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Re: Assessment Methodologies for Identifying Non-Bank Non-Insurer Global Systemically Im-

portant Financial Institutions from January 8, 2014 
 
Dear Mr. Andresen: 
 
The Institute of International Finance is pleased to provide comments on the FSB-IOSCO Consultative 
Document “Assessment Methodologies for Identifying Non-Bank Non-Insurer Global Systemically Im-
portant Financial Institutions – Proposed High-Level Framework and Specific Methodologies” of January 
8, 2014. This letter has been produced under the guidance of the IIF’s Non-Bank Non-Insurer Working 
Group. In offering these comments, we believe it is important to reiterate the industry’s support for tar-
geted and proportionate measures designed to strengthen regulation and thus make the global financial 
system more stable. 
 
The IIF fully recognizes the importance of the FSB’s work (in cooperation with other agencies) on identi-
fying sources of systemic risk. This is a very challenging task which, if done correctly, can reinforce fi-
nancial stability but if not, could have unintended detrimental consequences on financial markets, those 
they serve, and economic growth. The Institute therefore appreciates the continued openness of the FSB 
and relevant agencies to industry perspectives and those of other stakeholders on this important subject. 
 
Key Considerations: 
 
 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

• ‘Size’ is not the primary, nor should it be used as the dominant, indicator of an NBNI entity’s 
global systemic risk.   

• Existing regulations and the significant counterparty risk-reducing derivative reforms already in 
train should be taken into account when interpreting whether indicators actually pose a systemic 
risk. 

• The IIF fully endorses the approach chosen by the FSB and IOSCO to focus on investment 
funds and not asset managers. Further, in the case of investment funds leverage is the most im-
portant indicator of systemic risk.  

• The IIF calls for a transparent methodology that uses reliable data, objective metrics that are 
risk-based and risk-sensitive, is consistently applied across jurisdictions, and provides clear in-
centives for reducing systemic risk. 
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Singling out of certain entities may distort markets and competition 

 
At the outset, we wish to emphasize that the IIF has consistently drawn attention to the shortcomings of 
approaches to systemic risk which rely on designating individual entities1 and the application of addition-
al policy measures to these entities on a blanket basis. We believe such approaches increase moral hazard2 
and create market distortions arising out of such entities being seen as ‘special’ and potentially too big to 
fail, as well as distorting competition. Whilst the FSB and IOSCO clearly have work to do in finalizing 
the methodology and have indicated an open mind about policy measures to be applied to any identified 
NBNI G-SIFI, the IIF would argue strongly from the very beginning that applying additional policy 
measures to a few individual entities is likely to be ineffective and would neither offset the additional risk 
resulting from this moral hazard nor act as an effective means of offsetting potential market distortions. 
This is especially true in highly substitutable markets like asset management and financial services. 
 
It is likely that the designation of certain entities as NBNI G-SIFIs will result in ‘systemic’ activities shift-
ing from a G-SIFI to other, non-designated entities. For example, designation of an investment fund as 
‘systemically relevant’ and applying additional and costly policy measures to it and not to its competitors 
would likely render the fund unattractive and prompt investors to redeem a substantial portion of its assets 
and to transfer them to a competitor that offers the same product or service without the regulatory burden 
due to the highly substitutable nature of the industry.  
 
However, it is not at all obvious that a simple reallocation of business within the regulated industry and 
towards non-systemic entities will be the outcome. Instead, the effect may well be to drive some activities 
outside of the regulated sector. Such movement is unlikely to reduce systemic risk, but it would make the 
activities less visible. The incentives created could equally likely result in changes in business models and 
product mixes whose effects on systemic risk are hard to know in advance.  
 
Regulatory focus should be on activities rather than on entities 

 
To cope with these challenges the IIF has consistently argued that policy should focus primarily on the 
underlying activities involved and their associated risks, should be sufficiently forward looking, and 
should take into account the variety and complexity of activities rather than focusing on a few of the enti-
ties that conduct those activities.3 In general, we believe that the application of targeted regulation to 
properly identified risks on an activity- or industry-wide basis is the most appropriate response.4 There-

                                                 
1 Throughout this submission we use the word ‘entity’ as a generic term to describe all NBNIs, which include both 
finance companies and investment funds.  
2 “There is reasonable concern that designating a small number of nonbank-affiliated firms would increase moral 
hazard concern”; Tarullo, Daniel K.: Regulating Systemic Risk – Remarks at the 2011 Credit Markets Symposium, 
March 31, 2011, p. 7 (http://www.federalreserve.gov/newsevents/speech/tarullo20110331a.pdf).  
3 See IIF: “Shadow Banking”: A Forward-Looking Framework for Effective Policy, June 2012, p. 1 
(http://www.iif.com/regulatory/article+1099.php). 
4 “(…) potential contagion effects are best contained by directly addressing them, rather than by trying to indirectly 
address them through designating a large number of nonbank-affiliated institutions under section 113 of the Dodd-
Frank Act. This direct approach would, I believe, yield maximum financial stability benefits at the lowest cost to 

• We encourage the FSB and IOSCO to generally shift their focus to activities when identifying 
and regulating sources of systemic risk in the NBNI space. High substitutability and mobility 
suggest that entity-targeted approaches will be less than effective.   

• The history of failed NBNI entities should be used to calibrate both the qualitative and quantita-
tive aspects of the assessment methodology.   
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fore we applaud the FSB and IOSCO for asking Q6-4, which recognizes that it may be more appropriate 
to assess asset management activities than it is to attempt to identify and regulate risk in asset manage-
ment and in capital markets by designating a few individual funds G-SIFIs. We agree and encourage the 
FSB and IOSCO to shift their focus to activities. This approach should not only apply to asset manage-
ment but to all other NBNI sectors as well. 
 
However, and recognizing the G20 mandate to the FSB and IOSCO to assess whether there are any enti-
ties that should be designated as NBNI G-SIFIs, we provide the following comments on the proposed as-
sessment methodology. As with all other areas of the G20 reform agenda the IIF will look to engage pro-
actively and constructively with the FSB and IOSCO throughout the development of the NBNI G-SIFI 
regime. 
 
Methodology should use risk-based and risk-sensitive metrics 

 
In producing a methodology that seeks to measure the systemic importance of entities, it should be trans-
parent and designed in such way that it is adequately reflective of systemic importance by using reliable 
data, objective metrics that are risk-based and risk-sensitive, consistently applied across jurisdictions, and 
provide clear incentives for reducing systemic risk. While the industry acknowledges the need to avoid 
undue complexity, a balance must be made between having a simple approach and having an adequately 
risk-based approach. The benefits of an overly simple approach would be outweighed by the problems 
caused by a methodology that is not fully reflective of underlying sources of systemic risk. As we point 
out below, the proposed methodology seems to be a good starting point, but will require additional work 
and careful calibration.   
 
Data sources are available and should be exploited 

 
In its consultative document the FSB and IOSCO on several occasions mention that “(o)ne of the key 

challenges in assessing the global systemic importance of NBNI financial entities is the difficulty in ob-

taining appropriate and consistent data/information.” While we agree that “data availability varies wide-

ly and is likely not to be consistent across jurisdictions” this does not mean that meaningful data is not 
available in general. For example, fund managers in the United States have to file information such as 
financial statements, comprehensive holdings (including derivatives exposure) and custody information 
with the U.S. Securities and Exchange Commission (SEC).5 A thorough analysis of this trove of infor-
mation should provide valuable insights into the functioning of the investment fund industry and provide 
a better understanding of the risks that it may or may not present. Insights developed through analysis of 
this data should also be published to facilitate discussion and enable both better informed proposals such 
as this and comments on them. 
 
Moreover, for much of the finance company sector accurate information is also readily available. In addi-
tion to the many finance companies that are either subsidiaries or affiliates of banks, as acknowledged in 
the FSB paper, many non-bank owned companies are subject to forms of regulatory supervision. These 
include the U.S. Financial Stability Oversight Council’s (FSOC) non-bank systemically important finan-

                                                                                                                                                             
financial intermediation, financial firms, and financial supervisors”; Tarullo, Daniel K.: Regulating Systemic Risk – 
Remarks at the 2011 Credit Markets Symposium, March 31, 2011, p. 11.   
5 Information is filed on forms such as 13D, 17h, ADV, N-CSR, N-MFP, N-Q, N-SAR, and PF. Over 2,300 advisers 
covering over 18,000 private funds and pertaining to $7.3 trillion in private fund assets have filed form PF with the 
SEC; see SEC Division of Investment Management: Annual Staff Report Relating to the Use of Data Collected from 
Private Fund Systemic Risk Reports, pp. 5 et seq. (http://www.sec.gov/news/studies/2013/im-annualreport-
072513.pdf). 
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cial institution process established under the Dodd-Frank Act and the German regulatory requirements for 
finance companies to report information to supervisors. 
 
In general, data transparency and availability has increased significantly in recent years. In fact, it was 
one of the main regulatory initiatives initiated by the G20 to increase market transparency by moving 
over-the-counter (OTC) derivatives trading onto organized platforms. Regulators are in the process of 
implementing new rules requiring the reporting of data on the trading of OTC derivatives to trade reposi-
tories. This will provide regulators with a full picture of all OTC derivative positions for the entities they 
regulate and enable market-wide risk monitoring. The collection of all this market data only makes sense 
if it will be studied to determine if there are additional risks that should be addressed and to design specif-
ic and targeted regulation. Confidentiality of this data on a national basis should not preclude the FSB and 
IOSCO from developing methodologies involving these data thus enabling national supervisors to identi-
fy G-SIFIs on a national level and based on objective data and criteria. 
 
We are convinced that meaningful data is available and can be collected with reasonable effort. If certain 
data should not be readily available the focus should be on generating this data or meaningful proxies in-
stead of defaulting to supervisory discretion to bridge any gap in data availability. 
 
Additionally, the FSB and IOSCO should provide NBNI entities formal opportunities to participate in the 
process, which should include the opportunity to engage directly with the FSB and IOSCO and present 
data and other information for consideration in the designation process.  Further, the FSB and IOSCO 
should afford an assessed NBNI entity advance notice of its potential designation and allow the NBNI 
entity to comment on and respond to the narrative assessment prepared in support of its designation. 
 
Use of supervisory judgment and discretion should be avoided 

 
Against this backdrop, we do not share the conclusion that “supervisory judgment likely needs to play a 

bigger role in methodologies for identifying NBNI G-SIFIs compared to the G-SIB or G-SII methodolo-

gies”. We are afraid that the proposed International Oversight Group will not be able to guarantee inter-
national consistency. Instead, too great a reliance on supervisory judgment and discretion may in fact un-
dermine the credibility of the intended approach. Supervisory discretion may not only include a tempta-
tion to respond to political pressures but also make criticism of measurement and policy all the more chal-
lenging.6  
 
In contrast, the IIF supports the use of an objective approach, where measures of systemic risk should be 
based on the consistent and transparent use of common metrics that are objectively indicative of global 
systemic risk. Thus, ensuring data quality and consistency is essential to achieve a level playing field. 
 
Learning from history 

 
In justifying the initial focus of the NBNI G-SIFI assessment the FSB and IOSCO refer to “historical ex-

amples of financial distress or failure in these three factors that had an impact on the global financial 

system”. Unfortunately, this claim is not further specified. In the case of NBNI entities we are aware of 
two examples from the investment fund industry—Long Term Capital Management (LTCM) and Reserve 
Management Company (sponsor of the Reserve Fund)—and General Motors Acceptance Corporation 
(GMAC) as an example pertaining to finance companies. In our view, these examples deserve detailed 

                                                 
6 See Hansen, Lars Peter: Challenges in Identifying and Measuring Systemic Risk, Working Paper, February 11, 
2013, p. 2 (http://www.nber.org/chapters/c12507.pdf). – Lars Peter Hansen, together with Eugene F. Fama and Rob-
ert J. Shiller, received the Nobel Price in Economic Sciences 2013. 
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analysis to understand the sources of systemic risk connected to the respective business models. Upon 
closer examination, these instances demonstrate activity rather than entity related risk.  
 
LTCM managed the Long Term Capital Portfolio, a private fund with approximately $5 billion of assets7 
that experienced significant distress in September 1998.  As the President’s Working Group on Financial 

Markets observed, LTCM, from its inception, had a prominent position in the community of hedge funds, 
both because of the reputation of its principals—among them two 1997 Nobel laureates in economics 
with substantial reputation in the economic theory of financial markets—and also because of its capital 
stake.8 Compared with the trading practices of other hedge funds and other trading institutions the LTCM 
Fund stood out with respect to its opaqueness, its low degree of external monitoring, and its high degree 
of leverage. At the time of its near-failure the LTCM Fund was the most highly leveraged large hedge 
fund reporting to the U.S. Commodities Futures Trading Commission (CFTC). The use of excessive lev-
erage with a mismatch of funding resulted in an inability of the fund to withstand market movements. The 
fund was unable to meet margin calls and had to liquidate positions. A consortium of banks acquired capi-
tal interests in the fund for approximately $3.65 billion and over the next year, the positions were un-
wound in an orderly fashion with a small profit. 
 
The President’s Working Group on Financial Markets concluded that “excessive leverage can greatly 
magnify the negative effects of any event or series of events on the financial system as a whole. (…) Alt-
hough LTCM is a hedge fund, this issue is not limited to hedge funds. Other financial institutions, includ-
ing some banks and securities firms, are larger, and generally more highly leveraged, than hedge funds. 
(…) The near collapse of LTCM illustrates the need for all participants in our financial system, not only 
hedge funds, to face constraints on the amount of leverage they assume”.9 Based on its findings the Work-

ing Group recommended a plethora of regulatory and statutory measures covering, disclosure and report-
ing, supervisory oversight, counterparty risk-management, capital adequacy, etc. many of which were 
implemented or are being considered again in light of the experiences with the impact of leverage during 
the recent financial crisis. 
   
Reserve Management Company managed the Reserve Primary Fund that “broke the buck” in 2008 due to 
its investments in Lehman Brothers debt securities. Reserve Management Company had less than $100 
billion in assets under management across all of the funds it managed for clients, ranking it #81 among 
U.S. asset managers overall as of December 31, 2007, and #14 against managers of money market mutual 
funds (MMMFs). Cash management products were the only strategies managed by Reserve Management. 
Following this incident at the height of the financial crisis, investors who were already fearful about li-
quidity made significant redemption requests to similar MMMFs, and the Federal Reserve, the U.S. 
Treasury and certain foreign agencies stepped in to create a series of programs to calm the markets. Inves-
tors in the Reserve Primary Fund ultimately received 99.04% of their assets, and Reserve Management 
Company ceased actively managing money. 
 
This episode demonstrates that the contagion effect is not necessarily a function of size at all. The run on 
MMMFs did not occur because of the size of the Reserve Fund but because of what its vulnerability made 

                                                 
7 LTCM’s balance sheet on August 31, 1998, included over $125 billion in assets. Using the (non-deteriorated) Jan-
uary 1, 1998, equity capital figure of $4.8 billion, this implies a balance-sheet leverage ratio of more than 25:1; see 
The President’s Working Group on Financial Markets: Hedge Funds, Leverage, and the Lessons of Long-Term 
Capital Management, Apr. 1999, p. 12 (http://www.treasury.gov/resource-center/fin-
mkts/Documents/hedgfund.pdf). 
8 Id, pp. 10 et seq. 
9 Id, p. viii. 
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investors fear about the balance sheets of other funds.10 The combination of characteristics of MMMFs 
and certain of their investor demographics present unique risks that differentiate them from other invest-
ment funds and warrant specific regulation. In fact, the recent experiences have led to targeted regulatory 
proposals both in the United States and in the European Union.11 The structures of the regulatory reforms 
already made and currently pending in the money market fund sector demonstrate the appropriate struc-
tural approach to the regulation of asset management and the capital markets broadly. Specifically, money 
market fund regulation is not targeted at only a few large funds or even at all funds labeled ‘money mar-
ket.’ On the contrary, all MMMFs are already regulated differently than other investment products and 
additional reforms seek to identify types of funds and investors that exhibit the characteristics believed by 
regulators to be most problematic and regulate them appropriately as a class—and differently from those 
that do not present those risks. 
 
In the case of LTCM as well as in the case of the Reserve Fund distress in specific products ultimately led 
to the closure of the asset management firm that sponsored those products because each firm was relative-
ly small and lacked diversification in the strategies they managed. While in each instance the product lev-
el distress had market impact, the ultimate closures of the asset management firms that managed the 
products were hardly newsworthy. 
 
Beyond LTCM and the Reserve Fund, there have been multiple examples of hedge funds dissolving or 
experiencing heavy losses with no systemic impact. As a conservative estimate, over one hundred major 
hedge fund product closures have occurred since 2006 with little evidence of systemic impact. Important-
ly, fund size is not relevant without further analysis of the strategy employed, quality of the risk manage-
ment and application of relevant regulation. For example, whereas a large index fund has very little risk, a 
large, highly leveraged actively managed fund with poor margining and poor collateral management theo-
retically could create risk to its trading counterparties, since such funds are difficult to transfer in specie. 
In practice, it is difficult to imagine this scenario transpiring today given improved industry practice and 
regulatory focus on derivatives and on private funds. 
 
With regards to captive finance companies and historical examples it is worth considering the specific 
case of GMAC during the recent financial crisis: GMAC was founded in 1919 to provide auto loans to 
consumers buying GM cars and loans to GM auto dealers buying cars for their lots. Over the years, 
GMAC became one of the world’s largest automotive financing companies and was a dependable source 
of profit for GM, its parent company. As the Special Inspector General for the Troubled Asset Relief Pro-

gram has observed GMAC traditionally operated a low risk business model. The business model dramati-
cally changed in the 1980s when GMAC expanded its business to providing subprime mortgages. By 
2006, GMAC had developed into the 10th largest mortgage producer in the U.S. During the financial cri-
sis, Residential Capital LLC, the mortgage division of GMAC, accumulated nearly $10 billion in losses. 
GMAC finally received three taxpayer-funded TARP (Troubled Asset Relief Program) injections totaling 
$17.2 billion.12 In assessing the background for this rescue package it is important to observe that “Treas-
ury’s rescue of GMAC was markedly different from other auto bailouts because GMAC was the only 
company in the auto bailout whose business model extended beyond the auto industry. GMAC was one of 

                                                 
10 See Tarullo, Daniel K.: Regulating Systemic Risk – Remarks at the 2011 Credit Markets Symposium, March 31, 
2011, p. 3. 
11 See Proposal for a Regulation of the European Parliament and the Council on Money Market Funds, COM(2013) 
615 final, 4.9.2013 (http://ec.europa.eu/smart-regulation/impact/ia_carried_out/docs/ia_2013/ 
com_2013_0615_en .pdf); Securities and Exchange Commission, Release No. 33-9408, Money Market Fund Re-
form, Amendments to Form PF, June 5, 2013 (http://www.sec.gov/rules/proposed/2013/33-9408.pdf). 
12 See Special Inspector General for the Troubled Asset Relief Program: Taxpayers Continue to Own 74% of 
GMAC (Rebranded as Ally Financial Inc.) from the TARP Bailouts, January 30, 2013, p. 4 et seq. 
(http://www.sigtarp.gov/Audit%20Reports/Taxpayers_GMAC.pdf). 
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the nation’s largest subprime lenders. Taxpayers were not just bailing out an auto finance company, they 
were bailing out one of the nation’s largest lenders of subprime mortgages.”13  
 
As the Special Inspector General for the TARP Program has concluded and as we will discuss in more 
detail below GMAC’s business model—in line with the business model of any typical finance compa-
ny—generally entailed low risk. This changed only when GMAC significantly altered its business model 
with its subprime business finally dominating the traditional auto lending. 
   
We conclude that a methodology to identify NBNI G-SIFIs should recognize historical precedent and 
should be able to identify another LTCM, Reserve Fund or GMAC during the build-up of systemic risk. 
We acknowledge that this is not an easy task. In our view history leads to the conclusion that the potential 
for systemic risk may rather be embedded in the failure of a certain asset class or a specific business mod-
el than in the operations of a single firm.14 However, where a single firm has caused systemic disruption it 
generally results from highly leveraged operations which have accumulated significant under-protected 
exposures or have caused disruption through their lack of substitutability.     
 
General regulatory framework should be observed 

 
In addition, the NBNI G-SIFI methodology should be framed in the context of the wide range of existing 
regulation and of other regulatory measures introduced post-crisis. For example, funds established under 
the Investment Company Act of 1940 (1940 Act) in the U.S. or UCITS (Undertakings for Collective In-
vestment in Transferable Securities) in the European Union face specific restrictions with regards to the 
use of leverage that are much more restrictive than those applied to even the largest G-SIB banks. This 
hard-wired resilience should be taken into consideration since it does not only serve to provide investor 
protection on an individual basis. On a collective level, the liquidity and diversification requirements also 
have positive repercussions on the stability of the financial system as a whole.  
 
In addition, a multitude of new measures have been introduced since the crisis to safeguard against and 
reduce systemic risk. For example, the initiative to move OTC derivatives trading onto organized plat-
forms with counterparty risk managed through a Central Counterparty (CCP) is intended to reduce sys-
temic risk and to increase transparency. The broad scope of these and other new regulatory measures 
should allow the FSB to reserve G-SIFI designation only for those circumstances in which other regulato-
ry actions clearly would be insufficient to address or limit the perceived systemic risks. Finally, the suffi-
ciency of existing or pending regulation should be evaluated carefully and taken into account in the de-
sign of any additional requirements for NBNI G-SIFIs. It is essential that any additional measures do not 
ignore or replicate what is already in place.  
 

Objective assessment may yield a null set 

 
Finally and most importantly, it is not necessarily the case that NBNI entities that present a global sys-
temic risk do in fact exist. We will argue below that given the unique nature of the business models in 
question, and the differences between NBNIs and banking and insurance, a well-calibrated risk-sensitive 
methodology may yield a null set of NBNI G-SIFIs.15 Furthermore, with respect to investment funds, the 

                                                 
13 Id, p. 3. 
14 See Tarullo, Daniel K.: Regulating Systemic Risk – Remarks at the 2011 Credit Markets Symposium, March 31, 
2011, p. 6. 
15 A similar assessment with regards to domestic NBNI SIFIs in the U.S. was provided by Governor Tarullo: “All 
this suggests to me that the initial list of firms designated under section 113 of the Dodd-Frank Act should not be a 
lengthy one. (…) The potential for systemic risk contagion effects really reflects the potential failure of an asset 
class or business model more than a firm. These risks are, at least presumptively, more effectively addressed head-
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characteristics of the industry, many of which the Consultative Document acknowledges, in particular the 
high degree of substitutability and investor mobility demonstrate that entity targeted designation and poli-
cy measures would be ineffective and inefficient and targeted regulation on an activity- or industry-wide 
basis would be the most appropriate response. 
 

 

 

Specific comments: 

 

In addition to the general comments presented above, the Institute would like to offer the following an-
swers to select specific questions raised in the Consultation Document: 
 
 
 
 
 
In principle, we share the assessment that the three identified transmission channels—exposures (counter-
party channel), asset liquidation (market channel), and critical function or service (substitutability)—can 
transmit systemic shocks through the financial system. Nevertheless, we also share the view that the “di-

versity in the business models and risk profiles … makes it difficult to derive a comprehensive view”. 
Moreover, one should keep in mind that these transmission channels had originally been identified when 
scrutinizing the banking industry. While we do not challenge the applicability of the transmission chan-
nels in its original context we conclude that certain channels will not be relevant with regard to certain 
NBNI business models. For example, we share the assessment that substitutability is not an issue for the 
investment fund industry since investment funds—by the nature of their business—are in fact highly sub-
stitutable. 
 
 
 
 
 
 
 
We are concerned that key terms of the methodology—starting with ‘systemic risk’ but also extending to 
terms like ‘significant disruption,’ ‘wider financial system’ and ‘economic activity’—are opaque and re-
quire definition, modeling and measurement in this context. We are concerned about leaving things vague 
and potentially follow a ‘know it when you see it’-approach which will by necessity lead to a substantial 
amount of regulatory discretion. This, in turn, may not only lead to a temptation to respond to political 
pressures but also make criticism of measurement and policy all the more challenging.16 
 
In our view the high-level framework does not adequately cover economic disruptions in the aftermath of 
a hypothetical failure of a NBNI financial entity.  
 
  

                                                                                                                                                             
on.”; Tarullo, Daniel K.: Regulating Systemic Risk – Remarks at the 2011 Credit Markets Symposium, March 31, 
2011, p. 6.  
16 See Hansen, Lars Peter: Challenges in Identifying and Measuring Systemic Risk, Working Paper, February 11, 
2013, p. 2. 

Q1-1. In your view, are the three transmission channels identified above most likely to be the ones 
transmitting financial distress of an NBNI financial entity to other financial firms and markets? Are 
there additional channels that need to be considered?    

Q2-1. Does the high-level framework for identifying NBNI G-SIFIs (including the five basic impact 
factors) adequately capture how failure of NBNI financial entities could cause significant disruption to 
the wider financial system and economic activity? Are there any other impact factors that should be 
considered in addition to those currently proposed or should any of them be removed? If so, why? 
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Size:  
 
The framework should recognize that ‘size’ is of secondary importance for assessing the systemic risk 
emanating from NBNIs. Two entities of the same size can present widely varying risk profiles depending 
on other indicators more directly related to potential systemic risk. For example in assessing investment 
funds the framework should first look to leverage before considering size, or at least provide that size be 
analyzed on a risk-sensitive basis.   
 
De facto, the proposed approach is likely to overemphasize size and could result in size being counted 
multiple times as a determinant of systemic importance. For example, a large financial company with a 
large share of cross-jurisdictional assets may be penalized twice for being large—once through the size 
indicator and another through the cross-jurisdictional indicator. This is also true for substitutability be-
cause the underlying assumption is that the larger an entity’s market share in particular activities, the 
more systemically important it is. However, large market share is also usually a function of the size of an 
entity. Hence, by recognizing large market share in different activities, the framework basically reflects 
the size of an entity several times. Given these interactions between size and the other indicators, it could 
be seen that the size indicator is the overriding, if not sole, determinant of G-SIFI status.  
 
The preoccupation with size and the potential multiple counting is a serious methodological flaw. The 
scale of an entity should not only be associated with creating potential systemic risk, but also recognized 
for its potential to mitigate systemic risk. Economies of scale produce technological advantages and offer 
greater scope for robust risk management infrastructure. Smaller entities, on the other hand, may have 
limited resources to apply to risk management. Large portfolios of business create significant diversifica-
tion benefits and portfolio effects, and hence provide shock absorbers to systemic risk, particularly when 
geographic, client and counterparty diversification are included in the picture.   
 
An emphasis on size could also be pro-cyclical in times of market stress adding additional costs to flights 
to quality and industry consolidation. Rather than fail, a struggling entity may simply be acquired by a 
competitor—with such corporate transaction sometimes explicitly supported by regulators. These larger, 
diversified entities have a more stable business platform to withstand pressure under various market sce-
narios and shifting client preferences. For example, while one investment fund product may lose assets, 
another may gain assets. Likewise, a closure of one fund or one product category is unlikely to cause a 
large entity to close. In addition, larger entities tend to offer products with less correlated risks and returns 
in contrast to specialized entities that take concentrated positions or directional exposures in their prod-
ucts.  

 
Substitutability:  
 
In general, the proposed substitutability indicators mostly show only that an entity has a large share in 
particular market activities, but do not accurately reflect either the contribution of the activity to systemic 
risk or the difficulty of finding substitutes for the provision of such activities that could pose a threat to 
financial stability.  
 
Substitutability in terms of systemic risks presents itself because critical services need to be replaced in a 
timely fashion. In the case of banking this may mean for example that payment functions continue to op-
erate seamlessly the day after failure, or that entities that need to roll over finance can do so without inter-
ruption. The preservation of critical functions is a core element of continued regulatory and industry work 
in banking recovery and resolution for this reason. While we acknowledge that substitutability is an im-
portant criterion for assessing systemic risk we conclude that the scale and unique nature of NBNI entities 
will lead to very low scores with regards to their substitutability indicators. 
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Specifically, in the case of investment funds, substitutability is not a major point of concern. Investors 
invest by choice. They do not have to invest in a certain sector or market. If a fund returns its money to 
investors, those investors are not compelled to immediately invest in another investment fund. Substituta-
bility creates stress if the immediate replacement of its critical functions causes stress. In the case of funds 
therefore substitutability is not critical. We therefore endorse the approach in the Consultation Paper that 
substitutability is not a systemic risk transmission channel for investment funds.  
     
For finance companies the market share/substitutability indicator is not just a question of relative market 
share within their own sector, but needs to be taken in the context of all providers of such financial activi-
ties, which would include the banking sector. When viewed in this context substitutability would be of 
little concern as even the largest NBNI financing providers are small when compared to a range of large 
banks, and therefore their portfolios could be readily absorbed. In addition, the market structures in the 
respective product markets should be taken into consideration. In fact, in the case of finance companies 
that primarily serve consumer markets, such as auto finance companies, consumers in some countries do 
not necessarily rely on credit provided by a finance company but more often pay for the products in cash. 
In such an environment the existence—or non-existence—of a finance company is irrelevant for the func-
tioning of the respective product market even if a single finance company may have a high market share 
in the (limited) financing market.   
 
Moreover, in the event of the distress or failure of finance companies that finance assets, the firm’s clients 
would typically not be affected.  Access to the asset being financed would continue while ownership 
passed to the finance company’s creditors, who would have the right to continue to receive lease pay-
ments. This characteristic makes this type of finance companies substitutable by a diverse range of pro-
viders of funding including mainstream banks, hedge funds or other institutional investors. 

 
Complexity: 
 
Compared with global universal banks (in particular G-SIBs), both investment fund and finance company 
business models are simpler. Typically they are specialized in producing and selling one specific product: 
investment funds on the one hand and on the other hand leasing and financing solutions for a certain 
product. The respective businesses are generally operated in lean legal structures and this is reflected in 
plain balance sheets. In case of a failure the operations of these companies can easily be dissolved without 
any significant repercussions on the business partners. 
 
An effective risk-sensitive analysis should focus on the relative complexity and opacity of an entity’s 
business. As the financial crisis demonstrated, it is more difficult for regulators and market participants to 
understand and effectively address risks presented by relatively complex and non-transparent companies. 
Thus, an assessment of systemic importance should focus on activities that are highly complex and for 
which exposure and other information necessary to analyze risk is not readily available.      
 
Global activities (cross-jurisdictional activities): 

 
We also believe that the proposal provides disincentives to geographic diversification. While some of the 
benefits of diversification may have been shown by the crisis to have been overstated, we believe that 
diversification of entities by geography is an effective means of spreading risk, provided that these risks 
are properly managed. Designating entities due to their cross-border activities would not only create dis-
incentives to geographic diversification, but also disregard the potential benefits of cross-border activities, 
especially in certain emerging market jurisdictions. 
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Interconnectedness: 
 
Interconnectedness, especially as reflected in leverage for us seems to be the most relevant basic impact 
factor.17   
 
Indicator Weights: 
 
As opposed to previous and comparable consultations the FSB and IOSCO do not provide a proposal as 
to the weighting of the various suggested indicators. In addition to the fact that we have reservations as to 
the appropriateness of certain indicators as such we also would object to an equal weighting of all indica-
tors. Since most of the indicators are to some extent correlated this would pose us with a special concern. 
Given the specific correlations between size and the other indicators it could be argued that at least the 
weight of ‘size’ should be limited in order to prevent double- and multi-counting.  
 
 
 
 
 
As an initial focus we have little comment, and would not suggest that there are other entities that should 
be brought in scope. 
 
The IIF endorses the approach to focus on investment funds and not asset managers, and further detailed 
comments on this issue are provided in the relevant section below. 
 
 
 
 
 
 
As noted above, we believe there is too much subjective assessment or supervisory judgment currently 
proposed. Therefore, in our view, the proposal does not present a sufficiently objective methodology and 
does not provide for a robust, measurable or objective process. Further, our comments below raise con-
cerns with individual indicators and measures, and we believe that practical difficulties do exist and can 
be demonstrated. Therefore, in advance of the detailed comments below, it is our position that the meth-
odology requires additional detail and modification before it can be operationalized and considered ro-
bust. 
 
 
 
 
 
 
 
 
In general, the Consultation Paper does not provide any arguments or data to support the proposed mate-
riality thresholds or explains how ‘balance sheet total assets’, ‘assets under management (AUM)’ and 

                                                 
17 This assessment is supported by the fact that “the extent of the leverage of the company” is the first of a number 
of indicators FSOC has to take into consideration when determining whether a nonbank financial company poses a 
threat to the financial stability of the United States; see Section 113(a)(2)(A) Dodd-Frank Wall Street Reform and 
Consumer Protection Act.   

Q2-2. Is the initial focus on (i) finance companies, (ii) market intermediaries, and (iii) investment 
funds in developing sector-specific methodologies appropriate? Are there other NBNI financial entity 
types that the FSB should focus on? If so, why? 

Q3-1. Is the proposed scope of assessment outlined above appropriate for operationalizing the high-
level framework for identifying NBNI G-SIFIs? Are there any practical difficulties associated with the 
proposed scope of assessment? 

Q3-2. In your view, are the above proposed materiality thresholds (including the level) for the NBNI 
financial entity types appropriate for providing an initial filter of the NBNI financial universe and lim-
iting the pool of firms for which more detailed data will be collected and to which the sector-specific 
methodology will be applied? If not, please provide alternative proposals for a more appropriate initial 
filter (with quantitative data to back-up such proposals). 
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‘gross notional exposure (GNE)’ indicate potential risk to the global financial system. We reiterate our 
general concerns with regards to ‘size’ as an indicator for systemic risk.   
 
Specifically in the case of investment funds, the total AUM provides limited insight, as the asset mix 
could be invested in many different ways and present a vast spectrum of ’riskiness‘ into which size pro-
vides no meaningful insight. The largest funds have a significant percentage of their clients’ assets invest-
ed in long-only passive strategies in highly liquid markets. Long-only strategies appear to present mini-
mal risk from a systemic perspective, and passive strategies present even less potential for systemic risk. 
Thus, any threshold that simply connects to size seems to some extent arbitrary. We reiterate our argu-
ment that risk metrics that are risk-based and risk-sensitive should be devised to identify potential SIFIs. 
At a minimum, leverage should be recognized by normalizing the balance sheet size and the AUM re-
spectively with a leverage ratio—as suggested in the consultation paper under Indicator 2-4 (finance 
companies) and Indicator 2-1 (investment funds). 
 
If the FSB and IOSCO, for reasons of simplicity, want to use (improved) size metrics to provide the ini-
tial filter of entities for assessment we would argue that the thresholds are too low to be indicative of sys-
temic relevance let alone potential risk. They are also inconsistent with the G-SIB methodology.  
 
To bring the NBNI G-SIFI assessment in line with the G-SIB and G-SII framework the FSB and IOSCO 
should consider that the smallest G-SIB is operating with total assets of $243bn (as of 12/31/2013).18 
Therefore, to be consistent with the G-SIB methodology and to account for the lower risk profile of 
NBNIs, the threshold for all entities should be increased to at the very least €200bn, which is the level at 
which banks have to report information under the G-SIB methodology.19 Below that banks are presumed 
not to be globally systemically risky, and further, as recognized in the proposal and discussed below, 
NBNI entities in general are inherently much less risky than banks. 
 
In principle, the thresholds should be carefully set and rather calibrated downwards in the course of the 
assessment process than set too aggressively in the first place. It should be considered that any SIFI as-
sessment will require the dedication of significant resources within the scrutinized entities and this will 
lead to according internal and external costs. 
 
Regardless of where the thresholds are ultimately set, they should include an inherent adjustment to ac-
commodate the growth of the financial system such that the thresholds do not become more inclusive over 
time than is intended at their establishment.       
 
 
 
 
We do not foresee more difficulties than posed by any similar data collection. 
  

                                                 
18 Excluding the two smallest banks whose systemic significance results from payment and custodial activities—
activities in which neither investment funds nor finance companies are engaged—no G-SIB has in fact less than 
$650 billion in assets; see Federal Deposit Insurance Corporation, Global Capital Index - 
Capitalization Ratios for Global Systemically Important Banks (GSIBs), Data as of second quarter 2013 
(https://www.fdic.gov/about/learn/board/hoenig/capitalizationratios2q13.pdf)  
19 See Basel Committee on Banking Supervision: Globally systemic important banks: updated assessment methodol-
ogy and the higher loss absorbency requirement, July 2013, p. 2  (http://www.bis.org/publ/bcbs255.pdf) 

Q3-3. Are there any practical difficulties in applying the materiality thresholds? 
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We once again reiterate our general concern with regards to ‘size’ as an indicator for systemic risk; any 
threshold that simply connects to size seems to be an arbitrary measure and not reflective of risk. We be-
lieve that risk-based and risk-sensitive metrics should be applied to identify potential SIFIs. 
 
We further understand that the threshold is designed only as an initial filter, but we nonetheless wish to 
raise concerns with the GNE metric. The Consultation Paper notes: “GNE is calculated as the absolute 

sum of all long and short positions … (and) provides a complete appreciation of all the leverage that is 

employed by a fund to gain market exposure.” However, such a measure is too simplistic and does not 
consider the riskiness of the asset mix and leverage with which a fund operates. This problem may be 
overcome by normalizing the GNE with a leverage ratio as suggested in the Consultation Paper under 
Indicator 2-1. 
 
Instead of referring to a pure GNE we would suggest multiplying a hedge fund’s AUM with its leverage 
ratio to receive a normalized AUM figure. Using AUM for non-leveraged funds and ‘normalized AUM’ 
for leveraged funds an identical threshold of €200bn can be applied for all investment funds to provide a 
filter for initial assessment. 
 

 

 

 

 
 
As the assessment methodology aims to identify NBNI SIFIs of global relevance—as opposed to purely 
domestic relevance—it seems reasonable that the FSB and IOSCO should at least consider an additional 
materiality threshold focusing on ‘global activities’. However, such a threshold should be focused on sys-
temic risk and therefore not be based on a simple metric that has no relevance to potential global systemic 
risk such as the number of jurisdictions in which operations are conducted. An entity may have a large 
presence in a particular jurisdiction, but an extremely small presence in others. In such a case, it would 
not be relevant to consider the entity as posing a global systemic risk based purely on the number of juris-
dictions in which it operates. Rather any threshold should connect to the materiality of interconnections 
across jurisdictions and the likelihood that the particular type of interconnections could lead to systemic 
consequences if the entity were to experience financial stress. This could be achieved by analyzing the 
number of jurisdictions in which the respective entity is of systemic relevance such that, if experienced 
financial stress in any of these jurisdictions (or in all of them), it may transmit it to others. 
 
In addition, the proposed framework should be revised to focus on the potential for activities to cascade 
across jurisdictions, as a company that is active in a number of jurisdictions does not necessarily present a 
global, cross-jurisdictional risk.  For example, finance companies can have businesses that are confined, 
or ’ring-fenced’, in a particular jurisdiction (i.e., lending and funding activities are confined to market 
participants in a particular jurisdiction). Especially with regards to their assets, finance companies rely 
heavily on the certainty of titles and the enforceability of claims in bankruptcy proceedings under national 
law. Consequently, finance companies sometimes operate in a fragmented legal structure. Thus, the fail-
ure or financial stress of a ring-fenced operation would be contained to the respective jurisdiction and not 
be likely to cascade to other operations of the finance company or market participants in other jurisdic-
tions and, therefore, such a company would be unlikely to present global systemic risk.   
 

Q3-4. In your view, what is the appropriate threshold level, taking into account the range given above 
(USD 400-600 billion in GNE), for hedge funds? Please also provide reasons with data to back it up. 

Q3-5. Do you think that it would be beneficial to set additional materiality thresholds based on “glob-
al activity”? If so, please explain the possible indicator and the level on which materiality thresholds 
should be set (with reasons for selecting such indicator, the level and any practical challenges). 
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Sector-specific methodologies: Finance companies 

 

 

 

 
 
 
In principle, we consider the definition of ‘finance companies’ to be generally appropriate, but we offer 
the comments below. 
 
First, we would like to point out that the focus of the funding of finance companies does not necessarily 
have to be on wholesale funding sources. As we will explain further below (see our answer to question 
Q4-2) the funding structure—in our view—is not a constituting element of finance companies. Rather 
than focusing on the type of funding, the framework should consider the concentration or variety of fund-
ing sources, as diversification in funding sources can serve as a source of stability during times of finan-
cial stress.  
 
 
 
 
 
 
In general, we do not share the view that finance companies provide services or financing products that 
are both vital for the functioning of the economy—and thus entail systemic risk—and could not easily be 
substituted. In our view, the market share of finance companies is not just a question of relative market 
share within their own sector, but needs to be taken in the context of all (potential) providers of such fi-
nancial activities, which would include the banking sector, against which finance company balance sheets 
are very small. When taken in that context the portfolio of even the largest finance company could be 
readily absorbed, and the financial services replaced by a combination of the banking and non-banking 
sector.  
 
While the activities of finance companies are economically important, they are still substitutable, operat-
ing within a highly competitive market, which could easily absorb the drop in supply created by the fail-
ure of one firm. In Europe alone, there are approximately 1,400 leasing firms and more than 600 consum-
er credit lenders that possess the relevant specialized skills. In particular, the marked share of an automo-
tive leasing company could seamlessly be taken over by captive or non-captive competitors.20 The re-
quired sector knowledge does not have to be developed first, since it does exist in those companies al-
ready. Consequently we do not see “barriers to entry such as the specialist expertise required to operate 

in certain markets”. 
 
Hence, a default of a finance company would only have a limited impact on its customers. Leasing com-
prises a large proportion of a typical finance company’s balance sheet. Under a leasing arrangement the 
finance company retains ownership of the asset, and these assets are carried on the balance sheet at depre-
ciated value. In that regard it is very different from, for example, a traditional banking collateralized loan, 
such as a mortgage, where the bank lends money to the customer and has a security interest over the asset.  

                                                 
20 When Chrysler filed for bankruptcy to reorganize itself on April 30, 2009, GMAC announced it would replace 
Chrysler Financial in providing Chrysler dealers with inventory financing and would lend money to consumers to 
buy Chrysler vehicles; see GMAC Financial Services, Press Release “GMAC Financial Services Enters Agreement 
to Provide Financing for Chrysler Dealers and Customers”, April 30, 2009 
(http://media.ally.com/index.php?s=20295&item=122678). 

Q4-1. In your view, does the proposed definition of finance companies provide a practical basis for 
applying the specific methodology (i.e. indicators) to assess the systemic importance of NBNI financial 
entities that fall under the definition? 

Q4-2. Do you think that the above description of systemic importance of finance companies adequately 
captures potential systemic risks associated with their financial distress or disorderly failure at the 
global level? 
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Recoverability of the value of the assets usually is not a major issue because the performance of manufac-
tured products is to a large extent predictable and the depreciation schedules usually take a conservative 
view. Thus, the balance sheet carrying value of an asset (such as a lease) is likely to reflect its market val-
ue and, as a result, a portfolio could be easily absorbed at a value close to its carrying cost. Further, and as 
a result, it is unlikely that an unanticipated sharp decline in the values of leased assets would occur, and 
such reliability of value makes transfer of assets, such as leases at close to carrying cost likely with com-
petitive interest.  Therefore, the customer of a finance company will not be precluded from the continuing 
use of the product despite the failure of any given finance company.21    
 
The impact of such a failure is further reduced by prudent risk management. Finance companies often 
purchase residual value insurance or guarantees, or enter into buy-back arrangements with asset manufac-
turers to protect themselves from falls in asset values. Finance companies who take on residual value risk 
exposure, will monitor asset values closely, and reflect movements in their financial accounts. 
 
With regards to funding sources, independent, as well as financial companies affiliated with a manufac-
turer or another commercial company, often try to position themselves as distinct players in the financial 
markets and to diversify funding sources and their investor base to optimize funding costs, minimize refi-
nancing risks and to secure liquidity at all times. This funding mix often includes both a variety of unse-
cured and secured instruments but also deposits from retail customers. Particularly, some major finance 
companies operate significant direct bank operations and compete successfully for retail depositors. These 
deposit taking arms of finance companies are prudentially regulated and therefore subject to local super-
vision of their activities, capital requirements and resolution planning, reducing the risk of losses having a 
systemic impact. 
 
Finance companies typically use wholesale funding as part of a broader financing mix. In this context 
wholesale funding contributes to diversifying funding sources and to reducing dependencies on certain 
markets or instruments. In fact, finance companies have significantly increased the diversification of their 
funding sources since the recent financial crisis thus making them even less susceptible to the ebbing of 
certain sources. 
 
We share the FSB’s view that funding can become a problem “if (finance companies) are highly lever-

aged or if their funding is relatively short-dated compared to the maturity of their assets”. But, liquidity 
problems emanating from a maturity mismatch are neither necessarily connected to wholesale funding nor 
are they exclusive to finance companies. In fact, these problems can become relevant for any market par-
ticipant who requires funding, independently whether this market participant belongs to the industrial sec-

                                                 
21 Similar arguments were raised during the deliberations of the Dodd-Frank Wall Street Reform and Consumer Pro-
tection Act in the U.S. House of Representatives:  
“Ms. KILROY. (…) It is my understanding that nondepository captive finance companies do not pose the types of 
risks that warrant such treatment. Nondepository captive finance companies typically provide financing on a nonre-
volving basis only to customers and to dealers who sell and lease the products of their parent or affiliate. As such, 
they are involved in only a narrow scope of financial activity. Equally important, their loans are made on a depreci-
ating asset, a fact taken into account when the loans are entered into. If they are not a depository institution, they 
therefore have no access to the Federal deposit insurance safety net. It is my understanding that it is the intent of the 
committee that nondepository captive finance companies are not the types of finance companies that should be sub-
jected to stricter standards under section 1103 of this legislation; is that correct? 
Mr. FRANK of  Massachusetts. The gentlewoman is correct. (…) Financing companies are not depository institu-
tions. They provide financing for the sale of that particular product in that company. It is again inconceivable to me 
that somehow they would rise to the level of risk that would justify the Systemic Risk Council stepping in.   
Ms. KILROY. Thank you, Mr. Chairman”; Congressional Record – House, December 9, 2009, H14431 
(http://www.gpo.gov/fdsys/pkg/CREC-2009-12-09/pdf/CREC-2009-12-09-pt1-PgH14427-2.pdf). 



  16 

1333 H Street NW Suite 800E  •  Washington, D.C. 20005  •   www.i i f .com   •   @IIF 

tor, the services sector or the finance sector. Consequently, this issue is frequently regarded and should be 
treated as a general task for prudent risk and liquidity management. 
 
Detailed funding data will reveal that most finance companies in fact operate with matched funding struc-
tures. As opposed to banks, maturity transformation is not part of the business model of a finance compa-
ny. Therefore, their funding structures are much more resilient to external shocks than those of banks. In 
particular run-off of liabilities matches run-off of assets and so rollover risk, a key cause of concern dur-
ing the crisis, is of low concern and not a key-driver for systemic risk within finance companies.  
 
 
 
 
 
 
 
 
 
The indicators in the proposed framework are very general in nature and, as the proposed framework rec-
ognizes, are based on indicators that were developed for G-SIBs.  As a result, the indicators do not ad-
dress the unique aspects of a finance company’s business model and risk profile. Thus, before the FSB 
finalizes the framework, the FSB should analyze finance company-specific data and develop the indica-
tors based on these data, similar to the process that was undertaken for the development of the G-SIB 
framework.  If data is not currently available, the FSB should work with national authorities to collect the 
necessary data before finalizing the framework.  
 
Size: 
 
We reiterate our general reservations with regards to indicators based on ‘size’ and refer to our answer to 
Q2-1. We do not share the view that the volume of the balance sheet “is a key indicator for determining 

systemic importance”. 
 
Interconnectedness: 
 
With regards to ‘interconnectedness’ we question the relevance of indicators 2-1 and 2-2. As we have ar-
gued in our answer to Q4-2 we do not think that wholesale funding (as reflected in intra-financial liabili-
ties) is per se a matter of concern for finance companies. It should be seen as part of a company’s general 
funding strategy and its funding mix. If dependencies should exist, these will be detected by analyzing the 
‘borrowings split by type’ (Indicator 2-3). On the asset side ‘intra-financial system assets’ were suggested 
as indictor “(c)onsistent with the approach taken in the methodology for identifying global systemically 

important banks (G-SIB) by the BCBS”. Whereas analyzing intra-sectoral lending makes perfect sense 
while assessing the banking industry “lending to financial institutions or holding of securities issued by 

other (sic!) financial institutions” is not part of the business model of finance companies.      
 
An analysis of a finance companies funding mix—as contemplated by indicator 2-3—will find on the fi-
nance company’s balance sheet positions such as borrowings from financial institutions as well as securi-
ties which have been issued by the company itself or by a special purpose vehicle within the course of an 
asset-backed-transaction. However, it should be mentioned that lenders and investors who provide fund-
ing and commit credit lines or who invest in securities are predominantly institutional investors such as 
insurance companies and banks. These investors are subject to their own regulatory provisions. These 
regulatory requirements ensure that institutions do not build up excessive risk to one particular finance 
company. Large exposure limits as stipulated in Europe by the Capital Requirement Regulation (CRR) 

Q4-3. Are the proposed indicators appropriate for assessing the relevant impact factors? For example, 
for consistency purposes the methodology uses “intra-financial system assets” and “intra-financial sys-
tem liabilities” as defined in the G-SIB framework, but should it consider other indicators that are more 
tailored to a finance company’s business model and risk profile? Also, should the methodology focus 
not only on OTC derivative exposures but also centrally-cleared derivatives in assessing “interconnect-
edness” and “complexity”? 
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and the Capital Requirements Directive IV (CRD IV) are intended to safeguard against this kind of risk 
concentration. 
 
Substitutability: 
 
With respect to ‘substitutability’ we reiterate our concern regarding the relevance of this factor and in do-
ing so refer to our answer to Q4-2. 
 
Complexity: 
 
As we have argued in our response to Q2-1 we think that finance companies operate a less complex busi-
ness model as compared with large banks. Against this backdrop any indicator trying to identify ‘com-
plexity’ will not lead to meaningful results. If the FSB nevertheless wanted to apply certain indicators we 
would recommend modifications: In order to provide a better sense of the risk profile of a derivatives 
book, derivatives should be evaluated both on the exposure amount and the notional amount (not only the 
notional amount, as suggested in Indicator 4-1). More specifically, the framework should account for the 
increased risk presented by an uncollateralized derivative compared to a collateralized derivative.  Fur-
ther, the framework should consider the purpose for which derivatives are used.  For example, derivatives 
used for hedging tend to mitigate risks, and, in contrast, derivatives used for speculative purposes are 
more likely to amplify risks. 
 
Further, existing practices, regulations, and the significant counterparty risk-reducing derivative reforms 
already in train, should all be taken into account. For example, the initiative to move OTC derivatives 
trading onto organized platforms with counterparty risk managed through a CCP has virtually eliminated 
counterparty risk. Against this backdrop any indicator in a methodology or any potential policy measure 
should not inadvertently discourage risk mitigating activities and the hedging of specific risks. 
 
Global Activities: 
 
With regards to ‘global activities’ it brings many benefits through diversification and portfolio effects and 
as such reduces systemic risk. When looking for potential systemic risk, any indicator should not be based 
on nominal figures, e.g. the number of jurisdictions in which a finance company conducts operations or 
the size of cross-jurisdictional assets and liabilities; rather the indicators should connect to a potential 
global systemic relevance of a finance company and global systemic risk. This could be achieved be ana-
lyzing in how many jurisdictions the finance company is systemically relevant and if financial stress in 
any of these jurisdictions (or in all of them) may cause a global systemic crisis. 
 
The indicators should also observe that finance companies can have businesses that are confined, or ‘ring-
fenced’, in a particular jurisdiction. Especially with regards to their assets finance companies rely heavily 
on the certainty of national titles and the enforceability of claims in bankruptcy proceedings under nation-
al law. Consequently, finance companies sometimes operate in a fragmented legal structure. Thus, the 
failure or financial stress of a ring-fenced operation would be contained to the respective jurisdiction and 
not be likely to cascade to other operations of the finance company or market participants in other juris-
dictions and, therefore, such a company would be unlikely to present global systemic risk. 
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We acknowledge the intentions of the FSB and IOSCO to maintain consistency between the various G-
SIFI methodologies. However, since the G-SIB methodology was developed first, all other methodologies 
by necessity are to some extend biased. We are afraid that this does not give enough attention to the 
specific business models of finance companies and any idiosyncratic risks that may be entailed in these 
business models. For example, there may be the need for stronger differentiations with regard to the 
respective assets on the balance sheet. The business risk of an automotive leasing company may be 
different from the risk of an aircraft leasing company, be it only for the size of the various tickets and the 
granularity of the customer base. We are concerned that the risk profile of the companies which are cap-
tured by the definition of the Consultation Paper significantly varies without this being reflected in the 
methodology. 
 
As noted above, the FSB should reconsider its framework for finance companies after analyzing finance 
company-specific data and developing appropriate indicators based on these data and analyses. 
 

 

 

 

 

 
Yes. Not all of the required figures are standard reporting parameters and readily available. They would 
have to be calculated exclusively for the G-SIFI assessment. Therefore, the IIF endorses the approach that 
only finance companies exceeding the initial threshold should be subject to providing metrics in support 
of the assessment of individual indicators. 
 
Moreover, market share data, which is related to ‘substitutability,’ are not readily available, because a 
range of companies (including banks) provide financing in many of the categories in which finance com-
panies are active.  As a result, at this time, it is difficult to develop a complete understanding of the indus-
try for many finance categories (including, for example, auto loans). Thus, as noted above, the FSB 
should collect and develop more data before finalizing the framework. 
 

 

 
 
 
As a general matter and as frequently noted above, we believe that the FSB should collect and analyze 
more finance company-specific data before finalizing the indicators used in the framework. 
 
However, with respect to the proposed indicators, we refer to our general comments above and challenge 
the assessment that the size of financial companies, as measured by total globally consolidated balance 
sheet assets should be a “key indicator for determining systemic importance”. We believe that the focus 
on size without considering risk sensitivities of particular assets and liabilities, as well as the potential 
multiple counting creates a methodology that is not truly reflective of the systemic risk posed. An analysis 
of size should be risk-sensitive, and the scale of an entity should not only be associated with creating po-
tential systemic risk, but also recognized for its potential to mitigate systemic risk.  
 
Generally, we do not think that ‘complexity’ and ‘substitutability’ are major issues with regards to the 
business model of finance companies. As we argue above (see our response to Q4-2) we do not believe 

Q4-6. Should certain indicators (or impact factors) be prioritized in assessing the systemic importance 
of finance companies? If so, please explain which indicator(s) and the reasons  for prioritization. 

Q4-4. Are there additional indicators that should be considered for assessing the relevant impact  fac-
tors? If so, please also explain the possible indicators and the reasons why they should be considered. 

Q4-5. Would collecting or providing any of the information included in the indicators present any 
practical problems? If so, please clarify which items, the practical problems, and possible solutions 
including possible proxies that could be collected or provided instead. 
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that finance companies as such operate a business model that upon failure creates significant disruption 
for the broader economy and thus entails systemic risk. With regards to the products and services ren-
dered we think there is sufficient (potential) competition; if a finance company defaults the assets and the 
business could easily be taken over by competitors.  
 
In our view, ‘global activity’ brings many benefits through diversification and as such reduces systemic 
risk. When looking for potential systemic risk, any indicator should not be based on nominal figures, e.g. 
the number of jurisdictions in which a finance company conducts operations; rather the indicators should 
connect to a potential global systemic relevance of a finance company and global systemic risk. This 
could be achieved be analyzing in how many jurisdictions the finance company is of systemic relevance 
and if financial stress in any of these jurisdictions (or in all of them) may cause a global systemic crisis 
(see our response to Q3-5).        
 
Therefore, the indicators of interconnectedness should be prioritized in determining the systemic risk of 
finance companies. 
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Sector-specific methodologies: Investment funds 

 
 
 
 
 
 
In general, we regard the proposed definition as practical but insufficient. Although some entities are 
clearly included, the status of others is less clear. 
 
For example, it is our understanding that pension funds do not fall under the definition provided within 
the Consultation Paper. Whereas pension funds collect contributions from a multitude of investors they 
typically do not issue units or shares which could be redeemed. If redemptions are possible at all, they 
usually are only permissible under specific circumstances and are subject to an excise tax and additional 
penalties. With regards to the transmittal channels pension funds are thus even less systemically relevant 
than regular investment funds. However, this conclusion can only be obtained from the proposed method-
ology by inference, and therefore in order to be practical this distinction should be made explicit. 
 
 
 
 
 
 
As the FSB and IOSCO observe, the asset management industry exhibits certain characteristics which 
lead to very different risk profiles when compared with those of other financial entities and this explains 
why asset management entities and activities have been regulated differently historically. 
   
As noted above, we endorse the recognition that funds and managers are highly substitutable so that sub-
stitutability is not considered a transmission channel of systemic risk for funds. We support the assess-
ment that “the fund industry is highly competitive with numerous substitutes existing for most investment 

fund strategies”. Indeed, investors are sometimes more committed to a certain individual as opposed to a 
certain investment fund or a certain asset management company. It is a frequently observed phenomenon 
in the fund industry that investors tend to reallocate their funds once a reputable fund manager transfers to 
another asset manager. While we agree with the statement above we also note that investment funds do 
not provide a critical function that requires intermediation. Many investors can and do invest directly in 
securities rather than investing through a collective fund.  
 
However, we would also again draw attention to the criticality of substitutability, and that this is an addi-
tional, and in fact stronger, argument to assign investment funds a very low value with regards to substi-
tutability as a risk factor. Substitutability is only of concern from a systemic point of view if timely re-
placement is critical and difficult. Investors have a choice, and the exit of one fund from a given market 
does not create an immediate need to be replaced to prevent severe economic and market disruption, as 
would in the case of say banking payment systems. If a fund exits a market its competitors absorb its 
share and new players may emerge to take up that portion of investors that wish to re-invest. The exit of a 
fund therefore creates a business opportunity and promotes competition, both economic goods, rather than 
create a risk through lack of substitutability. 
 
  

Q6-1. In your view, does the proposed definition of investment funds provide a practical basis for 
applying the specific methodology (i.e. indicators) to assess the systemic importance of NBNI finan-
cial entities that fall under the definition? 

Q6-2. Does the above description of systemic importance of asset management entities ade-
quately capture potential systemic risks associated with their financial distress or disorderly fail-
ure at the global level? 
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With regards to the other two transmission channels we would make the following comments: 
 
Asset liquidation (Market Channel): 
 
We agree with the statement in the consultation paper that “the manager acts as an ‘agent’, responsible 

for managing the fund’s assets on behalf of investors according to its investment objectives, strategy and 

time horizon”. Consequently, “investment management is characterized by the fact that fund investors 

are knowingly exposed to the potential gains and losses of a fund’s invested portfolio”. The risk of loss is 
disclosed to and accepted by investors, and should that loss materialize is directly absorbed by those same 
investors. If the value of an investment in a fund declines, the fund has not failed and neither has the man-
ager.22 The fund has certainly performed worse than the investors and the manager may have hoped, but 
everyone involved accepted the possibility of asset price declines. Furthermore, asset price declines occur 
on a regular basis, particularly for funds with daily NAV calculations, and do not come as shocks to in-
vestors. Consequently, detrimental market developments, and even large losses are not run-inducing. In 
fact, funds regularly act as shock absorbers in times of market stress and funds flow into markets where 
prices have declined.23 
 
The above arguments are readily supported by data. Research has demonstrated that during periods of 
market stress dating back to 1945 and through the most severe financial crises, mutual fund investors 
have not reacted precipitously to financial market shocks.24 For example, in the 17-month period Novem-
ber 2007 to March 2009, U.S. equity funds experienced net cash outflows of $281mn. The majority of 
these outflows ($205mn) occurred during the peak of the financial crisis, July to December 2008. Howev-
er, over these six months the net outflows amounted to just 3.6 percent of equity fund assets. While we 
concede that funds may experience increased redemptions in periods of high volatility and market stress 
there is no historical evidence that redemptions of fund investors have induced fire sales by equity and 
bond funds and led to a collapse of securities prices and to the materialization of systemic risk. There is 
no empirical evidence to assert that they may do so in the future. 
 
Further, existing regulations protect both the liquidity needs of investors and the stability of asset prices. 
In major jurisdictions mutual fund assets have to be broadly diversified and such funds must maintain 
liquidity for redemptions. For example, in the United States the SEC has existing requirements for the 
maintenance of no less than 85% of a registered open-end fund’s assets in liquid securities, which are de-
fined as any assets that can be disposed of within seven days at a price approximating market value, and 
allows for redemptions in kind pursuant to Rule 18f-1 of the 1940 Act.  
 
We fully support the statement that there “are also important aspects worth considering that may dampen 

the global systemic impact of a fund failure. For instance, depending on national regulation, asset man-

agers may temporarily implement specific liquidity management tools such as swing pricing, anti-dilution 

levies, redemption gates, side-pockets, redemptions in kind or temporary suspensions.” Hence, despite 
very low probability of a run occurring, even if a run on a fund should eventuate the industry has statutory 

                                                 
22 We exclude MMMFs with a constant net asset value (CNAV) from the scope of our analysis of asset liquidation 
(market channel). 
23 For example, Wolseley plc, a UK operating company supplying heating and plumbing products, was supported by 
its shareholders and other investors, including large investment funds, following a profit warning in 2009 at the peak 
of the financial crisis. Shareholders/investors provided capital through a £1 billion rights issue and equity placing 
launched in March and completed in April 2009.  Due to difficult market conditions and the credit crunch, Wolseley 
had risked insolvency. It is now a profitable company.  See Wolseley plc, Results of Rights Issue, April 22, 2009 
(http://www.wolseley.com/index.asp?pageid=69&newsid=31)   
24 See Investment Company Institute: Public Feedback on OFR Study on Asset Management Issues, November 1, 
2013, Appendix B (http://www.ici.org/pdf/13_ici_ofr_asset_mgmt.pdf). 
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rules and circuit-breaking mechanisms in place which would prevent such a run from inducing the 
“forced liquidation of positions” and thus temporary distortions in market liquidity and/or prices.25 
 
Given disclosure to investors, regulation in place and fund structures which provide protection in times of 
stress, the contrast between a bank deposit and an investment in a fund is stark.  Fund investors invest 
indirectly in the underlying assets in the fund, and investors are entitled only to their net asset value when 
they decide to redeem out of a fund. As opposed to bank deposits investors do not have the expectation 
that their investment will be returned in full and thus a ‘run on a fund’ is intrinsically unlikely.26 
 
Finally, the discussion of this transmission channel seems to describe both fire sale and contagion risk. 
The extremely low likelihood of  fire sale risk to asset management has been addressed above. As for 
contagion risk, leading policy-makers have observed that SIFI designation would be an inappropriate reg-
ulatory response. It is widely understood that regulating any potential market or contagion risk requires 
broad activity- or market-wide regulation to be effective.  Assuming such a risk exists, it cannot be miti-
gated effectively by regulating a handful of investment funds differently than their competitors.27  
 
The IIF therefore comes to the following conclusion on this issue: With regards to investment funds, and 
while funds may experience periods of higher than normal redemption, where funds maintain readily 
saleable assets and/or circuit-breaking mechanisms to deal with periods of high redemptions (as required 
by law/regulation in many instances) asset liquidation in our view is not a transmittal channel for system-
ic shocks.  
 
Exposures (Counterparty Channel): 
 
Some investment funds may employ leverage on behalf of their clients as part of the investment strategy 
of a particular investment fund or product. In the investment management context, we define ‘leverage’ as 
a strategy that creates investment exposure by a fund greater than the net asset value of the fund. Lever-
age in funds can occur in a number of ways, primarily through borrowing and the use of derivatives. As-
set management clients benefit from the potential upside provided by leverage, and similarly bear the risk 
of any increased asset price volatility. However, our analysis shows that for investment funds exceeding 
$100bn AUM their leverage is very close to, or equal to 1.0. That is, they operate with 100% equity capi-
tal, which is an entirely different risk exposure than other entities in the financial sector (in particular 

                                                 
25 For example, there may be protective provisions included in the fund prospectus forming part of the terms and 
conditions of investment, including: 
1. Suspension of Net Asset Value:  A fund may suspend the determination of the NAV of a fund or asset class so 

that subscriptions or redemptions are not possible if, among other reasons, markets or exchanges are closed or 
dealings are restricted or suspended, or the fund board determines that reliable valuation of assets is not possi-
ble because of exceptional volatility or similar circumstances.  

2. Deferral of Large Redemptions:  A fund may defer for a period of time aggregate redemptions from investors 
which form a significant proportion of fund, or require prior notice of such redemptions. 

3. Redemptions in Kind:  A fund may require that large redemptions are redeemed “in kind” without sale of the 
securities. 

26 As already mentioned, CNAV MMMFs are excluded from the scope of our analysis. CNAV MMMFs are a very 
specific case and as such have led to targeted regulatory proposals both in the U.S. and in the EU. See fn. 11 (p. 6). 
27 “Furthermore, the rationale for regulation provided by the potential for contagion effects is really an argument for 
sound regulation of the type of financial firm or instrument under consideration. If a small money market fund’s 
travails can provoke a run on the entire industry, then all such funds should be subject to requirements that reduce 
the fragility of their business model. The potential for systemic problems would be essentially as great in an industry 
structure with many mid-sized funds as in one with a small number of large funds”; Tarullo, Daniel K.: Regulating 
Systemic Risk – Remarks at the 2011 Credit Markets Symposium, March 31, 2011, pp. 5 et seq. 
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banks and insurance companies for which leverage is an inherent aspect of their business models), and as 
such poses little or no risk to counterparties and the broader system. 
 
In considering leverage and the potential impacts of leverage on the markets, it is important to understand 
that leverage can occur not only at the product level, but also at the end-investor’s portfolio level. Im-
portantly, the use of leverage is not limited to assets managed by investment funds. As we saw in the 
2008 financial crisis, many wholesale and retail investors who had employed leverage on their own bal-
ance sheets were forced to liquidate investments to meet their individual liquidity needs and margin calls.  
 
The use of leverage in a number of investment products is subject to extensive regulation.  For example, 
U.S. mutual funds are subject to specific leverage limitations, both in connection with borrowing and the 
use of derivatives. In the European Union regulatory regimes under both the UCITS (Undertakings for 
Collective Investment in Transferable Securities) and the AIFMD (Alternative Investment Fund Manag-
ers) framework similarly include explicit limits or disclosure obligations related to leverage. In fact, these 
limits are much tighter than the limits on even the largest G-SIBs. 
 
While private funds in the United States are generally not subject to regulatory leverage restrictions, many 
agree to abide by leverage limits in their offering materials and provide transparency to investors regard-
ing current leverage levels. Additionally, regulatory and market changes implemented since 2008 have 
significantly reduced exposures and the systemic risk that a private fund can pose. Central clearing, net-
ting of risk positions, mandated changes to documentation and collateral practices, increased dealer re-
quirements and other changes have significantly reduced counterparty risk, fundamentally changed trad-
ing practices, improved dealer risk management and therefore mitigated the potential impact of the insol-
vency of a private fund.  
 
In principle, we concede that losses on investments where leverage is employed, if exposures are signifi-
cant and have not been adequately managed, can generate losses to counterparties (borrowers, trading 
partners) and may ultimately destabilize entities who might be systemically important in their own right. 
As above however, we believe that only a limited subset of investment funds could conceivably present 
such risk.  
 
Therefore, for the reasons described above, we strongly believe that in the context of investment funds 
posing a global systemic risk under the FSB SIFI Framework that the only transmission channel that is 
relevant to the SIFI analysis is the exposure (counterparty) channel via leverage and this is where atten-
tion should be focused. However, since substitutability and asset liquidation are in principle valid trans-
mittal channels for systemic shocks the non-applicability to investment funds should be interpreted as a 
strong indicator that the systemic relevance of investment funds is per se significantly lower as compared 
to other business models where all possible transmittal channels are of relevance and importance. If every 
of the three channels were given a weighting of one third the value for substitutability and asset liquida-
tion in the case of investment funds would be zero. 
 
Further, existing practices, regulations, and the significant counterparty risk-reducing derivative reforms 
already in train, should all be taken into account when interpreting whether such leverage actually poses a 
systemic risk. Also, as leverage can be employed by funds large and small, if existing regulation and re-
forms are found wanting to manage the risk of leverage in the investment fund industry, then any neces-
sary additional reforms, after due consultation, should be applied sector-wide and focused on the activity, 
rather than only a small set of investment funds. Taking all of the above into account, and as mentioned 
earlier, we believe that once the assessment methodology has been appropriately calibrated and run its 
course that in the case of investment funds it should yield a null set of entities who truly pose a global 
systemic threat. 
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Asset managers themselves are not direct participants in the capital markets. They do not act as lenders or 
counterparties, and accordingly they have very small balance sheets, and limited interconnections—
particularly when compared to other financial institutions like banks and insurance companies—and none 
with respect to the assets they manage. Therefore, asset management entities present no systemic risk at 
the company level. Thus, we consider option (iii) as inappropriate to the issue of systemic risk. 
 
With regards option (iv)—asset managers and their funds collectively—it could be claimed that this is 
relevant in the case of a ‘reputational crisis’ in which a negative incident with regards to a certain fund 
damages the reputation of the respective asset manager and leads to a ‘run’ on all of its investment funds 
under management. As we have explained above (see our answer to Q6-2) there is not only no empirical 
evidence to support such a theory.28 The distinctiveness and the independence of the various funds and 
their respective investor base render such an event extremely unlikely. Further, existing regulations pro-
tect both the liquidity needs of investors and the stability of asset prices. Additionally, as the FSB and 
IOSCO have observed, there are resilient mechanisms in place to dampen any potential systemic impact 
of a potential ‘run’. ”For instance, depending on national regulation, asset managers may temporarily 

implement specific liquidity management tools such as swing pricing, anti-dilution levies, redemption 

gates, side-pockets, redemptions in kind or temporary suspensions.” Hence, despite the very low proba-
bility of a run occurring in the first place, even if a run on all the funds of a certain asset manager should 
take place the industry has statutory rules and circuit-breaking mechanisms in place which would prevent 
such a run from having systemic consequences.   
 
We therefore fully support the statement that “(e)conomic exposures are created at the fund level as they 

emanate from the underlying asset portfolio held by the fund. It is therefore the portfolio of assets that 

creates the respective exposure to the financial system”. We also support the conclusion that “the manag-

er acts as an ‘agent’, responsible for managing the fund’s assets on behalf of investors according to its 

investment objectives, strategy and time horizon”. The asset management business is an ‘agent’ business 
and not a ‘principal’ business. Consequently we strongly endorse the FSB and IOSCO approach of focus-
ing on the fund level in designing the initial assessment methodology. Further, following the above argu-
ments we would strongly state that options (iii) and (iv) should be excluded from all future or expanded 
methodologies as asset managers themselves pose no systemic threat.  
 
Option (i) has the further advantage of being in line with other recently adopted regulation. Specifically, 
in September 2013, the Basel Committee on Banking Supervision (BCBS) and IOSCO took a similar ap-
proach in the context of margin requirements for non-centrally cleared derivatives. The BCBS and 
IOSCO determined a threshold above which initial margin would have to be exchanged. With respect to 
investment funds, they clarified that the threshold would apply at the individual fund level as long as the 
fund is a distinct legal entity that is not collateralized by, or otherwise guaranteed or supported by, other 
investment funds or the fund adviser in the event of fund insolvency or bankruptcy.29 Therefore, the 

                                                 
28 To the contrary, a major IIF member headquartered in Europe during the financial crisis had to temporarily close 
three funds to protect investors (primarily because of the inability of the group to value these funds fairly). This did 
not trigger outflows from the other funds of this group. Rather, while the crisis worsened the MMMFs managed by 
this group experienced significant inflows. 
29 See BCBS/IOSCO: Margin requirements for non-centrally cleared derivatives, September 2013, p. 9, Fn. 10 
(http://www.bis.org/publ/bcbs226.pdf).  

Q6-3. Which of the following four levels of focus is appropriate for assessing the systemic importance 
of asset management entities: (i) individual investment funds; (ii) family of funds; (iii) asset managers 
on a stand-alone entity basis; and (iv) asset managers and their funds collectively? Please also explain 

the reasons why you think the chosen level of focus is more appropriate than others. 
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BCBS and IOSCO decided to address counterparty risk at the level of the single investment fund rather 
than at the level of the fund complex or the asset manager.  
 
The consultation paper does note that considering families of funds is an option particularly where they 
follow a similar or identical investment strategy. We acknowledge the potential merit of this argument 
from a theoretical perspective but miss a specific and objective definition of ‘family of funds’. Such a 
‘family’ should not be confused with a specific product line, for example a class of diverse funds operated 
under a single brand name, but in fact covers a multitude of different asset classes and geographic mar-
kets.  
 
Investment fund managers sometimes operate ‘families of funds’ or ‘parallel funds’ which are legally 
separated but follow the same investment strategy and have structurally identical holdings. Usually these 
funds have been marketed under a ‘white label’ concept in cooperation with different sales organizations, 
or may be similar funds offered in different jurisdictions, or to different classes of investors. They can be 
considered as having similar risk characteristics. However, they are separate legal entities with separate 
assets and different counterparties. Most importantly the investors in each fund are different, and are very 
much independent. This means that if, for example, one fund in a family experiences higher than normal 
redemptions, there is no direct conclusion that any other fund in the family will also experience such re-
demptions. This is also a key differentiator between investment funds and banks: Whereas every invest-
ment fund of an asset manager has a separate balance sheet and a separate set of investors banks operate 
with a single balance sheet and a single set of shareholders and creditors thus making them much more 
susceptible. 
 
Consequently, while there may be merit in exploring the family of funds option further, we recommend 
an assessment of activities rather than entities. If the family of funds concept is explored we support that 
the initial focus should only be on individual investment funds, and that the development of the method-
ology for investment funds should only consider a family of funds if the individual fund methodology has 
been operational and itself been assessed. 
 
 
 
 
 
 
The IIF has consistently argued that policy should focus primarily on the underlying activities involved 
and their associated risks on a market-wide basis, should be sufficiently forward looking, and should take 
into account the variety and complexity of activities rather than focusing on individual entities that may 
conduct those activities. Above all, the design of policy should be internationally consistent and coordi-
nated. In general, we believe that the application of targeted regulation to properly identified risks on an 
activity- or industry-wide basis—and regardless of the entity that may employ such activity—will be 
most effective and efficient and is therefore the most appropriate regulatory approach.30 
 
As above, in the case of investment funds, the assessment of potential systemic risk should be focused on 
the activity of leverage, but fully take into account existing practices and regulation in considering wheth-
er such systemic risk actually exists. The methodology should therefore follow the development of the G-
SII methodology in applying non-equal weights to the five indicators, and we advocate in this instance 
applying a zero or very low weight to all indicators other than leverage. Irrespectively, funds without lev-

                                                 
30 To name only a few examples for such industry-wide regulation we refer to bank regulation (capital, liquidity), 
regulation of mutual funds (leverage, liquidity, transparency, disclosure) or the regulation of derivatives markets 
(central clearing, minimum margin requirements). 

Q6-4. Should the methodology be designed to focus on whether particular activities or groups of 
activities pose systemic risks? If so, please explain the reason why and how such a methodology 
should be designed. 
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erage will score very low on all the rest because they do not present the risk of disorderly failure and as-
sociated systemic and moral hazard risks that the FSB SIFI framework is intended to address. 
 
 
 
 
 
See above (in particular responses to Q6-2, Q6-4) where we put forward the position that the only appro-
priate indicators are those relating to leverage, which are the indicators of complexity and interconnected-
ness, and that those two indicators should be constructed to focus on leverage. 
 
 
 
 
 
 
The IIF does not believe that the use of service providers in other jurisdictions is an appropriate measure 
of global systemic risk. Systemic risk occurs when the failure of an entity causes flow-on distress or mar-
ket disruptions. While use of local service providers, including custodians, is generally required for in-
vestment in local markets, the use of such service providers is, for the type of funds in scope for potential 
designation under the consultation, regulated by the funds primary regulator, and not an indicator of sys-
temic risk. Custody of fund assets is subject to strict requirements and typically requires the use of highly 
regulated financial institutions. 
  
The clearing and settlement of cross-border securities transactions requires access to systems in different 
countries and/or the interaction of different settlement systems. As a result, funds use custodians, particu-
larly global custodians with large subcustody networks, to facilitate cross-border investment activity.  The 
use of a local custodian is therefore an unavoidable consequence cross-border investment.  The require-
ments for use of such custodians are regulated by the home jurisdiction primary regulator of the fund, and 
highly regulated custody services are viewed  as a risk-mitigating measure intended to ensure that fund 
assets remain bankruptcy remote in the case of stress on the custodian. 
  
The mere act of using a custody agent outside one’s own borders in no way indicates the presence of 
cross-jurisdictional risk. It is unclear if the suggestion in Q6-6 is intended to supplement or replace indi-
cator 5-1, but, in either case, there is little difference between proposed indicator 5-1 and the suggestion 
related to service providers in Q6-6. If risk presented by cross-border investment is to be measured, then 
it should be measured by reference to cross-border counterparty exposures and other systemic risks, rather 
than a simple metric based on service providers.  
 
 
 
 
 
We reiterate our argument that ‘size’—irrespective of being measured by ‘AUM’, “net AUM’ or 
“GNE’—is not a useful indicator of systemic risk. We refer to our answers to questions Q3-2, Q3-4, and 
Q6-4. 
  

Q6-5. Are the proposed indicators appropriate for assessing the relevant impact factors? If not, please 
provide alternative indicators and the reasons why such measures are more appropriate. 

Q6-6. For “cross-jurisdictional activities”, should “the fund’s use of service providers in other jurisdic-
tions (e.g. custody assets with service providers in jurisdictions other than where its primary regulator 
is based)” be used? 

Q6-7. Is the definition of “net AUM” and “GNE” appropriate for assessing the “size”  
(indicators 1-1 and 1-2)? 
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We do not believe that the definition of “investment strategies (or asset classes) with less than 10 market 
players globally” is a workable metric, and is not sufficiently clear for the purposes of a robust or mean-
ingful assessment. 
 
Firstly an investment strategy is not consistently defined across the industry and many strategies overlap. 
For example, an emerging market fund will overlap with a global growth fund and a global bond fund and 
a global currency fund. We would propose that it is not possible to measure how many players are in each 
investment strategy with any certainty, nor does an investment strategy necessarily require substitutabil-
ity. Further, such a metric would stifle innovation. There would be little incentive to provide new invest-
ment strategies and products to investors if first-providers were to be scrutinized in this way. 
 
Secondly, with regards to asset classes, if there are fewer than ten funds investing in a particular asset 
class it is not a direct measure of systemic risk. To the contrary, given the low barriers to entry and highly 
competitive nature of the investment fund business, such a small number of funds in an asset class proba-
bly indicates that the asset class is irrelevant to the global financial system because there is too little value 
in it.  Furthermore, even if there were only say two emerging market equity funds in the world that in no 
way indicates their exit from the market would cause stress as funds are just one of many sources of mar-
ket activity, nor for all the reasons noted elsewhere regarding substitutability does this necessarily create a 
problem. 
 
We therefore propose that this metric be carefully reconsidered. We do agree that if a single fund were the 
sole or majority investor in a given market, and were for some reason not substitutable, then the liquida-
tion of that fund could cause extreme stress in that market. However, such a scenario is highly improbable 
in a market of any global relevance and existing regulations both at the fund and the market level (e.g. 
shareholder limitations) make such a case virtually impossible to consider.  
 
 
 
 
 
 
Yes. Not all of the required figures are standard reporting parameters and readily available. They would 
have to be calculated exclusively for the G-SIFI assessment. For managers with a large number of funds 
administrative costs would be large. Therefore, the IIF endorses the approach that only funds exceeding 
the initial threshold should be subject to providing metrics in support of the assessment of individual indi-
cators. 
 
Besides that, we believe there are definitional problems with regards to certain indicators.  Leaving aside 
our assessment that these indicators are inappropriate, defining a strategy or category in a way that can be 
applied globally and actually capture the appropriate data would be very difficult. 
  

Q6-8. Is the definition of “investment strategies” sufficiently clear for assessing the “substitutabil-
ity” (indicator 3-3)? 

Q6-9. Would collecting or providing any of the information included in the indicators present any prac-
tical problems? If so, please clarify which items, the practical problems, and possible proxies that could 
be collected or provided instead. 
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We strongly believe that in the context of investment funds posing a global systemic risk the only relevant 
transmission channel is leverage and this is where attention should be focused. Thus, any methodology 
and any indicator should be centered around the identification of leverage. 
 
In addition to the Leverage Ratio (Indicator 2-1)—which measures the leverage currently used by the 
fund—we could imagine an indicator that reflects the institutional framework and the maximum level of 
leverage that could theoretically be employed under such framework. For example, funds established un-
der the 1940 Act in the U.S. or UCITS in the European Union face specific restrictions with regards to the 
use of leverage. This hard-wired resilience should be taken into consideration since it does not only serve 
to provide investor protection on an individual basis. On a collective level, the liquidity and diversifica-
tion requirements also have positive repercussions on the stability of the financial system as a whole. 
 
Another indicator should be established to consider the degree to which the company is already regulated 
by one or more primary financial regulatory agencies. This would reconcile the FSB methodology with 
the statutory requirements in the U.S. demanding such a consideration to be made when deciding on a 
SIFI designation of nonbank financial companies on a national level.31    
 
However, besides existing practices and regulations the significant counterparty risk-reducing derivative 
reforms already in train should also be taken into account when interpreting whether leverage actually 
poses a systemic risk. Also, as leverage can be employed by funds large and small, if existing regulation 
and reforms are found wanting to manage the risk of leverage in the investment fund industry, then any 
necessary additional reforms, after due consultation, should be applied sector-wide and focused on the 
activity, rather than only a small set of investment funds. 
 

 

 

 
 
We refer to our response to Q6-2 and Q6-4 where we advocate prioritizing, and preferably solely focusing 
on, leverage as a source of systemic risk. Therefore the indicators of complexity and interconnectedness 
(and only in the context of leverage) should be prioritized and given the bulk, and we would argue 100%, 
of the weighting in determining systemic risk. 
 
With regards size (responses to Q2-1, Q3-2 and Q3-4) we do not think that this is a meaningful indicator. 
If ‘size’ is to be used it must be risk-sensitive.  
 
We do not think that ‘substitutability’ is a relevant factor for investment funds (responses to Q2-1, Q6-2). 
As the FSB and IOSCO have observed “funds generally are highly substitutable products, as many prod-

ucts exist and compete in the market”. Further there is no critical need for substitutability in the invest-
ment industry which if not met immediately upon the failure of a fund would create systemic disruption. 

                                                 
31 See Sec. 113(a)(2)(H) Dodd-Frank Wall Street Reform and Consumer Protection Act. 

Q6-10. Are there additional indicators that should be considered for assessing the relevant impact fac-
tors? For example, should “the fund’s dominance in a particular strategy (as measured by its percentage 
of net AUM as compared to the total AUM” also be considered for “substitutability”? Similarly, should 
“leverage” or “structure” of a fund also be considered for assessing “complexity”? Please explain the 
possible indicators and the reasons why they should be considered. 
 

Q6-11. Should certain indicators (or impact factors) be prioritized in assessing the systemic importance 
of investment funds? If so, please explain which indicator(s) and the reasons for prioritization. 
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As we have argued before (see our answer to Q6-8) we do not think that there are relevant ‘niche strate-
gies’ which could significantly challenge this assessment. 
 
With regards to ‘global activity’ it brings many benefits through diversification and portfolio effects and 
as such reduces systemic risk. When looking for potential systemic risk, any indicator should not be based 
on nominal figures, e.g. the number of jurisdictions in which a fund invests, or the number of jurisdictions 
in which the fund is sold (see response to Q6-5); rather the indicators should connect to a potential global 
systemic relevance of an investment fund and global systemic risk. This could be achieved be analyzing 
in how many jurisdictions the respective fund is of systemic relevance and if financial stress in any of 
these jurisdictions (or in all of them) may cause a global systemic crisis (see response to Q3-5).        

 
*** 

 
Conclusion:  

 
As we have stated in various occasions, we have fundamental concerns about designating individual enti-
ties as systemically important and applying different policy measures to these. However, given that the 
G20 Leaders have set this mandate to conduct an assessment process, we suggest that the methodology 
should be sufficiently transparent, adequately reflective of systemic importance by using reliable data, 
objective metrics that are risk-based and risk-sensitive, and consistently applied across jurisdictions. The 
methodology should provide clear indications of how companies can reduce their systemic importance. 
Further, any development of policy measures should be reflective of the results of the assessment process, 
and include an opportunity for the public to comment on the proposals. We would argue that few if any 
entities will be identified, and existing regulation and identified areas of true systemic risk should inform 
that process. 
 
Given the issues identified above, and the importance of the task at hand, we propose that further consul-
tation on a revised methodology would be appropriate before finalizing an approach.  
 
We hope these comments are useful as the FSB and IOSCO consider the way forward in this area. Given 
the complexity of these issues, we believe direct dialogue with the industry is essential and appreciate the 
FSB and IOSCO’s willingness to engage in that dialogue. The IIF and its Non-Bank Non-Insurance 
Working Group stand ready to provide additional views or clarifications.   
 
Should you have any questions on the issues raised in this letter, please contact Kevin Nixon 
(knixon@iif.com), or Thilo Schweizer (tschweizer@iif.com).  
 
 
       Very truly yours, 
 
       

 
 

 
  Kevin Nixon 

 
 
 
cc: David Wright, IOSCO  


