it is not 
apparent. 

Clearly, this was not what Congress had in 
mind for the FSOC designation process.  
In enacting Dodd-Frank, Congress was 
concerned that the failure of large financial 
institutions could create instability in the 
US financial system; it was not concerned 
with the control or prudential regulation of 
firms—each of them non-systemic alone—
that allegedly create systemic risk by trans-
acting with one another. 

Yet both the Fed and FSOC seem to see 
themselves as empowered to implement 
the FSB’s decisions in the United States.  
These decisions, in turn, appear to be moti-
vated by a desire to weaken the competi-
tion for banks and, as noted earlier, sub-
ject “shadow banking risks” to “oversight 
by authorities.”  The Fed’s pursuit of this 
goal was made clear by Fischer’s state-
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ment, but there are several examples of 
the FSOC doing the same thing. 

In 2013 the FSB recommended that if 
money market mutual funds (MMFs)—the 
source of much of the short-term funding 
in the capital markets—do not adopt a 
floating net-asset value, they, like banks, 
should be subject to capital 
requirements.15  It has long been an article 
of faith in the banking business that if the 
shares of MMFs could not offer a stable 
value of $1 per share (in other words, a sta-
ble net-asset value), they would not be 
able to compete with bank deposits.  Re-
ducing the attractiveness of MMFs would 
substantially reduce their footprint in finan-
cial markets and correspondingly enhance 
the position of banks as the only source of 
deposit-like funds in the financial system.  
After the FSB’s statement, the FSOC be-
gan to press the SEC to adopt a floating 
net-asset value for MMFs, and the SEC ulti-
mately adopted a modified floating- rate 
rule. 

Also in 2013, the FSB indicated that all as-
set managers that manage assets of more 
than $100 billion may be subject to pruden-
tial regulation, and the Office of Financial 
Research, another Treasury agency cre-
ated by Dodd-Frank, produced two reports 
on this issue at the request of the FSOC.  

These reports supported the idea that 
large-asset managers should be desig-
nated as SIFIs, which would enable the 
Fed to control the scope of their activities 
in and support for the capital markets. 

Finally, in July 2013 the FSB designated 
three US insurance firms as SIFIs—AIG, 
Prudential, and MetLife—and the FSOC 
has now done the same, with MetLife the 
most recent.  Fischer included insurance 
firms as part of the shadow banking sys-
tem, presumably because they are major 
sources of liquidity for the capital markets.  
It is noteworthy that of the four firms thus 
far designated by the FSB and FSOC as 
SIFIs, three are insurance firms (AIG, Pru-
dential, and MetLife) and one is a finance 
company (GE Capital), and all four are im-
portant players in what the regulators 
would call shadow banking. 

Once designated as SIFIs, these firms will 
fall under the jurisdiction of the Fed, which 
— according to Fischer’s remarks —is 
likely to limit their role in supplying liquidity 
to the capital markets.  Now that MetLife 
has sued to void its designation as a SIFI, 
the issue of why the FSOC decided to des-
ignate MetLife—and its relationship to the 
FSB’s effort to oversee the shadow bank-
ing system—may be examined in detail. 
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It is possible that both the Fed and FSOC 
see the FSB’s directives as the source of 
their authority to gain control over the 
shadow banking system.  Congress should 
consider whether the G-20’s directions to 
the FSB—and the FSB’s subsequent effort 
to extend national regulator’s control over 
shadow banks—are seen at the Fed and 
FSOC as providing necessary authority.  
Because President Obama was a member 
of the G-20 when the FSB was deputized 
to “develop recommendations to 
strengthen the oversight and regulation of 
the ‘shadow banking system’ by mid-
2011,” it is plausible that the FSOC and 
Fed believe they are simply following the 
directions of the president routed through 
the FSB. 

This would not be unusual in banking regu-
lation.  US bank regulators routinely adopt 
and enforce the decisions of the Basel 
Committee on Bank Supervision, the princi-
pal international body on bank regulation, 
without any new approval from Congress.  
By analogy, the FSOC’s leaders may be-
lieve they are empowered by traditional 
banking practices to follow and implement 
the decisions of an international body such 
as the FSB.  This certainly seems to be the 
basis for the Fed’s study of the shadow 
banking system, which is unquestionably 
following the steps prescribed by the FSB 

for bringing shadow banking under pruden-
tial supervision. 

However, in the case of bank regulation, it 
can be argued that the regulators already 
have explicit authority to impose capital re-
quirements on banks.  The only question, 
then, is the nature and size of those re-
quirements, and thus an agreement with 
other regulators through the Basel Commit-
tee does not seem irregular.  However, this 
is not true of the FSOC and the Fed, nei-
ther of which has explicit authority from 
Congress to regulate or control the 
shadow banking system.  Still, if the FSB 
is deemed to be an independent source of 
authority over shadow banking, it is possi-
ble that both the FSOC and Fed could use 
their existing authorities to implement the 
FSB’s directions. 

How Could the FSOC or Fed Implement 
the FSB’s Mandate? 

Title I of Dodd-Frank provides the FSOC, a 
council of federal financial regulators 
headed by the secretary of the Treasury, 
with the unique authority to designate cer-
tain nonbank financial firms as systemi-
cally important.  Once that designation is 
made, the firms are turned over to the Fed 
for what seems to be bank-like prudential 
regulation. 
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This is quite a bit of power, but it is still lim-
ited.  Title I restricts the FSOC to designat-
ing individual firms if it finds that their “ma-
terial distress” or “activities” could cause 
instability in the US financial system.  The 
Fed’s role is to regulate and supervise the 
firms that the FSOC has designated.  None 
of this provides them with explicit authority 
to regulate the multitude of individual firms 
that make up the capital markets, or what 
the FSB calls the shadow banking system. 

Moreover, Title I is unlikely to be useful to 
the Fed or the FSOC for gaining control of 
shadow banks. This was revealed when 
the FSOC—following the FSB’s lead—be-
gan to consider designating asset manag-
ers as SIFIs.  Title I requires the FSOC to 
find that an asset manager’s financial dis-
tress could cause instability in the US finan-
cial system, a claim that was inherently im-
plausible and immediately seen in Con-
gress as unjustified.16  The resulting outcry 
led the FSOC to change direction slightly 
and suggest that it would now consider as-
set managers for designation on the basis 
of their products and services. 

This course also presents difficulties.  
First, under Title I the FSOC must act on a 
case-by-case basis; it has no power to 
make rules for all asset managers as a 
group, and the FSOC has to show that ac-

tivities by a particular firm will cause insta-
bility.  In addition, apart from designating a 
firm as a SIFI, in which case the Fed be-
comes the firm’s prudential regulator, the 
FSOC cannot exert direct regulatory con-
trol over a particular firm or industry.  In the 
case of asset managers, for example, the 
FSOC must rely on the SEC to impose 
regulations on the products and services 
of asset managers, and it cannot be sure 
that the SEC will agree. 

What seems to be missing is the authority 
to impose rules on the entire securities and 
capital markets industry in the name of 
controlling the shadow banking system.   
Although this authority does not appear in 
Title I of Dodd-Frank, it could be devel-
oped out of language in Title VIII. 

The Authority of the FSOC and Fed un-

der Title VIII of Dodd-Frank 

Returning again to the FSB’s vision for con-
trolling the shadow banking system, the op-
erative idea is that a chain of transactions 
by firms that are not themselves systemi-
cally important can create systemic risk.  
In effect, this is a description of how busi-
ness is currently carried out in the capital 
markets and securities industry. 

Therefore, the only way to gain control of 
this system is through rules that apply to 
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most or all of the participants in this widely 
dispersed and diversified market.  What is 
necessary is authority to limit risk taking by 
individual firms that are not themselves sys-
temic but transact with one another in 
ways that the banking regulators believe 
create systemic risks.  Certain language in 
Title VIII of Dodd-Frank could be used for 
this purpose. 

Few analysts have paid much attention to 
Title VIII, which on its face seems to be 
concerned only with the Fed’s authority 
over financial market utilities (FMUs) such 
as clearinghouses.  However, the title also 
covers the payment, clearing, and settle-
ment (PCS) activities of financial institu-
tions other than FMUs. 

Section 805(a)(1) of Dodd-Frank gives the 
Fed authority to prescribe risk-
management standards for both financial 
market utilities and the PCS activities of fi-
nancial institutions. It provides that “the 
Board of Governors, by rule or order, and 
in consultation with the Council [FSOC] 
and the Supervisory Agencies [the SEC or 
the Commodity Futures Trading Commis-
sion] shall prescribe risk management stan-
dards . . . governing . . . the conduct of 
designated activities by financial 
institutions.”17 

A designated activity is defined in Section 
803 as a PCS activity designated as “sys-
temically important” by the FSOC.  Like its 
Title I counterpart, Title VIII provides no 
standards for determining when a PCS ac-
tivity is systemically important, and pre-
sumably the FSOC could designate certain 
activities according to their size in dollars.  
For example, all PCS activities (and the re-
lated risk management) that involve, say, 
the movement of an aggregate of $1 billion 
in support of financial transactions over a 
period of 10 days might be designated sys-
temically important. 

As discussed in the following paragraphs, 
once the FSOC makes that designation, 
the Fed gains the authority to override the 
risk-management views and policies of 
any financial firm’s regular supervisor. 

Payment Clearing and Settlement (PCS) 
Activities. Section 803(7)(A) defines a PCS 
activity as “an activity carried out by 1 or 
more financial institutions to facilitate the 
completion of financial transactions.”18  
Subparagraph (b) defines “financial trans-
action” as including: “(i) funds transfer; (ii) 
securities contracts; . . . (v) repurchase 
agreements; (vi) swaps; (vii) security-based 
swaps; (viii) swap agreements; (ix) 
security-based swap agreements; (x) for-
eign exchange contracts; (xi) financial de-
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rivatives contracts; and (xii) any similar 
transaction that the [FSOC] determines to 
be a financial transaction for purposes of 
this title.” 

Section 803(7)(C) then goes a step further 
and says that, when conducted with re-
spect to a financial transaction, other activi-
ties are also deemed to be PCS activities, 
including “(ii) the management of risks and 
activities associated with continuing finan-
cial transactions; . . . (vi) the movement of 
funds; and (viii) other similar functions that 
the [FSOC] may determine.”19  Thus, the 
PCS activities of financial institutions of all 
kinds include both the movement of funds 
to facilitate a broad range of financial trans-
actions and the risk-management activities 
associated with carrying out these transac-
tions. 

The Fed’s Authority after a PCS Activity 

Is Designated Systemically Important.  

Once an activity is designated as systemi-
cally important, the FSOC has the extraor-
dinary power not granted anywhere else in 
the Dodd-Frank Act to override the poli-
cies and standards of a firm’s regular su-
pervisor in prescribing risk-management 
standards.  On this point, Section 805 
(a)(2)(B) says the Fed “may determine that 
existing prudential requirements” of, say, 

the SEC “with respect to . . . financial insti-
tutions engaged in designated [PCS] activi-
ties . . . are insufficient to prevent or miti-
gate significant liquidity, credit, opera-
tional, or other risks, to the financial mar-
kets or to the financial stability of the 
United States.” 

After this determination is made, subpara-
graph 805(a)(2)(E) provides that if the regu-
lar supervisor of a financial institution (for 
example, the SEC) refuses the Fed’s re-
quest to modify its risk-management stan-
dards, and two-thirds of the FSOC finds 
that the response of the SEC is “insuffi-
cient,” the FSOC “shall . . . prescribe such 
risk management standards as the [FSOC] 
determines is necessary to address the 
specific prudential requirements that are 
determined to be insufficient.”20  It does 
not seem that the term “prescribe” in this 
context is anything other than a FSOC di-
rection that the SEC must implement. 

Thus, unlike under Title 1, this provision of 
Title VIII gives the FSOC has the power to 
force a supervisory agency such as the 
SEC to adopt particular prudential require-
ments recommended by the Fed.  Moreo-
ver, through risk-management standards, 
the Fed could control how every member 
of the securities industry and capital mar-
kets carries on its business. 
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The major differences between Title I and 
Title VIII is that the latter enables the Fed 
and FSOC to make rules for all financial in-
stitutions as a group—such as the margin 
requirements Fisher referred to in his re-
marks to the Council on Foreign Rela-
tions—while the former requires a firm-by-
firm analysis that results in the designation 
of a particular financial institution as a SIFI.   
It would be difficult to use the time-
consuming Title I designation process to 
gain control of a system as large and dif-
fuse as the capital markets, but Title VIII ap-
pears to provide a basis for the Fed to out-
line a set of risk-management regulations 
that will effectively control and limit the ac-
tivities of capital market firms competing 
with banks. 

Conclusion 

There has been a lot of concern in Con-
gress about Title VIII of Dodd-Frank, but 
this concern has focused almost exclu-
sively on the fact that the title expands the 
safety net to FMUs by authorizing the 
FSOC to designate FMUs as systemically 
important, granting them access to the 
Fed’s discount window.  The concern 
about this is fully justified.  Designation as 
a SIFI and access to the discount window 
immediately introduces moral hazard into 

the relationship between clearinghouses 
and users of their services. 

However, the other provisions of Title VIII 
outlined previously are equally troubling. 
They provide the only available mechanism 
for the Fed and FSOC, working together, 
to gain control of the shadow banking sys-
tem, or what are today the relatively free 
and open US capital markets.  This is a 
matter for Congress to consider. 

________________________________
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