
Implementing financial reform regulations from the  
Dodd–Frank Act and Basel III
by Douglas D. Evanoff, vice president and senior research advisor, and William F. Moeller, associate economist

The Chicago Fed’s 47th annual Conference on Bank Structure and Competition, which took 
place May 4–6, 2011, focused on the implementation of new regulations mandated by the 
Dodd–Frank Wall Street Reform and Consumer Protection Act (DFA) and proposed by the  
Basel Committee on Banking Supervision (BCBS) in its Basel III framework.
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More information on the  
conference is available at 
www.chicagofed.org/ 
webpages/events/2011/bank_
structure_conference.cfm.

This Chicago Fed Lettersummarizestwo
keypanelsfromthisyear’sBankStructure
Conference—oneontheDFA’simple-
mentationandtheotherontheBaselIII
liquidityrulesandregulations.

Implementing Dodd–Frank 

TheDFApanelfeaturedWayneAber-
nathy,AmericanBankersAssociation
(ABA);MarkVanDerWeide,Board
ofGovernorsoftheFederalReserve
System;ScottO’Malia,U.S.Commodity
FuturesTradingCommission(CFTC);
RichardBerner,U.S.TreasuryDepart-
ment;andMatthewRichardson,New
YorkUniversity.

Abernathyreviewedtheprogressmade
towardimplementingtheDFAfromthe
perspectiveoftheABA.Heacknowl-
edgedthattheDFArulemakingprocess
isanunprecedentedchallenge,butques-
tionedtheslowimplementationpace.
In2011:Q2,regulatorsmissedall26
implementationdeadlinesforrulemak-
ing,bringingthetotalmissedto30.
Abernathystressedthatregulatorsneed
towalkafineline:Althoughthespeedof
implementationisimportant,itshould
notinhibitthetransparencyandclarity
oftherulemakingprocess.Healsoem-
phasizedtheneedtosimplifyregulatory
processesbygettingridofpreviousrules
nowcoveredbytheDFA.Eliminatingre-
dundantrules,heargued,wouldlead
toreducedcostsandgreaterinnova-
tion,whichwouldbenefitconsumers.

AbernathyalsodiscussedDFApolicies
thatfocusonmanagingtherisksasso-
ciatedwithsystemicallyimportantfinan-
cialinstitutions(SIFIs).TheDFAprovides
regulatorswiththeauthoritytoclose
SIFIsinanorganized,structuredman-
ner,whichtheABAstronglysupports.
However,theDFAalsoprovidesregula-
torswiththeauthoritytokeepSIFIsopen.
Abernathyarguedthatsuchregulatory
powersmightexacerbatetheuseof
too-systemic-to-fail(TSTF)policiesand
placeSIFIsatadistinctcompetitivead-
vantage.Henotedthathistorically,un-
securedcreditorsoffailedbanksresolved
bytheFederalDepositInsuranceCor-
poration(FDIC)lost20ormorecents
onthedollar.Incontrast,theFDICre-
centlycalculatedthathadtheresolution
authorityintheDFAbeeninplacewhen
LehmanBrothersfailedin2008,itsun-
securedcreditorswouldhaveonlylost
3centsonthedollar.1WiththeDFAnow
ineffect,investorswillrespondaccord-
inglyandprovideSIFIswithadistinct
fundingadvantage—calculatedtobe
nearly80basispointsonuninsureddebt
instrumentsintoday’senvironment.2
Overall,AbernathysaidthattheDFA
placessmallerinstitutionsatacompetitive
disadvantageandinstitutionalizesTSTF.

VanDerWeidehighlightedsomeofthe
corereformsmandatedbytheDFA.One
ofthemajorcomponentsoftheDFAis
thecreationoftheFinancialStability
OversightCouncil(FSOC),whichisin



Much work remains to better understand sources of systemic 
risk ... and to evaluate and implement policy instruments to 
reduce macroprudential risks.

theextenttowhichtheinstitutioniscur-
rentlyregulated.VanDerWeideempha-
sizedthatsignificanteffortwasbeing
spenttodeterminetherelativeweight
ofeachfactor.Althoughtheweightshad
yettobedetermined,hesaidhewas
optimisticthat,withtime,theFSOC
woulddisclosemoreofitsSIFIcriteria,
increasingthepredictabilityofitsdes-
ignationdecisions.

OncetheprocessofidentifyingSIFI
statusisestablished,theDFArequires
theFedtodevelopandimposeenhanced
regulation(capitalrequirements,liquid-
ityrequirements,etc.)thatalignswith
thelevelofsystemicriskgeneratedby
theSIFI,VanDerWeidesaid.Therefore,
theFedmustmeasurefirm-specific
systemicriskcontributionsandcalibrate
thedegreeofadditionalregulation
accordingly.Thiscouldresultina$50
billionBHCbeingtreatedquitediffer-
entlythana$1trillionfinancialholding
company.Optimally,theFed’senhanced
frameworkshouldprovideregulatory
incentivesforfirmstoshrinktheir
systemicriskcontribution,although
accuratelycalibratingandintegrating
thenewregulationtoachievesuch
anoutcomewillbechallenging.

O’Maliadiscussedcomponentsofthe
DFApertainingtothederivativesmarket.
Inparticular,theDFAbringstheprevi-
ouslyunregulatedswapsmarketunder
thesupervisionoftheCFTC.Asaresult,
institutionsdesignatedasswapentities

TheDFAalsomandatesthatswapspre-
viouslytradedintheover-the-counter
(OTC)marketmoveontoregulatedtrad-
ingplatformsknownasswapexecution
facilities(SEFs).O’Maliaarguedthat
SEFswillboostmarketliquidityandim-
provemarkettransparencywithreal-time
pricingforswaps.SEFsshouldenablethe
CFTCtocreateacrediblesurveillance
andoversightprogramiftheagencyis
willingtoemploythenecessarytechnol-
ogy—somethingithasnotalwaysdone
inthepast,accordingtoO’Malia.Finally,
O’MaliasuggestedthattheCFTCcreate
animplementationscheduleforallfinal
rulesstemmingfromtheDFAtoprovide
marketparticipantswithmorecertainty
andenoughleadtimetoconformtothe
requirements.Whiledoingthis,the
CFTCshouldalsoremainflexibleinits
rulemakingtoallowSEFstoinnovate.

BernerdiscussedtheOfficeofFinancial
Research(OFR),whichwasestablished
undertheDFAandishousedwithinthe
U.S.TreasuryDepartment.TheOFRis
mandatedbytheDFAtocollectandor-
ganizefinancialdataandtoanalyzethe
workingsofthefinancialsystem.Thepri-
maryfunctionofthisanalysisistoassist
theFSOCinmonitoringsystemicrisk.

OnegoaloftheOFRistoimprovethe
qualityoffinancialdatabysettingnew
reportingstandards,saidBerner.The
OFR’s“entityidentificationsystem”
willassignuniqueidentitiestoalllegal
entitiesinvolvedinfinancialtransactions.
Theseidentitiescanbeusedtoorganize

afirm-specificfinancialcompanyrefer-
encedatabase,aswellasaproduct-
specificfinancialinstrumentreference
database.Bernerstatedthatthepreci-
sionandstandardizationofthesedata,
whichwillbesharedwithregulators,
academics,andtheindustry,shouldhelp
improveoversightofthefinancialsystem
andrisk-managementprocesses.These
datashouldalsoincreasemarketdisci-
plinebypromotingtransparencyamong
privatefirms.However,Bernerwarned
thatthefinancialsystemisdynamic(i.e.,
products,instruments,practices,and
institutionsevolve),sotheOFRmust
stayabreastofindustrychanges,includ-
ingthoseaimedatregulatoryavoidance,
andrespondaccordingly.

Inconjunctionwithcollectinghigh-qual-
itydata,theOFRwillproduceresearch
onthefinancialsystem.Bernerlisted
threedata-intensiveresearchprojects:
measuringandquantifyingsystemic
risks;measuringtheimpactofchanges
infinancialregulationonthesupplyof
creditandeconomicactivity;andmea-
suringthecostsandbenefitsofvarious
macroprudentialtools.

Richardsonhighlightedwhathecon-
sidersthemajorpositiveandnegative
aspectsoftheDFA.Onthepositiveside,
economictheorysuggeststhatregula-
tionshouldaddressmarketfailures(i.e.,
negativeexternalities).Hesaidthatthe
DFAiswellalignedwiththisprinciple
asitfocusesonlimitingsystemicrisk
(theexternality)throughtheuseofmacro-
prudentialtools.Moreover,theDFA
plugsmanyregulatoryloopholesthat
ledtotherecentcrisis.Finally,theDFA
bringssystemicallyimportantmarkets,
inparticularthemarketforOTCderiv-
atives,intotheregulatoryframework.

Onthenegativeside,however,
Richardsonarguedthatindividual
firmshavenotbeensufficientlydiscour-
agedfromputtingthefinancialsystem
atrisk.Infact,incertaininstancesthe
DFAcreatesperverseincentives.Forex-
ample,ifaSIFIfails,thesurvivingSIFIs
mustpayfortherecoverycostsnotborne
bythefailedSIFI’screditors.Therefore,
firmsarechargedexpostratherthan
exanteforsystemicrisk.Richardson
describedthisscenarioasaclassicfree
riderproblem,wheresomepartiesdo
notpayforacommonresourcetheyrely
on.BecausethesurvivingSIFIsmaybe

chargeofidentifyingandmitigating
systemicrisk.AkeytaskoftheFSOCis
toidentifySIFIs,whichwillthenbesub-
jecttothesupervisionoftheFederal
Reserve.TheDFAmandatesallbank
holdingcompanies(BHCs)withover
$50billioninassetsbedesignatedas
SIFIs.Inaddition,theFSOCisinthe
processoffinalizingthecriteriafor
designatingnonbanksasSIFIs.The
criteriaforsuchdesignationinclude
theinstitution’ssize,degreeofintercon-
nectedness(tootherinstitutions),lack
ofsubstitutes,andleverage,aswellas

(swapdealersormajorswapparticipants)
willbesubjecttoanarrayofnewregu-
lationsandreportingrequirements.
Whilegenerallysupportingthenewreg-
ulations,O’Maliasaidthatsomefirms
thatprimarilyuseswapstohedgerisk
couldneedlesslybedesignatedasswap
entities,therebysubjectingthemto
highermarginandcapitalrequirements.
Hearguedthiswouldforcesomenon-
systemically-importantfirmstochoose
eithertohedgerisksandincurthe
associatedregulatorycostsortoleave
thepositionsunhedged.
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requiredtoprovidefundingforafailed
SIFIduringacrisis,theymayhaveto
resorttoassetfiresales,whichcouldput
thoseindividualSIFIsandthefinancial
systematgreaterrisk.

RichardsonalsoarguedthattheDFA
didnotsufficientlyaddressgovernment
guarantees.Forexample,therewere
onlyminorchangestoFDICinsurance
premiumsandtotheallowableactivities
ofgovernment-sponsoredenterprises
(GSEs)likeFannieMaeandFreddie
Mac.Also,eventhough“orderlyliqui-
dationauthority”ofSIFIswasgranted
totheFDIC,thepossibilityoffuture
bailoutsandguaranteesremainedintact.

Inaddition,Richardsoncriticizedthe
DFAfornothavingcreatedalevelplay-
ingfieldbetweenbanksandnonbank
financialfirms.Investmentbanks,in-
surancecompanies,pensionfunds,and
moneymarketfundsallactedlikebanks
leadinguptothecrisis(e.g.,theycre-
atedcredit);however,theDFAdidnot
mandatethattheyberegulatedlike
banks.UndertheDFA,theycanreceive
moreregulatoryscrutinyiftheyhavethe
potentialtocreatesystemicrisk,but
Richardsonsaidthereshouldbeauni-
versalregulatoryapproachthattreats
bothbanksandnonbankfinancialfirms
thesame.

Finally,Richardsoncontendedthatthe
DFAdidnotadequatelyrestrainSIFIs’
abilitytocircumventregulations.For
example,abankcanstillsellapoolof
mortgagestotheGSEsandbuythemort-
gagesbackintheformofamortgage-
backedsecurity(MBS),whichreduces
theamountofcapitalthebankhasto
hold.Alternatively,ifabankholdsa
highlyratedMBSandbuysacredit
defaultswaponthatsecurityfroma
highlyratedinsurancecompany,that
bankcanholdthesecurity“offbalance
sheet,”whichmeansitdoesnotneed
toholdanycapitalonthoseassets.

Basel III liquidity rules and regulations

AnotherkeypanelfeaturedMarc
Saidenberg,FederalReserveBankofNew
York;JoeBonocore,JPMorganChase&
Co.(JPMC);andJeremyStein,Harvard
University.ThepanelistsdiscussedBasel
IIIrulesandregulationsonliquidity—
theabilityoffirmstomeettheirshort-
termobligations.Manyfinancialfirms
facedliquidityproblemsduringthe

financialcrisis,whenmarketsthathad
providedshort-termfundingsuddenly
driedup.

Saidenberg,theFederalReserveSystem’s
representativetotheBCBS,discussed
theBCBS’seffortstostrengthenliquidity
buffersatinternationallyactivefinancial
institutions.TheBCBShastwomain
objectivesinliquidityregulation:toen-
hancetheresilienceoffinancialinstitu-
tionstoshort-termfundingshocksby
requiringthemtoholdaminimumpool
ofliquidassets,andtoalterlonger-term
liquiditymismatchesbyrequiringfirms
tofinancetheiroperationswithmore
stablesourcesoffunding.Toachieve
thesecomplementarygoals,theBCBS
developedtwomeasuresofliquidityrisk
tobeimplementedasminimumstan-
dards:aliquiditycoverageratio(LCR)
andanetstablefundingratio(NSFR).

TheLCRisdefinedastheratioofapool
ofhigh-qualityliquidassetsofafirmto
itsprojectednetcashoutflowsovera
30-dayhorizonunderastressscenario.
Thepoolofassetsshouldbeunencum-
bered,liquidincrisisscenarios,and,ide-
ally,eligibleascollateralatcentralbanks.
Eachassetcategoryisassignedaweight
(rangingfrom0%to100%)determin-
inghowmuchofeachcategorycanbe
consideredaliquidassetforcalculation
ofthenumerator.TheBCBSwillrequire
thattheLCRbenolowerthan1.0,en-
suringthatduringafundingcrisisbanks
willbeabletomeetcashoutflows.

Inadditiontomanagingshort-term
liquidityneedswiththeLCR,theBCBS
alsointroducedtheNSFRtoencourage
bankstomoveawayfromexcessiveuseof
short-termfundingsourcestowardmore
stable,longer-termsources.TheNSFRis
definedasaratioof“availableamountof
stablefunding”(capitalandothersources
thoughttobecommittedtothebankfor
aminimumofoneyear)toa“required
amountofstablefunding”(basedonthe
liquidityriskofthebank’sassetandoff-
balance-sheetcomposition).Eachfund-
ingcategoryisassignedaweight,repre-
sentingtheassumedreliabilityofthe
fundingsource,forcalculationofthe
numerator.Similarly,eachassetandoff-
balance-sheetactivityisassignedarisk-
adjustedweight,representingtheamount
oftheassetoractivitythatshouldbe
matchedbystablefunding,forcalcula-
tionofthedenominator.Theratio

shouldexceed1.0toensurethatthe
bank’sactivitiesarefundedwithanac-
ceptableamountofstableliabilities.3

BonocoreaddressedtheBCBS’snew
liquidityregulationfromthefinancial
servicesindustry’sperspective.Heem-
phasizedthatJPMCfullysupportsthe
BCBS’sobjectiveofstrengtheningglobal
liquiditystandards.Infact,Bonocore
creditedweakliquiditystandardsas
oneofthekeycausesofthefinancial
crisis.Ideally,financialinstitutions
shouldmaintainsurplusliquidityand
diversefundingsourcesinordertoop-
erateeffectivelyincrisisscenarios.He
saidJPMCconsiderstheLCRtobea
well-designedstandard;however,he
questionedhowitiscalibrated.

Bonocoreassertedthatthecurrent
assumptionsofthefundingoutflows
(thestressscenario)andliquidasset
eligibility(theregulatoryweights)for
theLCRareinconsistentwithmarket
realities.Theassumptionsinsteadshould
becalibratedtoactualmarkethistory.
Bonocorearguedthattheassumptions
aboutfundingoutflowsaremoreex-
tremethanthoseactuallyexperienced
duringthefinancialcrisis.Healsocon-
tendedthatcertainassetclassesshould
beatleastpartiallycountedassources
ofliquidassets.Theassetclasseshe



highlightedincludegold,investment-
grademunicipalbonds,AAA-ratedasset-
backedsecurities,andexchange-listed
equities,aswellasthecapacitytosecure
FederalHomeLoanBankadvances—
allofwhichcurrentlyhavea0%weight
forliquidasseteligibility.Additionally,
hesaidthatGSEdebtandGSE-backed
MBS—bothwithacurrentweightof
85%—shouldbegivena100%weight.

Bonocore’sexpressedconcernsabout
theimpactoftheproposedliquidity
regulationwentbeyondthebanking
industry. Hesaidthatasaresultofthe
reforms,hesawthepotentialforhigher
fundingcostsinmunicipal,corporate,
commercialpaper,andmortgagemar-
kets. Additionally,ascurrentlyproposed,
theregulationcouldforcebankstouse
moreexpensivelong-termfinancing,
whichcouldincreasethecostofcredit
andstifleeconomicgrowth,hesaid.

Stein,takingamoremacroeconomicper-
spective,discussedtheeconomicprin-
ciplesthathebelievesshoulddrivethe
BCBS’snewliquidityregulations.He
arguedthatmaturitytransformation
(i.e.,transformingshort-termliabilities
intolonger-termearningassets)isthe
mainsourceoffragilitywithinthefinan-
cialsystem.Financialintermediaries
fundwithshort-termdebtbecauseitis
lessexpensive.Itislessexpensivebecause
itfunctionslikemoney—itisliquid
andflexible.Banksprofitwhenthey

generatelonger-termassetsthatyield
ahigherreturnthantheratepaidfor
theirshort-termfunding.Maturity
transformationleadstoprivatemoney
creation,whichisthecoreofthebank-
ingsector’sfunctionintheeconomy.

However,theprivatemoneycreation
processoccursnotonlyinthebanking
sector,butalsointhenonbanksector.
Structuredinvestmentvehiclesandhedge
fundsissueasset-backedcommercial
paperandusesecuredfundingtrans-
actions(repos)tofinancetheiropera-
tions.Moneymarketfundsinvestinthese
instruments,therebyprovidingcredit
andleadingtoaformofmoneycreation.
Thesetypesoftransactionsinvolveforms
ofcollateralthatthelendercansellin
theeventthattheborrowerdefaults.The
combinationofshort-termdebtand
collateralmakesmarketsforthecollat-
eralvulnerabletofiresales,whichcan
drivedownthevalueofthecollateral.
Thiscanleadtospilloversintoother
marketsandresultingsolvencyissues.
Hence,excessiveprivatemoneycreation
cangeneratesystemicrisk.Thus,Stein
saidthattheBCBSshouldfocusonreg-
ulatingmaturitytransformationwithin
allsectorsofthefinancialsystem,not
justthebankingsector.

Conclusion

TheDFAmandatesandtheBCBS
proposalsprovideregulatorswitha
well-constructedbasisfromwhichto

implementregulatoryreform.However,
toachievetheirstatedpurposes,finan-
cialregulationsmustbefullyunderstood
andproperlyimplemented.Inhiskey-
noteaddress,FederalReserveChairman
BenS.Bernankestated,“Whileagreat
dealhasbeenaccomplishedsincethe
[DFA]waspassedlessthanayearago,
muchworkremainstobetterunderstand
sourcesofsystemicrisk,todevelopim-
provedmonitoringtools,andtoevalu-
ateandimplementpolicyinstruments
toreducemacroprudentialrisks.”Speak-
ersatthe47thannualBankStructure
Conferencediscussedhowregulatorscan
achievethesegoalsandwheretheyare
intheimplementationprocess.With
implementationtimeframesofnearly
tenyearsforcertainaspectsofthereform,
agreatdealofworkremainsahead.4

1Seewww.fdic.gov/bank/analytical/
quarterly/2011_vol5_2/Article2.pdf.

2DowJonesandCompany,2011,“Stilltoobig,
stillcan’tfail,”Wall Street Journal,March5,
availablebysubscriptionathttp://
online.wsj.com/article/SB1000142405274
8703530504576164880968752682.html.

3FordetailsontheLCRandNSFR,including
theweightsassignedtovariousassetcate-
goriesforeachratio,seewww.bis.org/
publ/bcbs165.pdf.

4The48thannualBankStructureConference
willbeheldonMay9–11,2012,whenthe
discussionsonregulatoryreformwill
continue.


