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November 17, 2017 

 

The Honorable Randal K. Quarles 

Vice Chairman for Supervision 

Board of Governors of the Federal Reserve System 

20th Street and Constitution Ave., NW 

Washington, D.C. 20551 

 

Re: Net Stable Funding Ratio 

  

Dear Vice Chairman Quarles: 

 

We appreciate that one of the major challenges before you today as Vice Chairman for 

Supervision is which new tasks to take on and what to do with legacy projects.  I am writing to 

you today to express the view that with regard to one significant legacy project, the Net Stable 

Funding Ratio (NSFR), the Federal Reserve can appropriately declare the task already 

completed.  We believe that the stated objectives of the NSFR have been fully met in the United 

States, and that there is no need to finalize the proposed NSFR rules. 

Overview 

It is the view of the American Bankers Association1 (ABA) that U.S. banking regulators should 

not finalize the Net Stable Funding Ratio (NSFR), as its stated objectives are already achieved. 

Since the Basel Committee began developing the NSFR in 2009, the United States has 

significantly bolstered the regulatory and supervisory framework for liquidity risk management, 

mitigation, and monitoring. Over that time, the U.S. banking agencies introduced a plethora of 

rulemakings and supervisory policies aimed at liquidity risk, significantly strengthening many of 

the areas of weaknesses seen over the 2008-2009 period. The new liquidity framework includes 

the Liquidity Coverage Ratio (LCR), capital surcharges for global systemically important banks 

(G-SIBs), Regulation YY, and the Comprehensive Liquidity Assessment and Review (CLAR). 

Consequently, the marginal public policy benefits from finalization and implementation of the 

NSFR would be minimal or nonexistent.  

Implementation of the proposed NSFR rules would add little benefit but impose significant 

needless costs, which would be borne not only by banks but also by the investors, businesses, 

and governments that lend to or borrow from banks or transact in capital markets in which U.S. 

banks serve as intermediaries. Moreover, it would be a supervisory distraction to regulators, 

drawing attention and resources away from addressing higher priority matters.   

                                                 
1 The American Bankers Association is the voice of the nation’s $17 trillion banking industry, which is composed of 

small, regional, and large banks that together employ more than 2 million people, safeguard $13 trillion in deposits, 

and extend more than $9 trillion in loans. 
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In other words, as discussed below, at least for the U.S., the targeted risks and end result 

purposes of the NSFR are monitored and met, the supervisory ground is already covered.  There 

is no added value in the agencies proceeding with implementation of the NSFR. 

In light of the domestic liquidity framework, the U.S banking agencies should not simply check 

the box on the NSFR.  U.S. regulators may be reluctant to forego implementation of the NSFR, 

respecting it as an international standard promulgated by the Basel Committee. Assessments of 

compliance with international standards, however, ought to be centered on the achievement of 

outcomes.  Considering the large body of rules and more demanding expectations in the U.S. 

with regard to robust liquidity risk monitoring and management, foregoing explicit 

implementation of the NSFR would yet find U.S. banks with stronger liquidity requirements than 

their non-U.S. peers.  There is no fear that U.S. firms—absent the NSFR—would thereby gain a 

competitive advantage over non-U.S. banks. 

The Objectives of the NSFR:  Already Met and Monitored  

In their notice of proposed rulemaking, the U.S. banking agencies stated the purpose of the 

NSFR as follows:  

The proposed NSFR requirement is designed to reduce the likelihood that disruptions 

to a banking organization’s regular sources of funding will compromise its liquidity 

position, as well as to promote improvements in the measurement and management of 

liquidity risk. By requiring banking organizations to maintain a stable funding profile, 

the proposed rule would reduce liquidity risk in the financial sector and provide for a 

safer and more resilient financial system.2 

Adequate institutional liquidity is a key objective of banking regulation. A bank’s safety and 

soundness depend on the bank’s ability to meet its obligations when due, even if its regular 

sources of funding are disrupted to a significant degree. Effective liquidity management on a 

bank level also makes the system stronger as a whole. Severe system wide liquidity stresses can 

trigger asset fire sales and credit contractions that contribute to a negative feedback loop, which 

can do material damage to the U.S. economy. Nevertheless, we need not solve problems multiple 

times.  In evaluating the merits of the NSFR, the banking agencies must take fully into account 

the effects of numerous regulations and supervisory policies that have been implemented since 

the crisis (and during the long period when the NSFR was still in development in Basel) that 

have been designed to decrease the liquidity risk of both individual institutions and the financial 

system overall.    

In fact, a variety of other U.S. regulations and supervisory policies directly and indirectly 

constrain liquidity risks and promote effective liquidity management by U.S. banks, with 

especially robust measures applied to the largest, most systemically significant banks (the G-

SIBs).  U.S. regulators have implemented other international standards (the LCR, capital 

surcharges, and Total Loss-Absorbing Capacity rules (TLAC)) through what regulators have 

called “super equivalent” U.S. rules.  Consequently, U.S. banks are required to maintain liquidity 

                                                 
2 81 Fed. Reg. 35123. 
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positions that are more demanding than would be required by the international standards alone. 

Moreover, Federal Reserve Regulation YY, which implements Section 165 of the Dodd-Frank 

Act, requires bank holding companies to maintain vigorous liquidity risk-identification, 

management, and mitigation strategies, policies, and procedures and conduct routine liquidity 

stress tests that are reviewed by the regulators. The largest institutions are subject to the CLAR, 

an annual quantitative and qualitative assessment of the adequacy of bank liquidity positions 

relative to their unique risks.  Furthermore, TLAC and living will regulations require banks to 

issue long-term debt and plan for an existential liquidity stress, respectively.  

More specifically, several of these rules, including the G-SIB surcharge and the LCR, 

accomplish the NSFR’s objective of mitigating the risks associated with an over reliance on 

certain types of short-term wholesale funding. By increasing the costs associated with these 

activities, these rules disincentivise reliance on short-term wholesale funding. For example, U.S. 

G-SIBs that rely on short-term funding are subject to capital surcharges.  At the same time, the 

LCR requires U.S. institutions with $50 billion or more in total assets to hold an amount of high-

quality liquid assets (HQLA) sufficient to meet potential demands for liquidity under a 30-day 

stress scenario.  That scenario assumes disruption to a bank’s normal sources of funding that 

would be significantly more severe than those that were experienced in 2007-2008. Thus, a bank 

that satisfies the LCR would not be in a position where it would need to liquidate assets whose 

sale might trigger fire sale dynamics to meet severe short-term funding disruptions—a key 

dynamic which exacerbated the crisis. Furthermore, to address specific concerns about liquidity 

risk over horizons longer than 30 days (a key objective of the NSFR), Regulation YY requires all 

covered U.S. banking organizations to conduct monthly stress tests that examine potential 

liquidity pressures across 30-day, 90-day, and one-year horizons.   

With all these other rules, monitoring, and processes already in place to limit short-term funding 

reliance, encourage stable funding, and ensure that banks employ effective liquidity risk 

management practices, the additional marginal benefits of implementing the NSFR are hard to 

discern. The notice of proposed rulemaking stated the broad objectives of the NSFR but did not 

identify specific objectives that implementation would accomplish that have not already been 

accomplished by these other measures.  Policymakers should identify and weigh any remaining 

marginal benefits when considering implementation of the NSFR rules.  

We are not alone with the view that the marginal supervisory and management benefits of the 

NSFR for the United States are chimerical.  The Treasury tends to agree. In its report, “A 

Financial System That Creates Economic Opportunities: Banks and Credit Unions,” released in 

June 2017, the Department of the Treasury notes that the NSFR “could be duplicative of other 

capital and liquidity requirements” and recommends that the NSFR not be implemented “until 

[it] can be appropriately calibrated and assessed.”3 

 

                                                 
3 The U.S. Department of Treasury, “A Financial System That Creates Economic Opportunities: Banks and Credit 

Unions,” page 53. 
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An Unnecessary Distraction, Extending to Markets 

To the extent that the NSFR’s objectives are already achieved, compliance with the added rules 

will be a waste of resources for institutions covered. This is especially true for those institutions 

that do not engage in the activities that are the primary target of the NSFR. Most obvious are the 

costs of building the IT systems necessary to comply with a very complex regulation and then 

the costs of monitoring and documenting compliance. Arguably more important, however, are 

the costs of managing funding and liquidity risks to a complex set of quantitative constraints that 

are not central to effective management of those risks. 

The NSFR’s costs would not be limited to the banks directly affected by the rule.  

Implementation of the NSFR could well impose significant costs on market participants that 

depend directly or indirectly on covered banks for meeting their collateral, investment, and 

funding needs.  Immediate to mind comes the repo market, critical to the liquidity of other 

market participants. However, the added costs imposed by the NSFR (on top of existing 

regulatory and supervisory strictures) will likely cause unintended harm by constraining repo 

financing, thus reducing liquidity in key secondary markets such as those for U.S. Treasuries.  

When banks make decisions about which business lines to enter and how aggressively to pursue 

those businesses, they consider marginal and long-run costs of providing the relevant services.  

Excessive or duplicative regulations, especially those of significant complexity, weigh heavily in 

those considerations.  It is important, then, that the banking agencies consider the costs of the 

NSFR not just to banks but to U.S. financial markets and their participants.  

Achieved Outcomes vs. Checking the NSFR Box  

Adherence to international standards should involve an outcomes-based comparison of a 

jurisdiction’s regulations taken as a whole compared to the objectives of the international 

standards.  A rule-by-rule match up with every global standard can miss the forest by a focus on 

each tree.  In the case of the NSFR, implementation would fail to take into consideration 

regulations and programs implemented since the ratio was conceived and underestimates the 

costs to banks of complying with multiple complex rules addressing the same or similar issues.  

This includes the very real possibility that actions taken to meet multiple required constraints 

would not in fact be the actions best calculated to meet the underlying objectives of the 

regulations, in this case maintaining strong liquidity positions and promoting improvements in 

liquidity risk supervision, measurement, and management for the benefit of stronger financial 

markets and economic growth. 

The reality of missing the mark was demonstrated by the international standard setters’ 

recognition that the treatment of derivatives liabilities under the NSFR was at best ad hoc.  As 

evidence, the Basel Committee recently announced a significant change to the treatment of 

derivatives liabilities, replacing an assumption that such liabilities require twenty percent 

required stable funding in favor of an approach that would permit national authorities to lower 

this to as little as five percent.  One need not prefer one number or the other to note the 

imprecision expressed in the newly allowed range of variance.  To say the least, the magnitude of 

this change—announced sometime after final adoption in Basel—does not inspire confidence 
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that other elements of the NSFR have been calibrated carefully or consistent with market vitality 

and growth. As a general matter the NSFR’s theoretical foundation is flawed.  The ratio was 

designed without reference to a particular stress scenario, yet it relies in random part on the LCR.  

The calibration that emerged is highly arbitrary and opaque. 

The outcome of current U.S. regulations affecting liquidity, however, taken as a whole, is far 

more likely than the NSFR itself to be fully consistent in supervisory value with the objectives of 

the NSFR—without the NSFR being implemented. It is the outcome, not a dogmatic adherence 

to the complexity of a particular international standard, which should be examined when 

assessing compliance of U.S. liquidity regulation with the Basel Committee’s principles. 

Recommendations 

We offer the following recommendations.  U.S. regulators should acknowledge and declare that 

the key objectives of the NSFR are already met by the existing U.S. regulatory program. 

Were the U.S. regulators not yet prepared to make such a statement, they could make it clear that 

as part of their ongoing overall review of the effectiveness of the U.S. prudential regulatory 

program the regulators are examining whether there are any key objectives of the NSFR that are 

not already adequately met.  Formal implementation of specific NSFR regulations would depend 

upon the results of that examination. 

In connection with and in support of such a review, the U.S. regulators should engage in a public 

request for information on the question. 

Thank you for your consideration of these recommendations.  We stand ready to discuss these 

issues further at your convenience. 

Sincerely,  

 

 

 


