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The sweeping overhaul of the nation’s financial regulatory system that was signed into 
law on July 21, 2010, will touch virtually every aspect of financial markets. This Chicago 
Fed Letter focuses on provisions in the Dodd–Frank Wall Street Reform and Consumer 
Protection Act that affect “financial market utilities,” critical behind-the-scenes institutions 
and arrangements that ensure the smooth functioning of financial markets.
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More information on the reform 
bill and a link to the entire text 
can be found on the legislative 
information website of the 
Library of Congress at  
http://thomas.loc.gov/. 

Financialmarketutilities(FMUs)include
thesystemsbywhichlargevaluepay-
mentsaremadeandsystemsbywhich
securitiesandderivativescontractsare
clearedandsettled.1Forexample,one
typeofFMU,acentralcounterparty
(CCP),interposesitselfbetweenthe
buyerandsellerofafinancialcontract
andestablishesriskmanagementarrange-
mentstoensurethatcontractscleared
throughtheCCParepaidinfull,even
ifamemberoftheCCPdefaults.2Be-
causecertainFMUshavethepotential
toposesystemicriskstothefinancialsys-
tem,theDodd–Frankactaimstoreduce
theserisksthroughgreaterprudential
regulationandsupervision.Theactalso
seekstostrengthenthemoneysettle-
mentmechanismsofFMUsbypermit-
tingFMUsthathavebeendesignatedas
systemicallyimportanttohaveaccounts
atregionalReserveBanksandobtain
accesstoFederalReservepaymentand
settlementservices.3Finally,theact
permitstheBoardofGovernorsofthe
FederalReserveSystem(theBoard)to
authorizeextensionsofcollateralized
emergencycredittosystemicallyimpor-
tantFMUsundercertainlimitedcir-
cumstancesandsubjecttotermsand
conditionsestablishedbytheBoard.

Systemic importance

Theexistenceofacentralizedutility,
whetheritistoprovideafinancialservice

ortodeliverwatertopeople’shomes,
necessarilyconcentratesriskbecause
everythingflowsthroughasinglesystem.
Adisruptionatonepointinthesystem,
suchasthefailureofalargefinancial
marketplayer,couldstrainanFMUin
awaythathasthepotentialtospillover
tootherfinancialmarketplayersorto
othermarketsmorebroadly.Asmore
andmoreactivityflowsthroughtheFMU
“plumbing,”thepotentialfordisruption
mayincrease.Andinfactthevolume
offinancialactivityflowingthrough
certainFMUswillincreasebecauseof
provisionsofthenewlawrequiringmany
derivativescontractsthatarecurrently
clearedbilaterallytobeclearedinan
FMU.4Thiswillmakethestabilityof
FMUsthatsettleandclearderivative
contractsallthemorecritical.

Akeycomponentofthenewlegislation
isthecreationofaFinancialStability
OversightCouncil(theCouncil).5
Amongotherimportantresponsibilities,
theCouncilwilldeterminewhichFMUs
aresystemically important.FMUsarede-
finedassystemicallyimportantiftheir
failureordisruption“couldcreate,or
increasetheriskofsignificantliquidity
orcreditproblemsspreadingamong
financialinstitutionsormarketsand
therebythreatenthestabilityofthefinan-
cialsystemoftheUnitedStates.”6If
anFMUisdesignatedassystemically



important,itwillbesubjecttoenhanced
prudentialregulationandsupervision.

Enhanced regulation and supervision 

IftheCouncildesignatesanFMUas
systemicallyimportant,itwillhaveen-
hancedregulationandsupervisionby
itsprimaryregulator.ForFMUsthatare
registeredderivativesclearingorgani-
zationsorclearingagencies,theprimary
regulatoristheCommoditiesFutures
TradingCommission(CFTC)orthe
SecuritiesandExchangeCommission

(SEC),respectively.7Forallothersystem-
icallyimportantFMUs,theBoardisthe
primaryregulator.Thelawrequiresex-
tensiveandongoingconsultationbe-
tweentheBoard,theCFTC,andtheSEC
insettingandenforcingriskmanagement
standardsandconductingsupervisory
examinations.Theprimaryregulator
foraparticularFMUwillplaythelead
roleinsettingandenforcingregulatory
standardsandtheBoardwillplaya
back-uprole.

TheBoardmayprescriberiskmanage-
mentstandardsgoverningthepayment,
clearing,andsettlementactivitiesofsys-
temicallyimportantFMUsthatitregu-
lates.Further,iftheBoarddetermines
thattheriskmanagementstandardsim-
posedbytheCFTCorSEContheFMUs
forwhichtheyactasprimaryregulator
arenotstrongenoughtopreventsig-
nificantriskstofinancialmarkets,the
BoardcanrecommendtotheCouncil
thatstrongerstandardsbeimposed.If
two-thirdsofthemembersoftheCouncil
agree,theCouncilcanrequiretheCFTC
ortheSECtoimposenewstandards.

TheCFTCandtheSECwillexamine
andenforceriskmanagementstandards
forthedesignatedsystemicallyimpor-
tantFMUsthattheyregulateandthe
Boardmayparticipateinthoseagencies’
supervisoryexams.Inaddition,thelaw
requirestheCFTC,theSEC,andthe
Boardtojointlydevelopriskmanage-
mentsupervisionprogramsfordesig-
natedsystemicallyimportantFMUsthat

aresupervisedbytheCFTCandtheSEC.
TheBoardcanalsorecommendthatthe
CFTCortheSECtakeenforcementac-
tionsagainstsystemicallyimportantFMUs.
Ifthereisadisagreementaboutwhether
anenforcementactionisappropriate,
theCouncilcandirecttheSECorthe
CFTCtotakeactionbyamajorityvote.

TheCouncilortheBoardmayalso
requiresystemicallyimportantFMUs,
regardlessoftheirprimaryregulator,
toprovidereportsordatatoallowfor

anassessmentofthesafetyandsound-
nessoftheFMU,theriskthatitposes
tothefinancialsystem,whetherstan-
dardsarebeingadheredto,andmore
broadly,whethertheriskmanagement
standardsappropriatelyaddressrisks
tothefinancialsystem.

Federal Reserve Bank accounts 

Theregulatoryreformlawallowsthe
BoardtoauthorizeaReserveBankto
providedepositandpaymentservices
toadesignatedsystemicallyimportant
FMU.Thisisasubstantialchangefrom
currentlaw,whichrestrictstheuseof
ReserveBankaccountsandpayment
servicestodepositoryinstitutions(e.g.,
banks,thrifts,andcreditunions)and
certainotherinstitutions.8

Today,theReserveBanksprovideaccount
andpaymentservicestoasmallnumber
ofFMUsthatarestate-chartered,limited-
purposetrustcompaniesandmembers
oftheFederalReserveSystem.Dueto
thespecializednatureoftheirbusiness,
theseFMUsgenerallyuseonlyalimited
rangeofReserveBankpaymentservices,
suchastheFedwirefundstransferand
securitiestransferservicesandthe
NationalSettlementService.9Accessto
ReserveBankpaymentandsettlement
serviceswouldallowFMUsthataredes-
ignatedassystemicallyimportantunder
thenewlawtocontroltheprocessingof
time-criticallargedollarpaymentsdirectly
ratherthanusingcommercialbanks,
commonlycalled“settlementbanks,”to

intermediatethefundstransfersassoci-
atedwithFMUsettlementoperations.

Toillustratetheimportanceoftime-
criticalpaymentsandhowthefailure
tomakethemcouldspreadfinancial
stress,consideraparticulartypeofFMU,
aderivativesCCP.Derivativescontracts
arenegotiatedbilaterallyeitheronan
exchangeorover-the-counter(OTC).
Thevastmajorityofexchange-traded
derivativesandasubstantialandgrowing
portionofOTCcontractsaresentpost-
tradetoaCCPforclearing.Theprimary
riskwithaderivativescontractisthatone
partytothecontractwillfailtoperform
onthetermsofthecontractwhenpay-
mentisdue.Thisriskexistsforthelife
ofthecontract,whichmaybemany
monthsorsometimesseveralyears.A
keyaspectofaCCPisthatitbecomes
thelegalcounterpartytoeachcontract.
Simplyput,theCCPbecomesthebuyer
toeachsellerandthesellertoeach
buyerinatradeand,thereby,bearsthe
risksthattheoriginalbuyersandsellers
wouldhavebornewitheachother.

ACCPtypicallyhasseverallayersofrisk
management.First,CCPmembersmust
passrigidmembershipstandardsand
postperformancebondcollateralthat
isheldbytheCCP.Second,eachday
opencontractsarere-valuedbasedon
pricechangesinthederivativescontracts
(calledmark-to-market).Forexample,
ifthepricechangeisfavorabletothe
buyer,theCCPrequiresthesellertopay
cashtotheCCP,whichthendistributes
thecashbacktothebuyer.Theopposite
istrueinthecasewherethedailyprice
changeisfavorabletotheseller.These
payments(variationmargin)aremadeat
leastonceduringthedayonastrictsched-
ule.Third,theCCPhasadditionalfinan-
cialresourcesintheformofaguarantee
fundcomprisingmembercontributions
andexternalsame-dayliquidityfacili-
tiesprovidedbyaconsortiumofbanks.

IntheeventthatamemberofaCCPfails
toperformonitsobligationstotheCCP,
theCCPisnonethelessobligatedtoper-
formonitspositionswithothermembers.
Thiscreatesaneedforliquiditytoenable
theCCPtopaynon-defaultingmem-
berswhattheyareowed.Theriskman-
agementcontrolsoftheCCPdescribed

The regulatory reform law calls for enhanced prudential regulation 
and supervision of designated systemically important FMUs.
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abovearedesignedtoensurethatithas
adequateliquidityincaseofamember
default.TheCCPneedstimelyliquidity
becausepaymentstomembersincredit
positionsaredueatspecifictimesdur-
ingtheday.Thereinliesthepotential
forsystemicrisk—iftheCCPdoesnot
makepaymentstomembersincredit
positions,thosemembersmaybeun-
abletomakesubsequentpaymentsto
otherparties,whichmaytriggerfur-
therdefaultsorliquidityshortagesin
otherfinancialmarkets.

Today,CCPsrelyonsettlementbanksto
providetimelypaymentsowedtomem-
bers.Inaperiodoffinancialstress,set-
tlementbanksmaynothaveaccessto
sufficientliquiditytoexecutepayments
inatimelyfashion.Ifmarketparticipants
learnofdelayedsettlementbankpay-
ments,thissituationcouldleadtomar-
ketuncertainty,therebyexacerbating
financialstress.Incontrast,iftheCCP
settlesthroughanaccountataReserve
BankusingFederalReservepaymentand
settlementservices,itcanbettercontrol
thetimingofcriticalpayments;thiswill
eliminatethepotentialforsettlementdis-
ruptionsarisingfromtheunavailability
orinsolvencyofthesettlementbank.
Asystemofsettlementthroughcentral
bankaccountstoeliminatecreditor
liquidityriskisinlinewithinternational
standardssetbytheBankforInternational
SettlementsandtheInternational
OrganizationofSecuritiesCommissions
andrecentrecommendationsfromthe
InternationalMonetaryFund.

Emergency access to discount  
window credit

Inadditiontotheprovisionsforen-
hancedsupervisionandaccountservices,
thefinancialreformactgivestheBoard
authoritytopermitaReserveBankto
provideborrowingprivilegestoades-
ignatedsystemicallyimportantFMU
incertainlimitedcircumstancesinor-
dertomitigatesystemicrisk.Ascritical
connectionpointsinthefinancialsys-
tem,systemicallyimportantFMUsneed

tobeabletosettleontimeoverawide
rangeofcircumstancessoasnotto
propagatesystemicrisk.Thisiswhyit
isessentialthatFMUshaverobustrisk
managementregimesandwhytheyare
subjecttofurtherenhancedsupervisory
andriskmanagementstandardsunder
thereformlegislation.

However,despiterobustriskmanagement
andrigoroussupervision,FMUscannot
ensuresettlementunderallcircum-
stances.Incertainextremesituations,

wheneventhemostrobustriskcontrols
maybeinsufficient,accesstothecentral
bank’slender-of-last-resortfacilitycan
helpcontainpotentialsystemicliquidity
disruptionsthatcouldresultfroman
FMUsettlementproblem.Itisimportant
tonotethatFMUsettlementproblems
typicallystemfromaliquidityshortfall
relatedtolatesettlementpaymentsand
notfromanFMUsolvencyproblem.

WhileCongressrecognizedtheneedfor
systemicallyimportantFMUstoobtain
accesstocentralbankcreditincertain
extremecircumstances,italsorecognized
thatroutineaccesstosuchcreditwould
notbeinthepublicinterest.Thereform
legislation,therefore,putcertainlimita-
tionsonFMUaccesstoFederalReserve
credit.Specifically,adesignatedsystemi-
callyimportantFMUwillonlybeable
toaccessFederalReservecreditinun-
usualandexigentcircumstances,after
BoardconsultationwiththeSecretary
oftheTreasuryandanaffirmativevote
ofamajorityoftheBoard,andafterthe
FMUhasshownthatitisunabletose-
cureadequatecreditaccommodations
fromotherbankinginstitutions.Further-
more,anyemergencyloanstoanFMU
wouldbebackedbycollateralprovided
bytheFMUthatisdeemedacceptable
bytheFederalReserve.Finally,borrow-
ingprivilegesaresubjecttosuchother
limitations,restrictions,andregulations
astheBoardmayprescribe.

Inaddition,thelanguageofthenewlaw
clearlyindicatesthatFMUsareexpected

tohaverobustprivatesourcesofliquidity
evenintimesofmarketstress.Borrowing
fromaReserveBankisintendedtobe
alastresorttomeetashort-termliquidity
needandfunctionsasabackstoptopri-
vatemarketsourcesofliquidity.These
legislativeprovisionsreinforcelong-
standingregulatoryandsupervisory
policiesandinternationalstandards
thatFMUsmusthaveadequateprivate
sourcesofliquiditytocompletesettle-
mentandthattheyareexpectedtocom-
pletedailysettlementinatimelymanner
underarangeofconditions.Inprovid-
ingforandclarifyingthetermsofaccess
tocentralbankcredit,thelegislation
alsoestablishesabasisfortheBoardand
theReserveBankstobeoperationally
preparedtoextendemergencycredit
shouldtheneedarise.

Conclusion

Theoverhaulofournation’sfinancial
regulatorysystemisdesignedtoreduce
systemicriskandtoincreasefinancial
marketstability.Forsystemicallyimpor-
tantFMUs,thesestatutoryobjectivesare
promotedbysubjectingthemtogreater
prudentialregulationandsupervision
andallowingthemtoaccessReserve
Banksettlementservicesand,inextreme
circumstances,FederalReservecredit.

FMUs are expected to have robust private sources of liquidity 
even in times of market stress.



Thegoaloftheselegislativeprovisions
istomakesurethattheFMU“plumbing”
continuestofunctionasdesigned,even
inextremecircumstances,andthat
FMUsdonotbecomethesourceor
transmittersofsystemicriskinafuture
financialcrisis.
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members:theheadsofthenewlyestablished
OfficeofFinancialResearchandtheFederal
InsuranceOffice;andastateinsurance
commissioner,bankingsupervisor,and
securitiescommissioner.

6Dodd–FrankAct,§803(9).
7TheCFTCistheprimaryregulatorformost

futuresandoptionsonfuturestransactions
andoverseesderivativesinvolvingcommod-
itieslikesoybeans,oil,ormetals,aswellas
derivativesoninterestratesandcurrencies.

TheSECistheprimaryregulatorforsecu-
ritiesandderivativesthataresecurity-based.

8Today,depositoryinstitutionsmayopena
“master”accountwiththeFederalReserve
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9 Fedwirefundstransferisareal-timegross
settlement(RTGS)systemthatbanksuse
tosendtime-criticallargedollarpayments.
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andcertainothersecurities.Fedwirepay-
mentsareprocessedindividuallyandsettled
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Serviceallowsparticipantsinprivatesector
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settletransactionsonamultilateralbasis
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attheFederalReserveBanks.


