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A B S T R A C T

Neither the FDIC’s recently announced resolution policy for failed financial institu-
tions nor academic studies on systemic risk address the micro-level managerial incen-
tives resulting from the Dodd-Frank Orderly Liquidation Authority’s incapacity to
respond to simultaneous balance-sheet insolvency rather than temporary illiquidity.
By holding correlated asset portfolios and serving as counterparties to similarly situated
financial institutions, managers can strategically increase the likelihood of a govern-
ment bailout rather than receivership under the OLA. Three case studies—Lehman
Brothers, AIG, and large European banks’ response to the 2011 bail-in proposals—
demonstrate the implications of the OLA’s shortcomings and the inadequacy of the
FDIC’s approach. In light of these strategic incentives, the FDIC should modify its
intervention policy to respond effectively to illiquidity-driven systemic risk and pruden-
tial regulators should work to reduce the likelihood of correlated balance-sheet
insolvency.

1 . I N T R O D U C T I O N
In his May 2012 policy statement on the Dodd-Frank orderly liquidation authority
(‘OLA’), FDIC Chairman Martin Gruenberg heralded it as an effective alternative to
the twin choices that faced policymakers throughout the financial crisis of
2008–2009: place a failed financial institution into bankruptcy or supply a govern-
ment bailout.1 In those fateful months of fall 2008, policymakers tried each route
only to painfully discover that neither was a realistic option going forward. The bank-
ruptcy of Lehman Brothers led to a market panic that threatened to plunge the
global economy into the next Great Depression. Government bailouts such as the
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1 See Remarks by Martin J Gruenberg, Acting Chairman, FDIC to the Federal Reserve Bank of Chicago
Bank Structure Conference (10 May 2012) <http://www.fdic.gov/news/news/speeches/chairman/
spmay1012.html> accessed 19 December 2014. This policy has since been reiterated by the FDIC in
largely identical form in a Notice of Proposed Rulemaking dated 18 December 2013. Resolution of
Systemically Important Financial Institutions: The Single Point of Entry Strategy, 78 Fed. Reg. 76614 (18
December 2013).
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Troubled Asset Relief Programme (‘TARP’) led to a wave of popular backlash, mak-
ing it politically impossible for elected officials to support recapitalization of failed
firms in the future.

At first glance, the OLA resembles a panacea: the nearly unlimited discretion
granted to the FDIC permits rapid resolution of a failed non-bank financial institu-
tion, and the statutory prohibition on the government taking an equity stake in a
failed firm would prevent a repeat of a TARP or American International Group, Inc.
(AIG)-style bailout where taxpayers shouldered the risk of toxic assets that could not
find a buyer in the private market. Shelia Bair, chairperson of the FDIC at the time
the OLA was enacted, argued that the primary shortcoming of the bankruptcy pro-
cess with Lehman Brothers was speed: rapid intervention and a supply of emergency
liquidity would have prevented the devastating effects of bankruptcy while avoiding
the politically unacceptable route of government recapitalization.2 Indeed, the
FDIC’s policy analysis of a hypothetical resolution of Lehman Brothers perpetuates
the view that the OLA would have prevented the chaotic consequences of the firm’s
collapse in September 2008.3

But these optimistic assertions misconstrue what actually happened. The court-
appointed examiner in the Lehman Brothers bankruptcy concluded that the firm was
insolvent, not merely illiquid, a week prior to its collapse.4 By ‘insolvent’, I am refer-
ring to the definition found in Section 101 of the Bankruptcy Code: a financial condi-
tion such that the sum of such entity’s debts is greater than all of such entity’s property, at
a fair valuation….5 In other words, a firm is insolvent if the fair market value of its
assets (ie the market’s estimate of the future cash flows resulting from these assets)
is less than the sum of its liabilities at a given point in time. Indeed, a congressional
oversight panel similarly found that AIG was likely on the verge of insolvency the
day it received a government infusion of capital.6 And the crash in the mortgage mar-
ket rendered Fannie Mae and Freddie Mac insolvent as well, necessitating a bailout
in the form of an ongoing commitment by the Department of the Treasury to ‘en-
sure that each enterprise maintains a positive net worth’.7 None of these firms were
simply illiquid. Each was facing balance sheet insolvency caused by declining asset
values tied to the mortgage market and interconnected exposures to other failing
firms.

The difference between temporary illiquidity and balance sheet insolvency not
only reveals the inaccurate assumptions behind the FDIC’s approach but also

2 See Chairman Sheila C Bair, ‘Establishing a Framework for Systemic Regulation, Statement before the
Committee on Banking, Housing and Urban Affairs, U.S. Senate’ (23 July 2009) <http://www.fdic.gov/
news/news/speeches/archives/2009/spjuly2309.html> accessed 9 December 2014.

3 FDIC, ‘The Orderly Liquidation of Lehman Brothers Holdings Under the Dodd-Frank Act’ (2011)
<http://www.fdic.gov/regulations/reform/lehman.html> accessed 8 December 2014.

4 Report of Anton R Valukas, Examiner at 1579, In re Lehman Brothers Holdings Inc., No. 08-13555
(Bankr. S.D.N.Y. Mar. 11, 2010).

5 11 U.S.C. s 101(32)(A).
6 See ‘Congressional Oversight Panel June Inquiry Report, Its Impact on Markets, and the Government’s

Exit Strategy’, The AIG Rescue, 36 (2010).
7 U.S. Department of Treasury, ‘Fact Sheet: Treasury Senior Preferred Stock Purchase Agreement’

(7 September 2008) <http://www.treasury.gov/press-center/press-releases/Documents/pspa_fact-
sheet_090708%20hp1128.pdf> accessed 8 December 2014.
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demonstrates a fundamental limitation of the OLA. By prohibiting the recapitaliza-
tion of a failed firm or a systemically important operating subsidiary, the
Dodd–Frank Act renders the OLA incapable of effectively responding to an institu-
tion that is driven into insolvency by a decline in the value of its assets. Systemic risk
in the form of the correlated failure of financial firms pushed into balance sheet insol-
vency thus remains a potent threat to the stability of the financial system.

Indeed, the OLA’s incapacity to respond to insolvency-driven correlated failure
has profound implications for managerial incentives. Many studies have considered
the macro-level implications of systemic risk for regulatory policy. But micro-level
dynamics are equally important: managers can strategically exploit the OLA’s
inability to address balance sheet insolvency to compel a government bailout of the
financial sector. By constructing asset portfolios consisting of the same assets or as-
sets whose losses would be highly correlated, managers of financial firms can increase
the likelihood that they will be simultaneously balance sheet insolvent in the event
of a downturn in the value of those assets. Similarly, by serving as counterparties to
similarly situated financial institutions, managers can make it more likely that the
insolvency of one firm would lead to the insolvency of others. As neither bankruptcy
nor the OLA provide regulators with tools to respond to the simultaneous insol-
vency-driven failure of multiple financial firms, a government recapitalization
would once again emerge as the only viable option to prevent a global economic
meltdown.

These consequences derive from the statutory limitation on recapitalization of
failed firms. But government bailouts are not inevitable. Understanding the OLA’s
limitations and distinguishing between illiquidity and insolvency-driven systemic risk
can guide the development of effective regulatory policy. The FDIC should reorient
its efforts towards rescuing firms that remain balance sheet solvent but might be fac-
ing a liquidity crisis on the horizon. Prudential regulators, on the other hand, should
focus on reducing the likelihood of correlated balance sheet insolvency by restricting
asset correlations and excessive interconnectedness. By taking the OLA’s limitations
into account, regulators can counteract managers’ strategic incentive to save the
financial sector at society’s expense.

Section 2 of this article discusses the interaction between systemic risk and the
OLA, including the shortcomings of the macro-level approach to systemic risk that
has characterized regulatory policy and the existing academic literature on the topic.
Section 3 discusses the effect of the OLA on managerial incentives, including the
strategic actions managers may take to compel a government bailout rather than
OLA receivership. Finally, Section 4 discusses case studies that demonstrate
the OLA’s weaknesses and the shortcomings of the FDIC’s proposed regulatory
approach and proposes reforms to the FDIC’s resolution policy and prudential
regulatory efforts.

2 . S Y S T E M I C R I S K A N D T H E O L A

(a) Shortcomings of the macro-level approach and the existing literature
In this section, I discuss the twin shortcomings of the current regulatory approach to
systemic risk and the existing legal literature on the OLA. Policymakers and scholars
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have generally focussed on the macro-level aspects of systemic risk rather than
micro-level firm and managerial incentives. Similarly, doctrinal literature has dis-
cussed the OLA’s differences from the Bankruptcy Code without considering how
those differences may affect firms’ and managers’ ex ante incentives.

The fundamental paradigm through which the legal response to the financial crisis
has viewed systemic risk has been macro-level, ie by focussing on the implications
for the stability of the US financial system as measured in traditional macroeconomic
terms such as cost of capital, economic growth, and unemployment. This is apparent
in the statutory text of the Dodd-Frank Act, agency rules promulgated under the stat-
ute, and the legislative history of the Act. Policymakers’ macroeconomic approach
parallels the analytic method among academic scholars, who have focussed on the
macro-level implications of systemic risk from an economic and legal perspective.
While policymakers and scholars agree that systemic risk poses a threat that must
be addressed, there has been little discussion of the micro-level implications of indi-
vidual firms and managers exploiting regulatory perceptions of systemic risk for stra-
tegic goals.

Title I of the Dodd-Frank Act establishes the Financial Stability Oversight
Council (FSOC) with the specific purpose of (i) responding to ‘risks to the financial
stability of USA’ from the failure of bank holding companies or non-bank financial
institutions, (ii) promoting market discipline to eliminate moral hazard, and
(iii) responding to ‘emerging threats’ to financial stability in USA.8 FSOC’s mandate
to identify systemically important non-bank financial institutions is the foundation of
Dodd-Frank’s response to the financial crisis of 2008–09, where the failure of invest-
ment banks such as Lehman Brothers wreaked havoc on the US financial system.9

But FSOC’s prudential regulatory approach focusses nearly exclusively on the
macro-level characteristics of financial firms that suggest that these firms’ failure
could endanger the stability of the financial system. In final rules issued in April
2012, FSOC identified a ‘six-category framework’ which would guide its determina-
tion that a non-bank financial firm is systemically important: ‘(i) size, (ii) intercon-
nectedness, (iii) substitutability, (iv) leverage, (v) liquidity risk and maturity
mismatch, and (vi) existing regulatory scrutiny’.10 Strictly speaking, only the first
three categories are relevant to systemic risk—the latter three categories merely
reflect a given financial firm’s risk of failure (regardless of its contribution to systemic
risk).11 But even the first three categories look solely to the macro-level aspects of
systemic importance. A firm’s size, interconnectedness, and substitutability certainly

8 12 U.S.C. s 5322(a)(1).
9 See Authority to Require Supervision and Regulation of Certain Non-bank Financial Companies, 77 Fed.

Reg. 21637, 21637 (11 April 2012) (‘In the recent financial crisis, financial distress at certain non-bank
financial companies contributed to a broad seizing up of financial markets and stress at other financial
firms.’).

10 ibid 21641.
11 FSOC acknowledges as much. See ibid (‘Three of these six categories seek to assess the potential impact

of a non-bank financial company’s financial distress on the broader economy: size, interconnectedness,
and substitutability. The remaining three categories seek to assess the vulnerability of a non-bank financial
company to financial distress….’).
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magnify the effect of its failure,12 but this taxonomy does not consider how specific
micro-level incentives may contribute to the firm’s failure or cause it to benefit from
the systemic importance designation.

As a case in point, the interaction between Title I and Title II of the Dodd-Frank
Act remains largely unexplored. Title I establishes a prudential regulatory framework
and a series of criteria for FSOC to utilize to determine whether to subject a non-
bank financial firm to prudential regulation.13 However, the decision to subject
a firm to OLA receivership under Title II of the Dodd-Frank Act is entirely indepen-
dent of the prudential regulatory framework: firms may be subjected to FDIC receiv-
ership even if they were not designated systemically important in advance, and
the FDIC is not under any obligation to subject those firms that were designated
systemically important by FSOC to OLA receivership under Title II.14

The possibility that an institution might be subject to receivership under Title
II—and thereby alter its behaviour in response even if it has not been subjected to
FSOC oversight under Title I—has not been addressed in any of the regulatory com-
mentary or policymaking discussions. Regulators have dedicated much discussion to
the macroeconomic criteria which would guide the decision to subject large, complex
institutions to prudential regulation under Title I but have not considered whether
Title II might impose micro-level incentives on firm behaviour. These incentives are
relevant both to the effectiveness of prudential regulation under Title I as well as to
anticipating how firms and managers are likely to behave in response to the various
provisions of the OLA.

Indeed, policymakers readily consider the effects of provisions of the Bankruptcy
Code on ex ante behaviour. For example, the House Committee on the Judiciary ex-
pressly discussed the so-called ‘mansion loophole’ in the Bankruptcy Code when
considering the 2005 legislation that led to a series of comprehensive amendments
to the Code. This loophole gave individual debtors an incentive to relocate to certain
states in order to ‘shield from their creditors virtually all of the equity in their
home’.15 By closing this loophole, the Committee specifically responded to the exis-
tence of a certain type of incentive on individual behaviour prior to filing bankruptcy.
But little parallel discussion has taken place for Title II of the Dodd-Frank Act or the
interaction between Title I and Title II. For example, as I discuss in detail below, pol-
icymakers have not considered how certain differences between Title II and the
Bankruptcy Code—such as the executive compensation clawback regime known as
recoupment—might affect managerial incentives to take actions that increase or
decrease the likelihood of entering OLA receivership.16

12 However, as I discuss further, systemic risk is more accurately measured by interconnectedness. A chain
reaction failure of many small firms may pose an equal if not greater risk to financial stability than the fail-
ure of a large firm.

13 See generally, Authority to Require Supervision and Regulation of Certain Non-bank Financial
Companies, 77 Fed. Reg. 21637, 21637 (11 April 2012).

14 See 12 U.S.C. s 5383(b)(1) (no mention of ex ante designation of a non-bank financial institution by
FSOC as systemically important under 12 U.S.C.A. s 5330(a)).

15 H. REP. 109–31, at 15–16 (8 April 2005).
16 See discussion in Section 3.
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Dodd-Frank’s macro-level approach to systemic risk reflects the view taken in pol-
icy statements and legislative debates surrounding the financial crisis of 2008–09.
As early as August 2008, Federal Reserve Chairman Ben S. Bernanke gave a speech
entitled ‘Reducing Systemic Risk’, which identified three components of the Federal
Reserve’s regulatory response to the crisis: easing monetary policy to minimize the
‘adverse feedback loop’ of deteriorating ‘economic weakness’ and ‘financial stress’,
providing liquidity support to markets, and increasing prudential regulation such as
‘monitor[ing] the health of individual financial institutions’ and ‘developing new
regulations, including new rules to govern mortgage and credit card lending’.17

These policy efforts consist wholly of macro-level responses to systemic risk. While
this makes sense in light of the Federal Reserve’s role as a macroeconomic regulator,
micro-level firm incentives are not even mentioned.

In a subsequent speech in March 2009, Chairman Bernanke specifically discussed
regulatory reform needed to reduce systemic risk. He identified four topics which
lawmakers should address: (i) ‘the problem of financial institutions too big—or per-
haps too interconnected—to fail’, (ii) strengthening the financial infrastructure at
times of distress, (iii) reducing the severity of economic cycles, and (iv) creating a
regulatory body specifically responsible for ‘monitoring and addressing systemic
risks’.18 The latter three are solely macroeconomic in nature. The topic of ‘too big to
fail’ (TBTF) is oriented towards individual firms, but Chairman Bernanke’s sugges-
tion to ‘better supervis[e] systemically critical firms to prevent excessive risk-taking
and…strengthen[] the resilience of the financial system to minimize the conse-
quences when a large firm must be unwound’19 similarly focusses solely on the
macro-level effect of TBTF. The ‘consequences’ of a TBTF firm’s failure that should
be ‘minimized’ in Chairman Bernanke’s view include the cost of government inter-
vention to taxpayers, adequate capital, and prudential supervision.20 Chairman
Bernanke does not go beyond these macroeconomic factors to discuss micro-level in-
centives, ie how a given firm or its managers might exploit the TBTF designation for
certain strategic ends.

Chairman Bernanke’s macro-level approach is reflected in the legislative history of
the Dodd-Frank Act. For example, in the Senate Committee on Banking, Housing,
and Urban Affairs report on the bill which became the Dodd-Frank Act, the
Committee described FSOC’s mandate to issue prudential regulatory recommenda-
tions ‘if it determines that the conduct of the activity or practice could create or
increase the risk of significant liquidity, credit, or other problems spreading among
bank holding companies and non-bank financial companies or U.S. financial mar-
kets’.21 The emphasis on ‘liquidity’, ‘credit’, or similar problems among financial
firms in the aggregate and financial markets demonstrates the macro-level focus of

17 Ben S Bernanke, Chairman, Fed. Reserve, ‘Reducing Systemic Risk’ (22 August 2008) <http://www.
federalreserve.gov/newsevents/speech/bernanke20080822a.htm> accessed 17 December 2014.

18 Ben S Bernanke, Chairman, Fed. Reserve, ‘Financial Reform to Address Systemic Risk’ (10 March 2009)
<http://www.federalreserve.gov/newsevents/speech/bernanke20090310a.htm> accessed 18 December
2014.

19 ibid.
20 ibid.
21 S. REP. NO. 111–176, at 51 (2010).
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the legislation. Policymakers simply did not consider the effect of specific provisions
of the Dodd-Frank Act on individual incentives and potential strategic behaviour.

The perspective adopted by policymakers has largely paralleled the legal and eco-
nomic academic literature, which has similarly focussed on the macro-level implica-
tions of systemic risk. In an influential article, Iman Anabtawi and Steven L Schwarcz
discuss correlation between financial institutions as a source of systemic risk and
argue that ‘central clearing and settlement are insufficient to prevent domino-type
contagions that occur directly through firms’.22 They suggest increased information
regarding counterparty exposures and risk-based financial ratios to internalize the
cost of excess risk-taking.23 But as important as the risk of contagion is to financial
stability, Anabtawi and Schwarcz primarily focus on its macroeconomic implications
rather than individual incentives. For example, the question of how managers might
strategically exploit the potential for certain financial instruments to contribute to
contagion remains largely unexplored.

Similarly, Arthur Wilmarth argues that systemically important financial institu-
tions ‘are frequently exposed to highly correlated risk exposures during a serious fi-
nancial disruption because they followed similar high-risk business strategies (e.g.,
“herding”) during the credit boom that led to the crisis’.24 Wilmarth cites studies
showing that risk exposures of financial firms were highly correlated in the recent
and previous financial crises.25 The emphasis on the collective effect of systemic risk
also characterizes Randall Guynn’s recent article, which discusses the risk of corre-
lated failure that would remain even if large banks were broken up into smaller banks
because each ‘constellation’ of banks ‘could fail in a correlated wave’.26 Guynn advo-
cates using the OLA to recapitalize viable portions of failed institutions.27 These are
important aspects of systemic risk, to which I return below. But the key point is that
these studies consider the macro-level impact of behaviour such as herding without
addressing how these dynamics might influence individual managerial behaviour
ex ante.

Scholars have addressed other aspects of systemic risk as well. Sean Griffith has
pointed out that large derivatives dealers might engage in correlation-seeking to im-
pose excessive risk on clearinghouses.28 This is a micro-level analysis because it fo-
cusses on the specific incentives available to derivatives dealers. Indeed, the notion of
correlation-seeking was introduced by Richard Squire who showed how firms can
use contingent debt to transfer wealth from unsecured creditors to shareholders.29

Griffith makes a valuable micro-level contribution in the specific context of

22 Iman Anabtawi and Steven L Schwarcz, ‘Regulating Systemic Risk: Towards an Analytical Framework’
(2011) 86 Notre Dame L Rev 1349, 1393.

23 ibid 1402.
24 Arthur E Wilmarth, Jr., ‘The Dodd-Frank Act: A Flawed and Inadequate Response to the Too-Big-to-Fail

Problem’ (2011) 89 Or L Rev 951, 1020.
25 See ibid 1020 footnote 293 (citing studies).
26 Randall D Guynn, ‘Are Bailouts Inevitable?’ (2012) 29 Yale J Reg 121, 133.
27 See ibid 148.
28 Sean J Griffith, ‘Governing Systemic Risk: Towards a Governance Structure for Derivatives

Clearinghouses’ (2012) 61 Emory L J 1153, 1203–04 (citing Richard Squire, ‘Shareholder Opportunism
in a World of Risky Debt’ (2010) 123 Harv L Rev 1151, 1184).

29 See Squire (n 28) 1153.
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derivatives dealers and clearinghouses, but the role of micro-level incentives gener-
ated by the OLA more generally remains unaddressed.

In the economic literature, Sheri Markose, Simone Giansanteb and Ali Rais
Shaghaghi have conducted an innovative empirical study of systemic risk.30 They
model systemic risk using network analysis that measures interconnectedness among
financial firms, and apply this model to empirical data from 2007–08 to estimate the
degree of systemic risk posed by individual firms.31 They also propose a taxing
regime to internalize the social cost of excessive interconnectedness.32 While highly
valuable, this study also focusses on the macro-level, social cost consequences of
excessive interconnectedness among financial firms. They do not conduct an incen-
tive-based analysis of the strategic choices facing managers of financial firms. Other
scholars similarly focus on important aspects of systemic risk regulation in light of
its social costs rather than the micro-level decisions that may result from a given
regulatory regime.33

On the other hand, while the OLA’s effect on managerial incentives specifically
and the micro-level implications of systemic risk more broadly remain unaddressed
in the literature, scholars have also considered the OLA in-depth from a doctrinal
standpoint. This literature extensively discusses the differences between the OLA
and the Bankruptcy Code but does not consider how these differences might affect
managers’ ex ante incentives. A leading article in this regard was authored by
Douglas Baird and Edward Morrison, and presents a comprehensive comparison of
resolution of failed firms under the OLA as opposed to the Bankruptcy Code.34

Baird and Morrison describe several unique characteristics of the OLA, including the
concentration of power in the hands of the FDIC, which is markedly different from
the Bankruptcy Code’s dispersion of authority among the bankruptcy court, the
debtor-in-possession lender, and creditors’ committee35; the FDIC’s authority to ‘liq-
uidate’ a failed firm by effecting a section 363 sale and chapter 11 reorganization
rather than a true liquidation36; and the two-business day automatic stay for financial
contracts (eg derivatives).37

30 Sheri Markose, Simone Giansanteb and Ali Rais Shaghaghi, ‘‘Too Interconnected to fail’ financial network
of US CDS market: Topological fragility and systemic risk’ (2012) 83 J Econ Behav Org 627.

31 ibid 640.
32 ibid 642.
33 eg Douglas O Edwards, ‘(Systemic) Risk and Taxation’ (2011) 31 Va Tax Rev 331, 361 (presents a de-

tailed proposal for taxing systemic risk); Erik F Gerding, ‘The Subprime Crisis and the Link Between
Consumer Financial Protection and Systemic Risk’ (2009) 5 FIU L Rev 93, 96 (arguing that correlated
consumer default increases systemic risk because financial institutions hold assets derived from consumer
loans); Brent J Horton, ‘When Does a Non-Bank Financial Company Pose a “Systemic Risk”? A Proposal
for Clarifying Dodd-Frank’ (2012) 37 J Corp L 815, 828 (discussing the ambiguity in the notion of sys-
temic risk and proposing a no-action letter regime to provide ex ante certainty to non-bank financial com-
panies regarding potential liquidation under the OLA).

34 Douglas G Baird and Edward R Morrison, ‘Dodd-Frank for Bankruptcy Lawyers’ (2011) 19 Am Bankr
Inst L Rev 287.

35 ibid 287–88.
36 ibid 288–89.
37 ibid 289–90.
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Baird and Morrison conduct an exhaustive examination of the doctrinal provisions
of the OLA. For example, they describe the secrecy provisions and limited judicial
review available under Title II and justify their constitutionality.38 They examine the
detailed statutory provisions relating to creditor priorities,39 the safe harbour for
financial contracts,40 and consider whether the OLA is likely to be more effective
than the Bankruptcy Code at preventing a future financial crisis should a systemically
important institution such as Lehman Brothers fail.41 This study provides an impor-
tant comparison of the OLA to the Bankruptcy Code. Yet when discussing each of
these provisions, the authors restrain their analysis to a doctrinal discussion and
examination of the overall effectiveness of the OLA. They do not consider how the
differences they identify between the OLA and the Bankruptcy Code might affect in-
dividual incentives or why those differences are likely to lead to certain outcomes.
If Title II substantially diverges from the Bankruptcy Code as they demonstrate,
these differences may affect ex ante behaviour.

(b) Types of systemic risk and the OLA
Systemic risk is best defined as the likelihood of correlated failure.42 A firm contrib-
utes to systemic risk to the extent that its failure increases the likelihood of the failure
of other firms, thereby endangering the stability of the system to which the firms
belong. For example, when the failure of one auto manufacturer leads to the failure
of other auto manufacturers, this poses a risk to the stability of the auto industry as a
system.

This definition is useful because it focusses on the aggregate effect of individual
firm failure, which is precisely what characterized the recent financial crisis. Lehman
Brothers contributed to systemic risk because its failure increased the likelihood that
other investment banks might fail. This approach militates against asking whether
specific financial instruments—eg derivatives—contribute to systemic risk. They
may or may not, depending on whether the failure of the firm holding these instru-
ments would lead to the failure of other firms. Certain instruments may serve as
mechanisms that typically increase systemic risk—eg by making it cheaper for firms

38 See ibid 294–99.
39 ibid 304.
40 ibid 308.
41 ibid 313.
42 This is the definition adopted by several scholars; eg John C Coffee Jr., ‘Systemic Risk After Dodd-

Frank: Contingent Capital and the Need for Regulatory Strategies Beyond Oversight’ (2011) 111 Colum
L Rev 795, 816 (‘Financial institutions also became more subject to systemic risk because the risks they
faced became increasingly correlated…. it oversimplifies to say that Bear Stearns or Lehman was “too big
to fail,” but they were both “too interconnected to fail” and “too correlated to fail.” ’); Steven L Schwarcz,
‘Systemic Risk’ (2008) 97 Geo L J 193, 200 (‘The chain of subsequent failures can occur because banks
are closely intertwined financially…. Because of this interconnectedness, one bank’s default on an obliga-
tion to another may adversely affect that other bank’s ability to meet its obligations to yet other banks,
and ‘so on down the chain of banks and beyond.’’) (quoting George G Kaufman, ‘Bank Failures, Systemic
Risk, and Bank Regulation’ (1996) 16 CATO J 17, 20–21; André Icard, Deputy Manager, Bank for
International Settlements [BIS], ‘Risk Measurement and Systemic Risk’, Speech at the Fourth Joint
Central Bank Research Conference on Risk Management and Systemic Risk’ (8 November 2005)
<www.bis.org/speeches/sp051108.htm> accessed 8 September 2014.
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to interconnect—but systemic risk itself derives from the correlation of individual
firm failure.

This definition also emphasizes the importance of determining the ‘system’ whose
risk is heightened by correlated failure. For example, the correlated failure of movie
production facilities may simply increase the likelihood of the entertainment industry
collapsing, but it likely would have little further effect than that. The correlated
failure of large financial institutions, on the other hand, would affect not only the
financial sector but also the real economy because of the importance of financing to
every industry. Accordingly, for financial firms, the ‘system’ at risk is much broader
than the financial sector.

This implies that not every systemic risk is systematic, ie posing a danger to macro-
economic stability.43 In certain cases, systemic risk is a natural and necessary charac-
teristic of a free market. It serves to discipline firms, acting as a countervailing
incentive against the benefits of interlocking destinies. For example, the collective
failure of movie production facilities would simply provide an opportunity to pur-
chase their assets on the cheap and reenter the market, assuming demand for enter-
tainment remains the same. Indeed, this type of ‘creative destruction’ is precisely
what the bankruptcy process is designed to facilitate.44 When the ‘system’ at risk is
sufficiently isolated, systemic risk does not pose a special concern.

Of course, the financial crisis vividly demonstrated the danger of systemic-
turned-systematic risk, ie systemic risk posed to the economy as a whole from the
correlated failure of financial institutions. The OLA established by the Dodd-Frank
Act is intended to address this type of systemic risk, as the FDIC may only place
systemically important ‘financial companies’45 into receivership.46 While the OLA
addresses many deficiencies in the Chapter 11 process for firms posing a systemic
risk to the broader economy,47 some of its provisions have interesting effects—and
possibly unintended consequences—on managers of financial firms’ ex ante
incentives.

To understand the effects of the OLA on managerial incentives, it is necessary to
distinguish between different sources of systemic risk in the financial sector because
these effects vary depending on which source is implicated. In a recent paper,

43 See Richard Squire, ‘Clearinghouses as Liquidity Partitioning’ (2014) 99 Cornell Law Review 857, 878
(citing Richard Posner, The Crisis of Capitalist Democracy (2010) 251.

44 See, eg Ziad Raymond Azar, ‘Bankruptcy Policy: A Review And Critique Of Bankruptcy Statutes And
Practices In Fifty Countries Worldwide’ (2008) 16 Cardozo J Intl Comp L 279 (citing Joseph A
Schumpeter, Capitalism, Socialism, and Democracy 83 (1950)).

45 12 U.S.C. s 5381(a)(11) (emphasis added) (defining ‘financial company’ as ‘bank holding company’; a
‘non-bank financial company supervised by the Board of Governors’ of the Federal Reserve; ‘any com-
pany that is predominantly engaged in activities that the Board of Governors has determined are financial
in nature or incidental thereto’; and any subsidiary of the foregoing companies ‘that is predominantly en-
gaged in activities that the board of governors has determined are financial in nature or incidental
thereto….’).

46 See 12 U.S.C. s 5383(b); 12 U.S.C. s 5382(c)(2).
47 See generally Mark A McDermott and David M Turetsky, ‘Restructuring Large, Systematically-

Important, Financial Companies: An Analysis of the Orderly Liquidation Authority, Title II of the Dodd-
Frank Wall Street Reform and Consumer Protection Act’ (2011) 19 Am Bankr Inst L Rev 401; Douglas
G Baird and Edward R Morrison, ‘Dodd-Frank for Bankruptcy Lawyers’ (2011) 19 Am Bankr Inst L Rev
287 (discussing differences between Chapter 11 process and the orderly liquidation authority).
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Richard Squire delineates three such sources of systemic risk.48 The first is when fi-
nancial firms hold ‘sector-wide investments in overpriced assets’, in Squire’s words.49

When multiple financial firms are highly leveraged and hold toxic assets like sub-
prime mortgages—either directly or in securitized form—a downturn in this asset
class exposes all of these firms to insolvency risk at the same time. The failure of firm
A correlates with the failure of firms B and C simply because all three are exposed to
a common asset class whose decline pushes the firms into insolvency.50

The second source of systemic risk is when financial firms are counterparties to
each other in credit transactions.51 This is ‘interconnectedness’ in a strict sense,
where the failure of firm A leads to the failure of firms B and C because a major por-
tion of firms B and C’s balance sheet consisted of loans or other credit exposure to
firm A, such that now firms B and C are insolvent. An example from the recent finan-
cial crisis was AIG’s counterparty exposure to Goldman Sachs and other leading
investment banks that precipitated government intervention in September 2008.52

Both of these sources of systemic risk reflect correlated failure as a result of long-
term insolvency. Financial firms A, B, and C have liabilities that exceed the value of
their assets. The only remedy for an insolvent firm is a bankruptcy-like resolution
process that divides up the remaining assets among creditors to the extent possible.
The problem, which I will return to shortly, is that a sufficiently high level of insol-
vency-driven systemic risk—ie the correlated failure of a large number of financial
institutions—can render the ordinary bankruptcy process as well as the OLA imprac-
ticable, thus mandating government recapitalization—ie a bailout.

The third source of systemic risk, however, reflects not long-term insolvency but
rather short-term illiquidity. Squire analogizes this source of systemic risk to the clas-
sic run on the bank, where a crisis of confidence causes depositors to rush to with-
draw despite the bank’s long-term solvency.53 For non-bank financial firms, this may
occur when creditors refuse to extend short-term credit out of a lack of confidence,
possibly because they cannot distinguish between solvent and insolvent firms.54 The
need to raise immediate cash to appease this uncertainty can force financial firms
to liquidate other assets at fire sale prices, rendering a once-solvent firm insolvent

48 See Squire (n 43) 20.
49 ibid 21.
50 This is analogous to the ‘correlation-seeking’ that Richard Squire has described elsewhere. Richard

Squire, ‘Shareholder Opportunism In a World of Risky Debt’ (2010) 123 Harv L Rev 1151. In that con-
text, Squire uses the term ‘correlation-seeking’ to refer to firms issuing contingent debt that correlates
with the likelihood of the firm’s insolvency. Ibid 1157–58. Correlation-seeking enriches a firm’s share-
holders at the expense of its unsecured creditors, or the general public when a bailout occurs. Ibid 1163.
But even more troubling is that correlation-seeking can increase the likelihood that a firm will become
insolvent. See ibid 1181 (describing three ways in which correlation-seeking imposes a social cost by
making it more likely that firms will become insolvent). See also Viral V Acharya, ‘A Theory Of Systemic
Risk and Design of Prudential Bank Regulation’ (2009) 5 J Fin Stability 224 (modelling systemic risk as
‘the endogenously chosen correlation of returns on assets held by banks’).

51 See Squire (n 43) 21.
52 See Shannon D Harrington and Abigail Moses, ‘Corporate Bond Risk Rises to Record on AIG

Counterparty Concern’ Bloomberg News (16 September 2008) <http://www.bloomberg.com/apps/
news?pid¼newsarchive&sid¼a_Cds_O.VT1w> accessed 8 December 2014.

53 See Squire (n 43) 21–22.
54 ibid.
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simply because of its need for liquidity.55 Squire also points out that the causation
can run the other direction as well: forced sales can depress the price of certain assets
more generally if markets are sufficiently illiquid. 56 This leads to collateral calls and
cash shortages similar to a traditional run resulting from a spontaneous lack of
confidence.

Crucially, this third source of systemic risk does not derive from long-term insol-
vency initially (although fire sales may eventually force the firm into insolvency).
Squire notes that there would be no need for fire sales if firms could pay creditors
in assets other than cash.57 Alternatively, an emergency cash loan could prevent
insolvency entirely. Financial firms A, B, and C might face a crisis of confidence
among their short-term creditors, ie as a result of worsening macroeconomic condi-
tions, but the failure of firm A would not lead to the failure of firms B and C if firms
B and C could receive a short-term cash loan to pay short-term creditors until
market conditions stabilized.

The OLA is best suited to address the third source of systemic risk. The financing
mechanism authorized by statute permits the FDIC to provide immediate financing
to a failed financial firm placed into receivership.58 The statute establishes an orderly
liquidation fund within the Department of Treasury to purchase debt securities
issued by the FDIC to fund its financing of failed firms.59 Yet a financing regime
addresses only liquidity shortages. Title II expressly prohibits the FDIC from taking
an equity interest in failed firms.60 An extension of credit is not a remedy for true
insolvency.

The FDIC seems to understand as much. In a recent speech, FDIC Acting
Chairman Martin J Gruenberg set out the policy for resolving failed institutions un-
der the OLA.61 Chairman Gruenberg emphasized that the orderly liquidation fund
‘provides an emergency source of liquidity to allow the bridge financial company
to complete transactions that provide real value and prevent contagion effects’62

and acknowledged the ‘statutory mandate confining its use to liquidity support’.63

A leading law firm concluded that the FDIC policy assumes that ‘[t]he proximate
cause of distress will be liquidity pressure, rather than a capital deficiency.”64

Moreover, the firm emphasized, the FDIC is making “a further assumption that an
institution in an OLA receivership will be solvent pursuant to regulatory capital
rules’.65

55 ibid.
56 ibid.
57 ibid.
58 See 12 U.S.C. s 5384(d).
59 See ibid. S 5390(n)(5).
60 12 U.S.C. s 5386(6) (‘In taking action under this subchapter, the Corporation shall…not take an equity

interest in or become a shareholder of any covered financial company or any covered subsidiary’).
61 See Remarks by Gruenberg (n 1).
62 ibid.
63 ibid.
64 Morrison Foerster, ‘Orderly Liquidation Authority: FDIC Announces Its Strategy’ (May 2012) 2

<http://www.mofo.com/files/Uploads/Images/120516-Orderly-Liquidation-Authority-FDIC-Announces-
Its-Strategy.pdf> accessed 8 December 2014.

65 ibid. Interestingly, the FDIC anticipates placing only the holding company of a systemically important
financial firm into receivership and plans to transfer its subsidiaries to a bridge financial company. See
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More precisely, the FDIC assumes that the firm’s operating subsidiaries will be
solvent. The FDIC plans to convert a failed parent holding company’s debt to equity
claims in a bridge holding company.66 For this equity to have value—and therefore
prevent a cascading chain of long-term insolvency among the firm’s counterparties—
its assets, ie stock in its operating subsidiaries, must have value. Regardless of a firm’s
capital structure, the OLA’s inability to recapitalize a firm with external funds means
that there must be capital somewhere—either in the parent holding company or its
operating subsidiaries—to ensure that the conversion of debt to equity does not lead
to a cascading chain of asset-based insolvency among a systemically important firm’s
creditors or creditors of other firms holding the same assets.67

Indeed, in light of Chairman Gruenberg’s comments, the term ‘Orderly
Liquidation Authority’ is somewhat of a misnomer. This title suggests that the pur-
pose of the OLA is to liquidate a failed firm, ie by selling its assets and distributing
the proceeds to creditors in a manner akin to proceedings under Chapter 7 of the
Bankruptcy Code. But as Morrison Foerster points out, ‘[i]n substance, the FDIC
approach may not be a liquidation at all: the institution will neither be wound down
nor sold, although its creditors and shareholders will be affected significantly’.68 The
FDIC plans to swiftly reorganize, not liquidate, a failed firm—analogous to a rapid
Chapter 11 rather than a Chapter 7 proceeding. The FDIC acts as an emergency
debtor-in-possession lender while the firm’s liabilities are restructured—specifically,
through transferring assets to a bridge company and converting prior unsecured debt
to equity in the bridge company.69 Such a restructuring approach assumes that a
failed firm remains fundamentally solvent either at the level of the parent holding
company or the operating subsidiaries that give rise to the firm’s systemic
importance.70

Remarks by Gruenberg (n 1). Title II empowers the FDIC to create a bridge financial company to hold
assets of the failed firm until the resolution process is complete. See 12 U.S.C. s 5390(h). A bridge finan-
cial company may operate for up to 5 years. See 12 U.S.C. s 5390(h)(12).

As discussed further, Morrison Foerster concluded that ‘[i]n substance, the FDIC approach may not
be a liquidation at all: the institution will neither be wound down nor sold, although its creditors and
shareholders will be affected significantly’. Morrison Foerster (n 64) 5. In addition to the assumption that
the OLA would primarily remedy liquidity shortfalls, Morrison Foerster also pointed out a series of unre-
solved questions, including (1) how the FDIC will deal with liquidity issues in the subsidiaries, (2)
whether the FDIC will wind down subsidiaries, and (3) whether the FDIC will place subsidiaries in bank-
ruptcy. ibid 4–5. Winding down or placing subsidiaries into bankruptcy is likely to lead to the same li-
quidity concerns that prompted the resolution. ibid. While a bridge company permits rearranging
creditor and shareholder rights, liquidity challenges in operating subsidiaries can only be addressed
through external financing. The more fundamental point for this analysis, however, is that the OLA is
well suited to address illiquidity but not insolvency, as Morrison Foerster’s analysis implies.

66 See Remarks by Gruenberg (n 1).
67 See in Subsection 3.B.3 for a detailed discussion of possible intra-firm capital structures.
68 ibid 5.
69 See Morrison Foerster (n 64) 4.
70 The FDIC assumes that firms placed into the OLA will likely be parent holding companies whose pri-

mary assets consist of stock in operating subsidiaries. As Morrison Foerster points out, the FDIC did not
explain how it would resolve an operating subsidiary that gives rise to the liquidity crisis outside of the
OLA, as favouring senior unsecured creditors of the holding company over those of a failed operating
subsidiary could impair liquidity. See Morrison Foerster (n 64) 4. For a detailed discussion of intra-firm
dynamics, see discussion in Subsection 3.B.3.
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Moreover, the FDIC’s position—while not entirely consistent with its historical
justification for the OLA71—makes sense in light of the systemic risk taxonomy dis-
cussed previously. While in theory the OLA could be employed to truly liquidate a
failed firm by selling its assets, such a sale would likely occur under distressed condi-
tions and exacerbate the first and second types of systemic risk that were discussed
previously. By liquidating a failed firm’s assets at distressed prices, the FDIC would
inevitably contribute to additional insolvency among similarly situated financial firms.
The OLA could prevent such a cycle of insolvency-driven failure only through a gov-
ernment infusion of capital that would prevent distressed asset sales from taking
place. By conveying a message that a firm’s assets are worth more than their current
market price, a government recapitalization of a failed firm would indeed prevent cy-
cles of insolvency-driven failure. But the Dodd-Frank Act expressly prohibits the gov-
ernment from taking an equity stake in a failed firm.72 Accordingly, the OLA’s
usefulness is limited to preventing illiquidity-driven systemic risk, as the FDIC’s
policy recognizes.

This is no surprise in light of the history of the OLA. The OLA was developed
in response to a popular backlash against ‘bailouts’, ie government recapitalization
of failed firms. Specifically, the public opposition to the TARP was dramatic and
intense, which forced policymakers to develop a resolution regime that would pro-
hibit ‘saving’ a firm’s creditors through an equity infusion of capital.73 But while the
OLA’s ability to end bailouts has been hotly contested,74 relatively little attention has
been paid to its incapacity to address insolvency-driven systemic risk.75 Indeed,

71 See Chairman, Sheila C Bair, ‘Establishing a Framework for Systemic Regulation’, Statement before the
Committee on Banking, Housing and Urban Affairs, U.S. Senate (23 July 2009) <http://www.fdic.gov/
news/news/speeches/archives/2009/spjuly2309.html> accessed 9 December 2014 (‘[W]e need to
develop a resolution regime that provides for the orderly wind-down of large, systemically important
financial firms….’) (emphasis added).

72 12 U.S.C. s 5386(6) (‘In taking action under this subchapter, the Corporation shall…not take an equity
interest in or become a shareholder of any covered financial company or any covered subsidiary’.).

73 See generally Lissa Lamkin Broome, ‘The Dodd-Frank Act: TARP Bailout Backlash and Too Big To Fail’
(2011) 15 N C Bank Inst 69 (describing the backlash against the Troubled Asset Relief Programme and
the development of the orderly liquidation authority in response).

74 See, eg Stephen J Lubben, ‘Resolution, Orderly and Otherwise: B of A in OLA’ (2013) 81 U Cin L Rev
485 (arguing that the OLA cannot truly prevent a bailout of a large, systemically important financial insti-
tution); see also Subsection 3.B (discussing firms’ strategic incentives to compel a bailout).

75 Some commentators have suggested that the FDIC could recapitalize a failed holding company by isolat-
ing its viable subsidiaries, a type of ‘recapitalization within resolution’. Eg Randall D Guynn, ‘Are
Bailouts Inevitable?’ (2012) 29 Yale J Reg 121, 146. This does seem to be the approach the FDIC envi-
sions taking. See remarks by Gruenberg (n 1) (‘This will allow subsidiaries that are equity solvent and
contribute to the franchise value of the firm to remain open and avoid the disruption that would likely ac-
company their closings.’). However, this simply glosses over the real problem. As Morrison Foerster cor-
rectly points out, the insolvency-derived systemic risk—eg correlated failure due to falling asset prices—
likely lies in specific operating subsidiaries. See Morrison Foerster (n 64) 4 (‘The FDIC could retain
particular subsidiaries in the receivership. These businesses are likely to be the source of the loss of liquid-
ity, however, and placing these entities in the receivership is likely to aggravate rather than mitigate liquid-
ity concerns—a result contrary to the FDIC’s goal of orderly resolution.’). The FDIC has no credible
plan for dealing with the consequences of mass correlated failure among operating subsidiaries. It appears
to be simply assuming that systemic risk derives from the complexity inherent in failure of the holding
company rather than insolvency-driven correlated failure among operating subsidiaries of multiple firms.
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somewhat perplexingly, many refer to the OLA as an ‘insolvency regime’.76 As the
next section discusses, the OLA’s limitation to illiquidity-based systemic risk has
profound implications for managerial incentives.

3 . T H E E F F E C T O F T H E O L A O N M A N A G E R I A L I N C E N T I V E S
In this section, I discuss the effect of the OLA on micro-level managerial incentives.
The analysis of managerial incentives under the OLA can be broken down into two
components. First, certain aspects of the OLA make managers worse off than under
the alternative, ie the Bankruptcy Code. This gives managers reason to take measures
to avoid resolution under the OLA provided the cost of these measures remains less
than their benefit.77 Second, managers can take strategic measures to avoid resolu-
tion under the Bankruptcy Code. Specifically, they can exploit the OLA’s inability to
resolve insolvency-driven systemic risk to force Congress to bail out all of the firms
having a correlated risk of failure.

(a) Bankruptcy or orderly liquidation. . .or bailout?
Shareholders of failed firms are likely to be indifferent as to whether a firm under-
goes orderly liquidation or bankruptcy proceedings. Under either regime, equity
shareholders’ claims have the lowest priority and would very likely be wiped out.78

Managers, however, have a strong incentive to avoid receivership under the OLA
and cause the firm to undergo an ordinary bankruptcy proceeding upon failure.

The most obvious reason is that the FDIC has already announced that it will ter-
minate existing management upon subjecting the firm to receivership.79 This is
in sharp contrast to Chapter 11, which permits management to retain control of
the failed firm while going through the reorganization process as a debtor in posses-
sion.80 The heightened prospect of losing one’s job and being castigated as responsi-
ble for the failure of a financial institution would encourage management to avoid
entering the OLA.

76 eg Hollace T Cohen, ‘Orderly Liquidation Authority: A New Insolvency Regime to Address Systemic
Risk’ (2011) 45 U Rich L Rev 1143.

77 As discussed further, this may lead to agency costs: management may engage in OLA-avoidance mea-
sures even if their cost exceeds the benefit to the firm (ie the marginal benefits to resolution under the
Bankruptcy Code). This might occur if management obtains the benefits of OLA avoidance (eg recoup-
ment) but do not entirely share in the cost of OLA avoidance, eg the long-term impact on the firm’s fu-
ture profitability.

78 See remarks by Gruenberg (n 1) (‘In all likelihood the firm’s equity holders will be wiped out and their
claims will likely have little or no value.’). Interestingly, Morrison Foerster suggests that firms might un-
dergo orderly liquidation even if they are merely illiquid but not insolvent, such that equity shareholders
might still receive something at the end of the day. Morrison Foerster (n 64) 4 footnote 10 (‘If, as the
FDIC appears to assume, the institution will be solvent when placed into the OLA, then there should be
some value—common stock in the bridge company—for the shareholders of the institution after the
unsecured creditors have been recompensed.’). This would be the case, however, whether the firm en-
tered Chapter 11 or the OLA, unless the Chapter 11 process would negatively impact the value of the
firm’s assets compared to orderly liquidation. The presence of equity therefore would not affect manage-
rial incentives between the two regimes.

79 See remarks by Gruenberg (n 1) (‘Initially, the FDIC, as receiver, will own the bridge company and will
immediately appoint a temporary new board of directors and CEO from the private sector to run the
bridge under the FDIC’s oversight during the first step of the process.’).

80 See, eg 11 U.S.C. s 1107 (defining the rights, powers and duties of a debtor in possession).
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However, there is an additional, greater financial incentive to avoid the OLA. As I
have discussed elsewhere,81 the OLA statute and FDIC rules institute a compensa-
tion clawback regime known as ‘recoupment’ that goes far beyond state-law gross
negligence actions that ordinarily would be available in a bankruptcy proceeding.82

Under recoupment, senior executives or directors of failed firms may lose 2 years of
pay simply for having held management authority at the time of the firm’s failure.83

The substantive standard of liability imposed by the FDIC rules is that of ordinary
negligence—senior executives and directors are not protected by state-law business
judgment rules.84

Moreover, the FDIC rules on recoupment impose a conclusive presumption of
causation, which prevents management from demonstrating that any allegedly care-
less conduct was not causally linked to the firm’s failure.85 This renders recoupment
a virtual certainty for firms entering the OLA, as the FDIC could likely find that a
manager was careless in some way, particularly under the relatively low standard
of care of ordinary negligence.86 On the other hand, in a bankruptcy proceeding,
managers may only be sued (eg by a non-debtor-in-possession trustee) under state
corporate law, where causation must be proven and managers enjoy the protection
of business judgment rules because federal law does not establish any independent
cause of action. Accordingly, managers have a very strong incentive to enter bank-
ruptcy proceedings instead of the OLA if they wish to retain 2 years of pay.

However, the OLA and bankruptcy are not the only potential outcomes that man-
agers might seek to bring about. There is a third possibility: a government infusion
of capital, notwithstanding the statutory prohibition on bailouts in the OLA. Under
existing law, this would likely be impossible.87 But there is nothing to stop Congress
from enacting a bailout by passing legislation, just as with the TARP instituted
by the Emergency Economic Stabilization Act of 2008.88 The probability of such a

81 Joshua Mitts, ‘Comment, Recoupment Under Dodd-Frank: Punishing Financial Executives and
Perpetuating ‘Too Big to Fail’’ (2012) 122 Yale L J 507.

82 See 12 U.S.C. s 5390(s)(1); 12 C.F.R. s 380.7(b)(1)(i).
83 For an extended discussion, see Mitts (n 81) 510.
84 Certain Orderly Liquidation Authority Provisions under Title II of the Dodd-Frank Wall Street Reform

and Consumer Protection Act, 76 Fed. Reg. 41,626, 41,631 (15 July 2011) (‘State “business judgment
rules” and “insulating statutes” will not shift the burden of proof to the FDIC or increase the standard of
care under which the FDIC as receiver may recoup compensation.’).

85 See Mitts (n 81) 510 (discussing the conclusive presumption of causation found in the language of the
FDIC rules).

86 ibid.
87 In addition to the prohibition on taking an equity stake in failed firms, see 12 U.S.C. s 5386(6), the

Dodd-Frank Act ended the Federal Reserve’s recapitalization powers under s 13(3) of the Federal
Reserve Act and specifically prohibited recapitalization of individual firms. See 12 U.S.C. s 343(A) (limit-
ing emergency lending to a ‘program or facility with broad-based eligibility’); 12 U.S.C. s 343(B)(iii) (‘A
program or facility that is structured to remove assets from the balance sheet of a single and specific com-
pany, or that is established for the purpose of assisting a single and specific company avoid bankruptcy,
resolution under title II of the Dodd-Frank Wall Street Reform and Consumer Protection Act, or any
other Federal or State insolvency proceeding, shall not be considered a program or facility with broad-
based eligibility.’).

88 Emergency Economic Stabilization Act of 2008, Pub. L. 110–343, 122 Stat. 3765, codified at 12 U.S.C. s
5201.
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statutory bailout might be low in light of the populist backlash to TARP, but it is
certainly non-zero.

This is not a new idea: several commentators have suggested that the simulta-
neous failure of multiple firms—‘too many to fail’—would likely overwhelm the
FDIC’s resources.89 This is precisely what is implied by the analysis supra that the
OLA is well-suited to address illiquidity but not insolvency-derived systemic risk.
Upon the correlated failure of a sufficiently large number of financial institutions
for insolvency reasons—eg because they hold assets which decline in value or are
counterparties to each other—Congress would have no choice but to step in and
recapitalize the entire group of firms. More importantly, the non-zero probability of
such an outcome would affect managerial incentives, however unlikely it might be.

A bailout likely would be a better outcome for management than the OLA. This is
uncertain, of course. Congress may attach punitive conditions to receiving a
government infusion of capital akin to recoupment. But a bailout would only occur
under near-cataclysmic conditions, where policymakers are facing a chain reaction of
failure that threatens to plunge the global economy into the abyss. In these circum-
stances, it is highly likely that the government will seek to retain existing management
at the failing firms. Few individuals are capable of running such large, complex financial
institutions, and when many firms are failing simultaneously, there will be few other in-
dividuals available with sufficient skills and expertise to take over. Moreover, existing
management’s expertise and knowledge will be essential to stabilize the failing firms
quickly and successfully. Under such chaotic conditions, the mere threat that managers
of financial institutions might ‘walk away’ if subjected to punitive measures in a statu-
tory bailout likely would be sufficient to deter such a risky move by Congress.

This is not merely a hypothetical exercise. Throughout the darkest days of the
financial crisis in 2008, government officials worked with existing management in the
financial sector to stabilize the rapidly deteriorating global economy. Treasury
Secretary Henry Paulson fought to weaken restrictions on executive compensation
of firms receiving government capital in the September 2008 bailout.90 Moreover,
the Obama Administration discouraged efforts to retroactively tax the AIG bonuses,
in part to preserve working relationships with ‘executives of troubled companies’.91

It was clear throughout the crisis that en masse replacement of the management of
failed firms was never on the table, much less retroactive deprival of compensation.92

Accordingly, between the OLA and a bailout, managers would prefer the latter.

89 eg Stephen J Lubben, ‘The Limits to Liquidation Authority’ N Y Times Dealbook (12 October 2012)
<http://dealbook.nytimes.com/2012/10/12/the-limits-to-liquidation-authority/>; ‘Choosing the Road
to Prosperity: Why We Must End Too Big To Fail—Now – 2011 Annual Report’ (2011) Fed Reserve
Bank of Dallas 19 <http://www.dallasfed.org/assets/documents/fed/annual/2011/ar11.pdf> accessed 8
December 2014 (footnote omitted). The Federal Reserve Bank of Dallas has emphasized precisely this
possibility to argue that the OLA has not ended ‘too big to fail’. ibid.

90 See, eg John Brinsley and Rebecca Christie, ‘Paulson Agrees to Address Executive Pay After Outcry’
Bloomberg News (24 September 2008) <http://www.bloomberg.com/apps/news?pid¼newsarchive&
sid¼aVcpx.SH9JCU&refer¼home> accessed 8 December 2014.

91 ‘Obama Tries To Temper Furor Over AIG Bonuses’ USA Today (24 March 2009) <http://usatoday30.
usatoday.com/news/washington/2009-03-24-obama-aig_N.htm> accessed 8 December 2014.

92 One notable exception was the ouster of AIG CEO Robert Willumstad by Treasury Secretary Hank
Paulson upon bailing out AIG. But no other AIG executives were compelled to leave their positions, and
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(b) The probability of receivership under the OLA: a continuum
of systemic risk and strategic movement along the spectrum

Of course, the likelihood of entering the OLA, bankruptcy, or receiving a govern-
ment bailout is not identical for every firm. The FDIC may only place a firm into
OLA receivership if the ‘failure of the financial company and its resolution under
otherwise applicable Federal or State law would have serious adverse effects on finan-
cial stability in the United States’.93 This reflects a high degree of systemic risk—cor-
related failure—as discussed in the previous section. In other words, a firm must
reach a ‘minimum level’ of interconnecting its failure with the failure of other firms
for receivership under the OLA to even be a possibility. Otherwise, ordinary bank-
ruptcy remains the default option. And as explained previously, a bailout would only
occur at a very high level of correlated failure.

The ex ante probability of a financial firm entering each of these three states
can thus be envisioned as a continuum of systemic risk, ie likelihood of correlated
failure (Figure 1).94

The left extreme consists of firms with a near-nonexistent level of correlated fail-
ure, such as a hedge fund following an idiosyncratic investment strategy not pursued
by any other firm. The failure of such a firm can easily be resolved through the ordi-
nary bankruptcy process. Other firms might pose a somewhat higher level of sys-
temic risk, eg by having significant holdings in assets also held by other firms. Their
failure might slightly endanger the sector but not sufficiently to trigger the OLA
upon failure. The third group consists of those firms—presently unknown—who
have a high degree of correlated failure with other firms in the sector such that
the OLA would be triggered and function effectively. Finally, the group on the far
right consists of firms that pose such a high level of systemic risk that a government
bailout is the only option.

Where and how to move across the spectrum?
This continuum highlights the two dimensions in which the OLA affects managerial
incentives. One dimension is where firms might move across the spectrum. As the
OLA is worse for management than either bankruptcy or bailout, managers have a

Willumstad was not forced to return any compensation he had received. He did, however, voluntarily
forgo a US $22 million golden parachute that he was contractually entitled to. See Monica Langley, Liam
Pleven and Dennis K Berman, ‘AIG Holders Seek Alternative to U.S. Plan’, Wall Street Journal
(22 September 2008) <http://online.wsj.com/article/SB122204202797461249.html> accessed 8
December 2014.

93 12 U.S.C. s 5383(b)(2).

Figure 1. Systemic risk continuum.

94 See generally Lubben (n 73) (discussing Bank of America’s hypothetical resolution under the OLA).
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strong incentive to avoid ‘the canyon’, ie being in the third group. Managers of firms
in the second group who believe they are approaching ‘the canyon’ thus face a choice
between reducing correlated failure—to shift towards the left extreme—or increasing
correlated failure sufficiently to ‘jump the canyon’ and land in the fourth group.
Similarly, managers of firms presently in the third group will choose between
decreasing or increasing their contribution to systemic risk to ‘climb out of the can-
yon’ into the second or fourth groups, respectively. Finally, managers of firms in the
fourth group will likely take considerable measures to remain at the highest possible
levels of correlated failure to ensure they do not ‘fall into the canyon’, ie join the
third group.

When choosing where to move across the continuum, managers are facing sub-
stantial uncertainty. There are no published guidelines regarding when a firm poses
sufficient systemic risk to be subject to OLA receivership.95 Managers cannot peti-
tion the FDIC for an ex ante determination of whether the firm’s failure would lead
to OLA receivership or bankruptcy.96 The effect of the OLA on managerial incen-
tives depends on how managers ex ante perceive the location of their firm along
the spectrum, not whether the FDIC would in fact, ex post, agree with that
determination.

In other words, the decision where to move across the spectrum is ultimately a
subjective, probabilistic determination by managers, who might rationally compound
the likelihood of OLA recoupment by the uncertainty inherent in such an opaque
decision by the FDIC.97 This is why ‘the canyon’ is an apt metaphor: a manager
might take even more efforts to avoid ‘falling into’ the third group simply because
he or she cannot easily evaluate the ex ante likelihood of the OLA, bankruptcy, or
bailout outcomes.

This demonstrates why it is essential to consider managerial incentives even if the
FDIC infrequently utilizes the OLA ex post. As the ‘???’ label suggests, it is unclear
which firms are in ‘the canyon’ or even if there are any firms in this third group.
But unless managers can rationally conclude ex ante that the FDIC will never use the
OLA—a tenuous proposition in light of the agency’s express policy statements to
the contrary—the possibility of falling into the canyon is sufficient to affect manage-
rial behaviour, even if managers assume that their firm is presently in the second or
fourth group.

The second dimension in which the OLA affects managerial incentives is how
managers may move rightward across the spectrum from the third to the fourth
group. Managers may decrease the likelihood of falling into ‘the canyon’ through two
types of actions. The remainder of this subsection discusses one of these two ways,

95 Moreover, designation by the Financial Stability Oversight Council is entirely independent of the FDIC’s
decision to subject a firm to OLA receivership. See 12 U.S.C.A. s 5383(b)(1) (2012) (lacking any refer-
ence to the ex ante designation of a non-bank financial institution as systemically important under 12
U.S.C.A. s 5330(a)); see also Mitts (n 81) 518 (discussing these independent determinations).

96 Interestingly, one author has proposed a ‘no action’ letter process by which firms could request clarifica-
tion of their status from the FDIC. Brent J Horton, ‘When Does a Non-Bank Financial Company Pose a
“Systemic Risk”? A Proposal for Clarifying Dodd-Frank’ (2012) 37 J Corp L 815, 828.

97 The decision to subject a firm to the OLA is highly subjective. The statute mentions 15 different factors
and is largely insulated from judicial review. See 12 U.S.C.A. s 5383(a)(1)-(2), 5383(b)(2); see also
Mitts (n 81) 518 footnote 51.
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which is for managers to engage in strategic behaviour, positioning the firm relative
to its counterparts so as to reduce the likelihood of the FDIC successfully placing
the firm into OLA receivership.

Managers can engage in strategic behaviour because placing firms into OLA
receivership is by nature a sequential process. The timeline of FDIC intervention is
critically important. Assume, for example, that firms A, B, and C have tightly inter-
locked their probability of failure, such that managers of all three firms rationally esti-
mate that the firms are located on the far right end of the systemic risk continuum,
ie in the fourth group. (This example assumes that firms A, B, and C constitute a suf-
ficiently large segment of the financial sector such that the failure of all three would
indeed have a devastating impact on the real economy.)

The essential strategic calculation is that even if the insolvency-driven failure of all
three firms would indeed compel a government bailout in this scenario, firms A, B,
and C would not necessarily fail simultaneously. It is far more likely that one of the
firms would fail first. In all likelihood, the devastation that would be wrought on the
real economy from the failure of all three firms would not come about when only
the first firm failed.98 The extreme right end of the spectrum exists only for those
firms that are not ‘the first domino to fall’.

Moreover, the ‘first domino’ need not be only one firm. The FDIC may be able
to successfully liquidate two, three, or some greater number of firms before reaching
the point in time where a bailout is necessary. More precisely, every manager faces
uncertainty where some unknown number k of firms could successfully fail before a
bailout would be necessary to prevent what policymakers consider an unacceptable
level of damage to the real economy. Each of these managers, therefore, wishes to
ensure that his or her firm is at least the kþ 1th firm to fail. This can be visualized by
the timeline depicted in Figure 2.

As this illustration suggests, firms that fail prior to the k-th firm—eg firms A and
B—are actually in ‘the canyon’ simply because of the relative sequential order of
their failure. Even if their failure is tightly interlocked with the failure of other firms
such that they could compel a government bailout, they would fall prey to the OLA
simply because they were liquidated first, before this critical level k was reached.

In the recent financial crisis, a classic example that vividly demonstrated the risk
of being the ‘first domino to fall’ was Lehman Brothers. In retrospect, Lehman
Brothers clearly was on the far right end of the systemic risk spectrum because its
bankruptcy filing on 15 September 2008 led to market chaos and a subsequent
recognition among government officials that immediate intervention for AIG was

CBA

kth1st 2nd

D

OLAOOOLLLAAA Bailout

k+1th k+2nd

Figure 2. Timeline of failure among firms posing high systemic risk.

98 Again, failure in this context means long-term insolvency, ie liabilities that exceed the value of a firm’s
assets such that no amount of liquidity can keep the firm afloat. ‘Failure’ due to temporary illiquidity can
be remedied through FDIC intervention under the OLA, regardless of the number of firms implicated.
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necessary to prevent a global economic meltdown.99 Yet Lehman was permitted to
fail, while other investment banks such as Goldman Sachs and JPMorgan Chase
received a government bailout.100 This occurred because government officials be-
lieved that the failure of Lehman would be manageable—ie they did not realize that
Lehman was actually in group four rather than group three.101

This example demonstrates another source of uncertainty in managers’ strategic
attempts to move along the systemic risk spectrum. While these decisions are a func-
tion of managers’ subjective estimation of where their firm is located on the spec-
trum, a firm’s classification among groups two, three, and four is a function of the
government’s subjective evaluation of the firm’s level of systemic risk. In other words,
managers must estimate what the government estimates regarding a firm’s level of
correlated failure.

This suggests that the focus of managers’ strategic behaviour will be to signal
to policymakers that the firm poses the level of systemic risk that corresponds to the
desired category in which management wishes to be, ie the second or fourth group.
While at times this signalling may take the simple form of ‘proving’ interconnected-
ness (or the lack thereof) to the government, at other times managers might seek to
deliberately exploit a mismatch between the government’s subjective estimate of its
level of systemic risk and the actual state of affairs.

Such deception might be brought about by downplaying or exaggerating the type
of assets or counterparty exposure that a firm has taken on if it wishes to be classified
into the second or fourth groups, respectively. Of course, the government might
anticipate this puffery, introducing further uncertainty into the strategic equation.
For example, managers might expect the government to anticipate firms’ downplay-
ing their systemic risk to avoid the negative aspects of the OLA. Under such a view,
the government might compensate for this deception by more readily placing firms
in the OLA. In expectation of such a move, managers might rationally ‘rush to jump
the canyon’ by increasing their firms’ contribution to systemic risk so as to increase
the likelihood of a bailout outcome rather than the OLA.

99 See Carrick Mollenkamp and others, ‘Lehman’s Demise Triggered Cash Crunch Around Globe’ Wall
Street Journal (29 September 2008) <http://online.wsj.com/article/SB122266132599384845.html>
accessed 8 December 2014 (‘Lehman’s bankruptcy filing in the early hours of Monday, Sept. 15, sparked a
chain reaction that sent credit markets into disarray. It accelerated the downward spiral of giant U.S. in-
surer American International Group Inc. and precipitated losses for everyone from Norwegian pensioners
to investors in the Reserve Primary Fund, a U.S. money-market mutual fund that was supposed to be as
safe as cash. Within days, the chaos enveloped even Wall Street pillars Goldman Sachs Group Inc. and
Morgan Stanley.’); Lawrence McDonald, ‘The Lehman Brothers Hangover: How Lehman Brothers
Triggered the AIG Bailout’ The Daily Beast (15 September 2010) <http://www.thedailybeast.com/arti-
cles/2010/09/15/meltdown-anniversary-how-lehman-brothers-triggered-the-aig-bailout.html> accessed 8
December 2014.

100 These firms received billions in capital from the Emergency Economic Stabilization Act of 2008. See Liz
Moyer, ‘What The TARP Can’t Cover’ Forbes (15 October 2008) <http://www.forbes.com/2008/10/
14/tarp-paulson-banking-biz-wall-cx_lm_1014banks.html> accessed 8 December 2014.

101 See McDonald (n 99) (‘By letting Lehman fail, they created a run on AIG…. [B]oth our Fed and
Treasury did not have anywhere near the appropriate grasp of Lehman’s counterparty risk to banks
around the world. They had an even poorer grasp of AIG’s credit default swap positions and what might
happen to them if they let Lehman fail.’).
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Returning to the timeline analysis, managers of firms who wish to compel a gov-
ernment bailout have a strong incentive to not be among the first k firms that fail.
However, managers would also likely recognize that this is a type of ‘tragedy of the
commons’. If every manager acted in his or her self-interest and sought to be behind
another firm, one would indeed nonetheless be first. Rather than competing to be
last, managers might take a more cooperative approach. Managers of firms in the
fourth group might attempt to sufficiently ‘bunch up together’, ie take actions to
signal to policymakers that they will fail indeed simultaneously. The ideal timeline
for managers thus looks like this: (Figure 3).

The absence of a ‘first domino’ means that the government will have no choice
but to bail out all of the affected firms at once. This is precisely what occurred in the
recent financial crisis immediately following the collapse of Lehman Brothers:
Goldman Sachs, JPMorgan, and other investment banks were recapitalized simulta-
neously because it was difficult to distinguish who could not fail without plunging
the global economy into chaos from those who could.102

Because managers benefit when the government cannot identify a ‘first domino’
in the fourth group in the systemic risk continuum (ie that it could treat as if it were
in the third group), they are likely to attempt to signal this status to policymakers.
One way is to convey an extensive yet opaque impression of the firm’s level of sys-
temic risk. If the government believes that a firm’s failure is highly likely to lead to a
chaotic wave of correlated failure but cannot identify precisely the extent of such fail-
ure, it would be difficult to rank firms and identify which could be liquidated first, ie
before engaging in a bailout.

Certain financial instruments may contribute to this opacity. For example, over-
the-counter credit default swaps and collateralized debt obligations were widely
blamed for spreading risk among financial firms so extensively and opaquely that it
was exceedingly difficult to isolate a single large investment bank whose failure could
be tolerated.103 One implication of the strategic considerations discussed in
this subsection is that managers might utilize financial instruments such as over-
the-counter credit default swaps to generate an air of beneficial ambiguity surround-
ing which firm could be the ‘first domino’ to fall without bringing about an economic
meltdown. Indeed, selling credit default swaps linked to other systemically important

A/B/C/D

Bailout

Figure 3. The ideal timeline for firms posing high systemic risk.

102 See, eg Joe Weisenthal, ‘Documents Reveal How Paulson Forced Banks To Take TARP Cash’ Business
Insider (13 May 2009) <http://articles.businessinsider.com/2009-05-13/wall_street/29994241_1_
scribd-bank-documents> accessed 8 December 2014 (displaying documents showing that Treasury
Secretary Paulson forced ‘healthy’ as well as troubled banks to take TARP funds).

103 See generally, eg Financial Crisis Inquiry Commission, The Financial Crisis Inquiry Report: Final
Report of the National Commission on the Causes of the Financial and Economic Crisis in the United
States 49–51, 127–155 (2011) (discussing the role of credit default swaps and collateralized debt obliga-
tions in the financial crisis).
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financial institutions would seem to be the perfect way not to be the ‘first domino’ to
fall, because liability would only be triggered after the reference entity defaults.

Indeed, clearing would not prevent the systemic risk implications of correlated
failure because swap sellers would suffer losses upon default of the reference entity
either way. But clearing might clarify the risk of interconnectedness for prudential
regulators. However, while the Dodd-Frank Act instituted mandatory clearing for
designated swaps,104 two of the statutory factors the CFTC and SEC must consider
for such designation are ‘[t]he existence of significant outstanding notional expo-
sures, trading liquidity, and adequate pricing data’ and ‘[t]he availability of rule
framework, capacity, operational expertise and resources, and credit support infra-
structure to clear the contract on terms that are consistent with the material terms
and trading conventions on which the contract is then traded’.105 Over-the-counter
credit default swaps that are sufficiently illiquid and lacking a market price, or which
would otherwise would overwhelm the infrastructure of a derivatives clearing organi-
zation, would likely remain exempt from clearing under these criteria. As one author
has noted, this is particularly likely to be the case with security-based swaps (such as
many credit default swaps) because most are ‘customized, bespoke, complex, and ex-
otic contracts that are often highly illiquid and difficult to price’.106 Accordingly, man-
agers may strategically utilize highly customized, illiquid swaps to signal to regulators
an extensive yet opaque picture of the firm’s likelihood of interconnected failure.

Insolvency v illiquidity and the OLA
The discussion in the preceding subsection focussed on the strategic timing measures
managers might employ to ensure that their firms do not fall ‘into the canyon’. But
these measures would be effective even in the absence of the OLA, ie if bankruptcy
were the only alternative to a bailout. The OLA, however, provides its own set
of strategic choices because of its different implications for insolvency as opposed to
illiquidity-driven failure. This, then, is the second way in which managers may move
rightward across the spectrum: they may shape a firm’s capital structure so as to ren-
der the specific provisions of the OLA ineffective, thus forcing a bailout. In this
subsection, I discuss the OLA’s incapacity to address insolvency-driven systemic risk
as if the firm subject to FDIC receivership consisted solely of a single operating en-
tity with no subsidiaries. In the next subsection, I discuss alternative capital structures
including the scenario envisioned by the FDIC, ie where the failed firm consists
solely of a parent holding company with operating subsidiaries that may or may not
give rise to the firm’s systemic importance.

104 See 7 U.S.C. s 2(h)(1)(A); 15 U.S.C. s 78c-3(a)(1) (imposing a mandatory clearing requirement for
swaps and security-based swaps if the swap or security-based swap is ‘required to be cleared’ under the
respective statutes).

105 7 U.S.C. s 2(h)(1)(D)(ii) (swaps); 15 U.S.C. s 78c-3(b)(4)(B)(i)-(ii) (security-based swaps). The lan-
guage is identical in the two statutes. See also Process for Review of Swaps for Mandatory Clearing, 76
Fed. Reg. 44,464 (26 July 2011); Process for Submissions for Review of Security-Based Swaps for
Mandatory Clearing and Notice Filing Requirements for Clearing Agencies, 77 Fed. Reg. 41,602
(13 July 2012) (discussing regulatory implementation of mandatory clearing requirement for swaps and
security-based swaps).

106 Barry Le Vine, ‘The Derivative Market’s Black Sheep: Regulation of Non-Cleared Security- Based Swaps
Under Dodd-Frank’ (2011) 31 Nw J Intl L Bus 699, 705.
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As discussed previously, the OLA is well suited to address liquidity shortages.107

In sharp contrast to slow and cumbersome judicial bankruptcy proceedings, the OLA
permits the FDIC to immediately step in and rescue an illiquid firm. The FDIC can
supply it with short-term credit financing from the orderly liquidation fund, which is
funded through bond purchases by the Treasury and ex post assessments on the fi-
nancial industry.108

However, these measures are ineffective at addressing insolvency-driven systemic
risk where no amount of short-term financing can remedy the firm’s capital shortfall.
Accordingly, another way for managers to ensure that a firm posing a high degree of
systemic risk escapes ‘the canyon’, ie is perceived by the government to lie on the
right extreme of the systemic risk continuum, is to unequivocally signal that the
firm’s struggles derive from long-term insolvency and not short-term illiquidity.

Managers may credibly signal that a firm would face long-term insolvency rather
than short-term illiquidity upon failure by structuring the firm’s balance sheet to con-
sist of the two sources of long-term insolvency systemic risk discussed previously.109

For example, managers might deliberately acquire assets held by other financial firms
that are particularly speculative or volatile, increasing the likelihood at any point in
time that the firm would find itself insolvent under a mark-to-market valuation of these
assets. Notice this strategy consists of two conditions, corresponding to the two as-
pects of this first source of insolvency-driven systemic risk (simultaneous decline in
asset value). Managers must both acquire assets that are held by other financial firms,
thus increasing the likelihood of correlated failure, and these assets must be capable of
declining quickly in value so as to render all of these firms long-term insolvent.

However, this approach is risky, as holding speculative assets increases the abso-
lute likelihood of the firm’s failure and not only its relative likelihood of escaping the
OLA. A less risky and more effective approach is for managers to hold safer assets
similar to those held by other firms but to issue as much of its liabilities as possible
in the form of non-callable long-term debt. As non-callable debt, it could not be refi-
nanced through short-term financing, no matter how much liquidity the government
provided. Even if the FDIC could remedy a temporary inability to service such debt
through an emergency loan, this would only render the firm even more insolvent.
Such a strategy would permit managers to pursue all three goals in parallel: obtain
the highest quality assets to maximize firm value, obtain the benefits of correlated
failure,110 and increase the likelihood of a bailout rather than entering the OLA.

A second mechanism to increase the likelihood of long-term insolvency is for
managers to act as creditors for other firms in the financial sector with a similar sys-
temic risk profile. In a recent article,111 Kathryn Judge summarizes the various ways

107 See discussion in Subsection 2.B.
108 See 12 U.S.C. s 5390(n), (o) (providing for the orderly liquidation fund and assessments on financial

companies with over $50 billion in assets).
109 See discussion in Subsection 3.B.
110 There are many reasons why firms might wish to increase their contribution to systemic risk and thereby

end up in the third or fourth groups on the systemic risk continuum rather than the second group. See,
eg Maureen O’Hara and Wayne Shaw, ‘Deposit Insurance and Wealth Effects: The Value of Being “Too
Big to Fail”’ (1990) 45 J Fin 1587.

111 Kathryn Judge, ‘Interbank Discipline’ (2013) 60 UCLA L Rev 1262.
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in which banks112 act as mutual creditors when discussing a complementary aspect
of their relationship that she terms ‘interbank discipline’. Judge argues that financial
institutions naturally impose costs on each other concomitant with their risk of fail-
ure, such that excessive risk-taking is punished and the probability of a government
bailout is rewarded.113

This is a valuable insight. Yet equally interesting for understanding managerial re-
sponses to the OLA is Judge’s discussion of the ways in which financial institutions
act as mutual counterparties to each other. Judge notes that ‘a recent study reveals
that the largest complex banks often have credit exposures to other individual banks
and counterparties at levels approaching 25 percent of the bank’s regulatory capi-
tal’.114 Moreover, she explains, specific ways in which financial institutions serve as
counterparties to each other include acting ‘as a counterparty on swaps and other on-
going transactions, as a lender, as a depositor of cash in the other institution, and as
a result of other arrangements, such as pending settlements’.115

These mechanisms directly correspond to the second source of insolvency-
derived systemic risk. By increasing a financial institution’s credit exposure to other
financial institutions, managers can increase the likelihood that the insolvency of one
firm would lead to a cascading domino effect of insolvency, as firm B’s loans to firm
A decline dramatically in value when firm A defaults, and so forth. To the extent
these waves of cascading default caused by the insolvency of each firm’s direct coun-
terparties constitute a greater proportion of a firm’s assets, that firm is more likely to
receive a bailout rather than be subjected to receivership under the OLA. As Judge
notes, interbank discipline provides a mechanism for firms to reward each other for
increasing the likelihood of a bailout.116 This provides a further incentive beyond
merely managerial desire to avoid the OLA for firms (even their shareholders) to
prefer to interconnect and act as counterparties to each other.

The question remains whether there might be a timing effect to this type of cas-
cading counterpart default as well. The FDIC could conceivably step in immediately
upon the first debtor’s (ie firm A’s) default and pay off its creditor (ie firm B), halting
the chain of default. Such intervention depends on two critical assumptions, how-
ever. One is that there must be sufficient time for the FDIC to step in. Managers
thus have an incentive to cluster the timing of default so as to render mutual insol-
vency a simultaneous occurrence, as discussed generally in the previous subsection.

But another assumption is that the FDIC would indeed choose to pay firm B de-
spite firm A’s insolvency. This might be the case if firm B was a short-term creditor
of firm A, or if the FDIC could refinance the debt. But it is unclear that the FDIC
would continue to service non-callable long-term debt, again suggesting that man-
agers might prefer structuring a firm’s liabilities to consist of non-callable long-term

112 By ‘bank’, Judge is referring not only to depository institutions—which are outside the scope of the
OLA and this paper—but also bank holding companies and ‘financial institutions that would not have
been considered banks, in the traditional sense, prior to the Crisis’. See ibid 1264 footnote 1.

113 ibid 1266.
114 ibid (citing Letter from The Clearing House and others, to Jennifer J Johnson, Sec’y, Bd. of Governors

of the Fed. Reserve System app. C (27 April 2012)).
115 ibid 1276 (citing J.P. Morgan Chase & Co., 2011 Annual Report (Form 10-K) 10 (2012)).
116 ibid 1304.
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debt so as to increase the likelihood of nonpayment by the FDIC. Moreover, even if
the FDIC would prefer as a policy matter to continue servicing such long-term debt
that might induce a chain of further default, it is unclear that the agency could deter-
mine, in real time, which counterparties are sufficiently ‘critical’ in the chain of sys-
temic risk so as to warrant payment despite the firm’s insolvent condition.

Intrafirm dynamics, corporate organization and capital structure
The preceding discussion considered a failed firm subject to FDIC recoupment as a
single entity, ie a single corporation that has failed and poses a systemic risk because
of its operating activities. However, the approach articulated by the FDIC assumes a
different corporate structure, namely a parent holding company whose assets consist
primarily of stock in operating subsidiaries.117 According to Chairman Gruenberg,
the FDIC plans to ‘place into receivership only the parent holding company’ rather
than the individual subsidiaries.118 Under this assumption, there are at least two
alternative scenarios that may occur.

The first scenario is that a parent holding company is insolvent because its liabili-
ties exceed the value of its assets, ie stock in its operating subsidiaries, but some of
these subsidiaries are solvent. Their equity has some value, just not as much as it
once had. While the parent firm is long-term insolvent, these operating subsidiaries
still have valuable equity. In this case, the OLA would not be vulnerable to the weak-
ness of long-term insolvency discussed thus far. Rather, the FDIC’s approach would
function effectively in principle: by converting the parent firm’s debt into equity in
the bridge financial company, these creditors’ claims could retain significant value.
The FDIC seems to envision a scenario where only a few subsidiaries experience a
significant drop in asset value, such that these problematic subsidiaries can remain
isolated in the receivership so that the equity remaining in the bridge company
would be substantial. Indeed, this approach does not depend on every subsidiary be-
ing solvent: some subsidiaries could even be insolvent if the overall equity remaining
after those subsidiaries are isolated is sufficiently large to render equity in the bridge
company valuable.

Crucially, this solution depends on limiting the write-down suffered by creditors
of the parent company so as to prevent the chain reaction of cascading insolvency
that made the firm systemically important in the first place. This means that the
write-down should not cause the firm’s financial creditors to suffer such large losses
that it pushes them into insolvency (the second type of insolvency-driven systemic
risk), or reflect such a large a decline in a certain type of asset held by others in the
industry such that similarly situated firms would become insolvent as well (the first
type of insolvency-driven systemic risk). Accordingly, the FDIC’s approach depends
on the problematic assets being confined to subsidiaries whose equity does not com-
prise a large proportion of the parent holding company’s assets.

Indeed, in essence, the FDIC’s approach is equivalent to simply writing down the
debt of a failed single firm to restore equity. And like with a single entity, this would
only be an effective form of intervention—ie that would prevent a meltdown of the

117 See remarks by Gruenberg (n 1).
118 ibid (emphasis added).
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sector and thus not lead to a bailout—if creditors’ losses are sufficiently small so as
to limit the cascading effect of correlated failure among other, similarly situated
firms. But two necessary conditions of FDIC intervention under the OLA are that a
financial firm is systemically important, ie that the firm has a high risk of correlated
failure as discussed previously, and that ‘no viable private sector alternative is avail-
able to prevent the default of the financial company’, which would be unlikely if
the firm were only slightly insolvent.119 Accordingly, the feasibility of the FDIC’s
isolate-and-restructure approach depends on the degree to which the complex corpo-
rate structure of the financial institution renders it fundamentally different from a
single entity.120 As I will explain, this turns on the source of the systemic risk within
the corporate structure.

It appears that the FDIC assumes that the systemic risk derives from the solvent
subsidiaries whose stock constitutes the assets of the bridge company. Otherwise, the
FDIC’s approach would be impracticable. If any of the insolvent subsidiaries are the
source of the systemic risk, then the FDIC’s solution accomplishes little. The risk
of correlated failure will come to pass because the insolvent subsidiaries remain insol-
vent in the receivership. Indeed, it is unclear how the FDIC plans to resolve
insolvent subsidiaries.121 But if they are systemically important, then the analysis in
this article applies with equal force to the insolvent subsidiaries as well. Depending
on the degree of interconnectedness, the insolvent subsidiary may ‘jump the canyon’
and compel a bailout if it can demonstrate that the OLA is insufficient to address its
insolvency-driven systemic risk. Accordingly, the FDIC’s approach assumes that the
systemic risk originates in the solvent subsidiaries, such that the insolvent subsidiaries
can be safely isolated while permitting the healthy systemically important subsidiaries
to continue functioning.

However, if the systemic risk is confined to the healthy subsidiaries, in essence
there is no systemically important financial firm that is truly long-term insolvent.
The OLA could be technically utilized to facilitate a rapid transfer of the healthy
systemically important operating subsidiaries to a bridge company, and such an
approach would be effective. But this demonstrates that the FDIC’s approach is tac-
itly consistent with the analysis in this article: the OLA is only effective when the
specific firm—ie operating subsidiary—giving rise to the systemic risk is not long-
term insolvent. Otherwise, the analysis developed throughout this article would
apply to the systemically important insolvent subsidiary,122 and the role of the parent
financial firm is largely irrelevant.

119 12 U.S.C. s 5383(b)(3); see discussion in Subsection 2.B.
120 Indeed, one might argue that the FDIC plans to use the OLA to subject firms to receivership simply

due to size or complexity in order to obtain the expansive authority granted to the agency under Title
II. However, the statute mandates that the firm’s failure impose a systemic risk such that ‘the failure of
the financial company and its resolution under otherwise applicable Federal or State law would have
serious adverse effects on financial stability in the United States’. 12 U.S.C. s 5383(b)(2). It is unlikely
that the FDIC would falsely claim that this criterion has been satisfied merely to effect a speedy resolu-
tion under the statute.

121 Morrison Foerster pointed out that the FDIC has not specified how it would wind down insolvent
subsidiaries. See Morrison Foerster (n 21) 4–5.

122 See 12 U.S.C. s 5390(a)(1)(E) (permitting the FDIC to appoint itself as receiver for a domestic subsidi-
ary of a covered financial company).
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The FDIC’s approach leads to two interesting implications. First, in anticipation
of the OLA’s inability to resolve systemically important subsidiaries, managers might
shift much of the debt from parent holding companies to operating subsidiaries that
are likely to be systemically important. These subsidiaries might hold assets that are
held by similarly situated firms, thereby giving rise to systemic risk under the first
type of systemic risk. Alternatively, these subsidiaries might be counterparties to
similarly situated firms, thereby increasing the risk of correlated failure due to direct
interconnectedness—the second type of systemic risk.

Either way, the key implication of the analysis in this subsection is that managers
are likely to saddle these systemically important subsidiaries with as much of the
institution’s overall debt as possible, rather than leaving it at the holding company
level or belonging to another subsidiary. Managers could accomplish substantively
the same result by utilizing intra-firm guarantees, such that a systemically important
subsidiary guarantees the parent’s or other subsidiaries’ debt and therefore becomes
insolvent upon their failure. More generally, managers might accumulate high levels
of off-balance sheet contingent debt to make it more difficult for prudential regula-
tors to detect these efforts to shift debt to subsidiaries. I return to this point below
when discussing case studies and proposals for prudential regulatory reform.123

Again, while the FDIC might work in conjunction with prudential regulators to
mandate a specific capital structure, it is the systemic implications of the internal allo-
cation of debt and equity that matters. For example, imagine the following prudential
regulatory framework to prevent the second type of systemic risk: (i) there must be
a significant amount of non-systemically important debt; (ii) that debt must be con-
centrated at the parent level; (iii) it cannot be so large that it could ever cause a sys-
temically important subsidiary to fall insolvent; (iv) there cannot be upstream
guarantees from subsidiaries to the parent firm. In one sense, this clear prudential
framework could go a long way towards reducing the risk of correlated failure—at
least with respect to the second type of systemic risk.

Of course, the likelihood of this theoretical possibility actually unfolding depends
on these assumptions, most notably that regulators can ensure that systemically im-
portant holding companies do not hold each other’s debt and that such non-systemi-
cally important debt is concentrated at the parent level. Indeed, as emphasized in
this subsection, the single-point-of-entry strategy tenuously assumes that there are
no systemically important insolvent subsidiaries. As such, prudential regulators would
have to carefully monitor firms to ensure that this scenario is the one that unfolds,
which may be a difficult task. Managers may be able to satisfy a list of technical
requirements while still ensuring that the overall level of interconnected debt is suffi-
ciently high to achieve the correlated failure necessary to compel a bailout. Indeed,
this is why it is essential to identify the origin of systemic risk as the risk of intercon-
nected failure rather than a firm’s internal capital structure.

In addition, it is crucial to point out that such a prudential regulatory policy would
only prevent the second type of systemic risk, ie interconnectedness between systemi-
cally important firms who serve as creditors to each other. It does not address corre-
lated failure arising from the first type of systemic risk, ie common exposure to a

123 See discussion in Section 4.
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single asset class or multiple assets classes with correlated conditional returns. A pol-
icy that allows systemically important firms to reduce the liability side of the balance
sheet—ie to force losses on non-systemically important creditors—does little to
address declines on the asset side. Preventing this sort of systemic risk necessitates a
prudential regulatory policy oriented on preventing synchronized declines in asset
values, as I discuss further in Section 4.B.2. In short, the single-point-of-entry strategy
can only address one of the two insolvency-driven sources of systemic risk, and even
then only by relying on several tenuous assumptions regarding the success of pru-
dential regulatory policy.

Indeed, the relevance of the FDIC’s assumptions to prudential regulators depends
on the degree to which it reflects the actual capital structure and allocation of sys-
temic risk within the complex corporate organization of systemically important finan-
cial firms. If insolvent subsidiaries of failed financial firms were sources of systemic
risk in historical cases, the FDIC’s approach is likely to fail. Indeed, the absence of a
published plan for any other assumption suggests that the agency may be caught ill-
prepared for the failure of a systemically important insolvent operating subsidiary,
further increasing the likelihood of a bailout in response to the ensuing uncertainty
in addition to the OLA’s fundamental incapacity to respond to such a scenario.
Moreover, if financial firms are presently accumulating large quantities of debt at the
subsidiary level, this further suggests that exploitation of the OLA’s shortcomings is
likely to occur. In the following Section, I examine case studies that correspond to
these empirical possibilities.

4 . C A S E S T U D I E S A N D I M P L I C A T I O N S F O R R E G U L A T O R Y P O L I C Y
In this section, I examine three case studies to demonstrate the implications of the
analysis of managerial incentives from the prior section. The conclusions of these
studies in light of the analysis in this article can inform beneficial regulatory reform.

(a) Historical examples and contemporary responses
to managerial incentives

Lehman Brothers Holdings, Inc.
The Lehman Brothers Holdings, Inc. (‘Lehman Brothers’) bankruptcy is particularly
interesting because the FDIC has released a special report that describes how the
agency would have responded to the failure of Lehman Brothers, which is largely
consistent with Chairman Gruenberg’s description of the FDIC’s approach.124

Moreover, the detailed reports available through the bankruptcy process permit iden-
tifying the financial condition of this failed systemically important financial institu-
tion with great precision. An examination of the FDIC’s approach in light of Lehman
Brothers’ financial condition demonstrates the implications of the analysis in this
article.

After briefly recounting the events that led up to failure of Lehman Brothers,
the FDIC’s report provides a general overview of the OLA under Title II of the

124 FDIC, ‘The Orderly Liquidation of Lehman Brothers Holdings under the Dodd-Frank Act’ (2011)
<http://www.fdic.gov/regulations/reform/lehman.html> accessed 8 December 2014.

Dodd-Frank Orderly Liquidation Authority � 79

D
ow

nloaded from
 https://academ

ic.oup.com
/jfr/article/1/1/51/2357851 by guest on 23 M

ay 2023

 &ndash; 
.
.,
 &ndash;&ndash; 
 Part,
A
``
''
A
,
available at
http://www.fdic.gov/regulations/reform/lehman.html


Dodd-Frank Act.125 The FDIC explains that its policy for resolving a systemically im-
portant non-bank institution was guided by its experience resolving failed banks.126

Similar to Chairman Gruenberg’s statement, the FDIC emphasizes the importance
of preserving the value of the failed institution by facilitating rapid transfer of its via-
ble subsidiaries to a bridge financial company.127 Indeed, the FDIC’s statement
implies the assumption developed in the prior Section that the source of the systemic
risk lies in the solvent operating subsidiaries by stating that ‘the bridge financial com-
pany authority permits the FDIC to stabilize the key operations of the covered finan-
cial company by continuing valuable, systemically important operations’.128 The FDIC
concludes its general overview by summarizing other aspects of the OLA, such as
financial contracts, funding, and advance planning under Title I.129

The FDIC then discusses the hypothetical application of Title II to Lehman
Brothers. The agency makes a number of assumptions regarding its potential to com-
pel Lehman Brothers to ‘more earnestly market itself to a potential acquirer or strate-
gic investor’ prior to failure,130 and extensively discusses due diligence and other
information-gathering activities it would perform.131 It is unclear how effective these
efforts might be, as the FDIC’s assumptions are plainly subject to severe hindsight
bias. Nonetheless, it is interesting to examine the FDIC’s proposed resolution plan
were these efforts to fail.

The FDIC takes the view that the primary challenge with resolving Lehman
Brothers was structuring a bidding process that would facilitate the sale of the com-
pany despite certain problematic assets, which primarily consisted of underperform-
ing commercial and residential real estate assets.132 The FDIC discusses the
examples of Bank of America and Barclays who were potential bidders but identified
around US $50 to US $70 billion of such problematic assets in book value that they
refused to purchase.133 Accordingly, the FDIC dedicates the majority of its discus-
sion to bidding procedures that would facilitate the sale of Lehman Brothers without
these problematic assets.

Specifically, the FDIC articulates two alternative proposals: (i) purchase and as-
sumption of all of the assets of Lehman Brothers with loss-sharing for the problem-
atic assets to offset the risk of underperformance, or (ii) purchase and assumption of
all of the assets except for the problematic assets, which would remain in the receiv-
ership.134 As for liabilities, under either approach, the FDIC explains that secured

125 ibid 4.
126 ibid 5. Interestingly, this might explain the FDIC’s lack of attention to the implications of systemic risk

discussed in this article because the failure of a single bank rarely leads to the correlated failure of other
banks.

127 ibid 7.
128 ibid (emphasis added).
129 ibid 7–11. As noted previously, the FDIC is not bound by any prudential regulatory planning under

Title I nor does a designation of systemic importance under Title I have any effect on the FDIC’s ability
to subject an institution to recoupment under Title II.

130 ibid 12.
131 ibid 12–13.
132 ibid 14.
133 See ibid 14–15.
134 See ibid 15–16.
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claims would follow the assets that are transferred to the buyer but unsecured claims
and shareholder claims would remain with the receivership.135 Crucially, the FDIC
concludes that based on Lehman Brothers’ combined US $35 billion in book equity
and subordinated unsecured debt, and assuming losses on the problematic assets
of US $40 billion, the US $5 billion in total losses would be apportioned among
creditors for a recovery rate of US $0.97 on the dollar.136

There are a host of problems with the FDIC’s analysis, many of which are
revealed by examining the financial condition of Lehman Brothers as disclosed
through its bankruptcy proceedings. But before proceeding to a discussion of
Lehman Brothers’ financial state, it is helpful to recognize that the FDIC’s hypotheti-
cal resolution of Lehman Brothers is not much different from the policy set out by
Chairman Gruenberg.

Both approaches reflect a fundamental assumption that the source of the systemic
risk does not lie in the subsidiary, assets or liability write-down that render the firm
insolvent. Lehman Brothers was plainly not the type of pure holding company that
Chairman Gruenberg envisions such that problematic subsidiaries are retained in the
receivership while other subsidiaries are transferred to the bridge company. Rather,
as the FDIC’s analysis acknowledges, Lehman Brothers had specific problematic as-
sets that buyers were not interested in purchasing. A solution consisting of a sale of
the company without these assets—regardless of whether these assets remain in the
receivership or the buyer’s exposure is reduced through a loss-sharing scheme—
implicitly assumes that the systemic risk that made FDIC intervention necessary
does not result from the problematic assets, which are not transferred at all. This is
analogous to assuming that the source of systemic risk does not lie in the subsidiaries
that remain in the receivership under Chairman Gruenberg’s more general approach.

Unfortunately, this was simply not the case with Lehman Brothers. The problem-
atic assets—certain types of commercial and residential real estate assets—were pre-
cisely the assets held by similarly situated financial firms throughout the industry.
They reflect the first type of systemic risk, ie ‘sector-wide investments in overpriced
assets’.137 Facilitating a sale of Lehman Brothers without these assets—whether by
retaining them in the receivership or through loss-sharing—simply confirms to the
market that these assets have dropped dramatically in value, such that other firms
holding these assets are also more likely to be long-term insolvent. Accordingly, the
FDIC’s approach fails to address the systemic risk inherent in the decline in value of
an asset class held by similarly situated firms in the industry.

Similarly, the FDIC’s analysis assumes that the liabilities that are written down as
a result of the transfer are not the source of systemic risk either. As unsecured credi-
tors’ claims remain in the receivership, the value of these claims depends on the sale
price of the transferred assets along with the market price of the problematic assets
that remain within the receivership. Anything less than a full recovery is likely to sub-
ject counterparties to a greater risk of insolvency depending on their own financial
condition. This second source of systemic risk—interconnectedness in the strict

135 ibid 16.
136 ibid 18.
137 Squire (n 43) 21.
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sense—is not ameliorated simply because all of the assets of the failed institution are
sold to a buyer. What matters is whether the sale price is sufficient to fully repay the
firm’s counterparties—in other words, whether the failed institution is solvent.

This, of course, raises the question of whether Lehman Brothers was solvent at
the time of its failure. The FDIC at least hypothetically acknowledges that the firm
might have been insolvent by analyzing creditors’ losses with a total net loss figure of
US $5 billion. But a more careful look at the firm’s financial condition suggests that
creditor counterparties would have suffered much more than the optimistic recovery
of US $0.97 on the dollar in the FDIC’s analysis.

The most obvious problem is that the FDIC’s approach looks solely to the book
value of the firm’s equity. Yet book value does not necessarily reflect the market
value of the firm’s assets. In Lehman Brothers’ bankruptcy proceedings, Examiner
Anton R Valukas considered precisely whether and to what extent Lehman Brothers
was insolvent at various points leading up to the firm’s bankruptcy filing for purposes
of avoidance actions under sections 547 or 548 of the Bankruptcy Code.138

Examiner Valukas utilized a market value of assets approach to conclude that
Lehman Brothers was likely more than US $30 billion insolvent beginning
8 September 2008.139 This would imply that creditors’ losses might be at least six
times greater than the FDIC’s calculation, not including the effect of any bankruptcy
or resolution process.140

Moreover, it is unclear why the FDIC is including US $15 billion in subordinated
debt as equity. Presumably, subordinated debt may be held by counterparties
whose losses on this debt could increase the risk of their insolvency. It might be less
likely than with traditional unsecured debt, but the FDIC’s analysis assumes
that these subordinated debt holders would be completely wiped out. While they
arguably understood that risk ex ante—and indeed it is no different from the out-
come that would result under the ordinary bankruptcy process—the systemic
implications of the cascading failure of counterparties remain equally valid for subor-
dinate debt holders.

Indeed, the FDIC’s report fails to even mention the primary source of systemic
risk resulting from Lehman Brothers’ failure in September 2008: the large exposure
of the Reserve Primary Fund to debt securities issued by Lehman Brothers, which
led the fund to ‘break the buck’, ie its holdings fell below US $1 per share.141 This
led to a crisis of confidence among institutional investors who rushed to withdraw
billions from money market funds, forcing the Federal Reserve to intervene
and make available US $50 billion in guarantees to prevent a cataclysmic loss

138 Report of Anton R Valukas, Examiner at 1579, In re Lehman Brothers Holdings Inc., No. 08-13555
(Bankr. S.D.N.Y. Mar. 11, 2010).

139 ibid 1579–80.
140 It is reasonable to assume that a more rapid resolution under the OLA might preserve more value than

occurred with the Lehman Brothers bankruptcy, but the systemic risk of cascading counterparty default
would remain because of creditors’ partial recovery as a result of the firm’s insolvency, even if their
recovery is somewhat higher than what occurred with Lehman.

141 See Diana B Henriques, ‘Money Market Fund Says Customers Could Lose Money’ New York
Times (16 September 2008) <http://www.nytimes.com/2008/09/17/business/17fund.html?fta¼y>
accessed 8 December 2014.
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of liquidity.142 The FDIC’s proposal apparently assumes—quite optimistically—that
these effects would be prevented because its resolution plan would succeed in dra-
matically limiting if not eliminating creditors’ losses.

In short, in addition to unrealistically looking to book value rather than market
value, the FDIC’s analysis fails to recognize the fundamental implication of the
OLA’s inability to prevent insolvency-driven systemic risk. As discussed previously,
managers of similarly situated financial firms may act as creditor counterparties to
each other, thus increasing the risk that the failure of one would lead to the failure
of others. This is precisely what occurred with Lehman Brothers and the Reserve
Primary Fund. It would only take a sufficiently high level of leverage and intercon-
nectedness to subject the firms to correlated failure upon even a slight degree of
insolvency, which would compel a government bailout—just as with Reserve
Primary Fund.

American International Group, Inc.
The bailout of AIG is another interesting case study that demonstrates the limits of
the FDIC’s planned approach as well as the implications for managerial incentives
under the OLA. Throughout much of 2008, AIG’s financial condition deteriorated as
a result of its large exposure to credit default swaps on collateralized debt obligations
linked to the real estate markets.143 Downgrades by credit rating agencies along with
concerns regarding the company’s financial stability among market participants
resulted in crippling collateral calls that led to cash shortages and a severe liquidity
crisis.144 Additional downgrades and corresponding collateral calls were on the hori-
zon, and the Federal Reserve feared that AIG’s inability to pay credit default swaps
counterparties would lead to waves of cascading default among other institutions and
a devastating seizure of credit markets.145 On 16 September 2008, the government
arranged an initial US $85 billion lending facility in exchange for nearly 80 per cent
equity in the firm.146 This was followed by a series of subsequent lending and pre-
ferred stock purchases by the Federal Reserve and Department of the Treasury that
reached a total of US $182 billion.147

At first glance, AIG seems like an ideal target for FDIC intervention under the
OLA. The proximate cause of its failure was a liquidity crisis, which corresponds to
the third type of systemic risk. Indeed, the Federal Reserve’s provision of emergency

142 See Diana B Henriques, ‘Rescue Plan for Funds Will Come at a Cost’ New York Times (19 September
2008) <http://www.nytimes.com/2008/09/20/business/20fund.html> accessed 8 December 2014;
Jeffrey Rosenberg, ‘Toward a Clear Understanding of the Systemic Risk of Large Institutions’ (2009) 5 J
Credit Risk 77, 82 (‘[T]he systemic risk of Lehman Brothers was not a result of CDS settlements or ex-
posures (for Lehman Brothers both the counterparty and reference entity settlements went smoothly, if
not without pain), but rather due to the losses in the Reserve Fund, which resulted in its “breaking the
buck”.’).

143 See Financial Crisis Inquiry Commission (n 103) 344.
144 See ibid 344–45; See ‘Congressional Oversight Panel June Inquiry Report’ (n 6) 18–35.
145 See Financial Crisis Inquiry Commission (n 103) 347.
146 See Edmund L Andrews, Michael J De La Merced and Mary Williams Walsh, ‘Fed’s $85 Billion Loan

Rescues Insurer’ New York Times (16 September 2008) <http://www.nytimes.com/2008/09/17/
business/17insure.html> accessed 8 December 2014.

147 See Financial Crisis Inquiry Commission (n 103) 350.
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lending to AIG seems functionally identical to the FDIC’s supply of credit under the
orderly liquidation fund. A crisis of confidence due to collateral calls and cash short-
ages arguably epitomizes the type of situation aptly suited for intervention under the
OLA. The FDIC can step in as an emergency lender until market conditions stabi-
lize, the firm’s debt is restructured, or the firm is sold to a buyer who can unlock
the value inherent in the entity’s solvent balance sheet. Indeed, in the case of AIG, all
that was arguably needed was a restructuring of its liabilities from contingent debt in
the form of credit default swaps that imposed repeated collateral calls to more stable,
traditional financing. That was precisely what the Federal Reserve and Department
of the Treasury achieved through their Maiden Lane II and III special-purpose
vehicles, which sought to ‘get contingent liabilities off AIG’s balance sheet’148 and
‘extinguish those [credit default swap] contracts’.149

Even if AIG would have been an ideal candidate for OLA intervention, it is an
example that deviates dramatically from the assumptions underlying Chairman
Gruenberg’s policy statement. Most significantly, the failed subsidiary with the liquid-
ity crisis—AIG Financial Products—was the source of the systemic risk. The Federal
Reserve and the Department of the Treasury identified two primary sources of sys-
temic risk resulting from AIG’s failure: credit default swap counterparty losses and
disruption of commercial paper credit markets.150 These were situated within AIG
Financial Products, the failed subsidiary.151

The FDIC’s assumption that healthy systemically important subsidiaries may sim-
ply be transferred to a bridge financial company for sale to a buyer while the ailing
subsidiaries remain in the receivership is simply inapplicable to AIG. Retaining AIG
Financial Products within the receivership would not resolve the problem of systemic
risk resulting from counterparty default.152 To prevent the devastating systemic
consequences of cascading default among counterparties, the FDIC would have to
extend short-term funding to AIG while it remained within the receivership. Indeed,
selling the other subsidiaries would have been counterproductive, as it would have
isolated the AIG Financial Products subsidiary and made its insolvency even more
likely. A mass replacement of AIG’s contingent liabilities with government credit
facilities would have been the only way to prevent the effects of default from cascad-
ing throughout the credit markets. If these creditors are fully repaid, this amounts to
a bailout of the firm’s creditors (if not the firm itself), which as others have acknowl-
edged the OLA does not eliminate.153 But if the FDIC forces a write-down of
this debt as a condition for supplying liquidity, the second type of systemic risk—
insolvency-driven cascading default among interconnected creditors—remains as a
compelling concern.

148 Congressional Oversight Panel June Inquiry Report (n 6) 71.
149 ibid 74.
150 ibid 107–08.
151 See ibid; Financial Crisis Inquiry Commission (n 103) 347–48.
152 While this seems to correspond to the second type of systemic risk under Squire’s taxonomy, its source

is a liquidity crisis (ie the third type of systemic risk), suggesting that it could be prevented by a liquidity
infusion.

153 See, eg Peter J Wallison, ‘The Future of Bailouts and Dodd-Frank’ Harvard Law School Forum on
Corporate Governance and Financial Regulation (26 October 2012), available at <http://blogs.law.
harvard.edu/corpgov/2012/10/26/the-future-of-bailouts-and-dodd-frank> accessed 8 December 2014.
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This suggests that more careful consideration is necessary to determine whether
the OLA would have been effective at rescuing the firm without a true recapitaliza-
tion. An interesting question is why AIG was unable to obtain ordinary refinancing
through the private sector far in advance of the crisis point in September 2008.
If broader economic conditions and overall tight conditions in the credit markets
were the sole reason, the OLA would have been effective at providing an emergency
supply of liquidity. But the concern that the FDIC might actually be bailing out
AIG’s creditors by refinancing the firm’s debt suggests an intuition that perhaps the
firm is insolvent. Otherwise, why not liquidate AIG and repay creditors with the pro-
ceeds? If the firm were solvent, counterparties would be fully repaid and cascading
default would not be a concern. Indeed, if the firm were insolvent or rapidly
approaching insolvency—if there was concern regarding asset values, and not merely
its ability to repay its current liabilities—this would explain hesitation among private
sector lenders to extend credit prior to September 2008, as they might only obtain a
partial recovery upon the firm’s liquidation.

The FDIC’s silence regarding liquidating a failed firm (or operating subsidiary)
that is systemically important arguably implies a tacit recognition that firms subject
to OLA receivership may indeed be insolvent and not merely in need of emergency
credit. In the case of AIG, the Federal Reserve and Department of the Treasury
claimed that they ‘believed AIG was solvent on the basis of its balance sheet’.154 But
the Congressional Oversight Panel noted that AIG’s insurance regulators asserted
that the parent holding company was solvent based on an erroneous assumption that
‘problems at [AIG Financial Products] did not exist’.155 The Congressional
Oversight Panel expressly concluded that ‘[t]he record appears to be clear that in the
absence of outside funding AIG would have been insolvent by the end of the day
on September 16, 2008’.156 AIG’s likely insolvency was also recognized by equity
markets in its share price intraday low of US $1.25 on 16 September 2008, the
trading day prior to the announcement of government intervention.157

Indeed, it is unclear whether the market’s view of AIG’s possible insolvency
resulted from valuation of its assets (the first type of systemic risk) or the eventual
consequences of unchecked illiquidity (the third type of systemic risk). Regardless,
this market valuation suggests that investors believed that more than mere credit
support was needed. As such, the government’s 79.9 per cent potential equity stake
essentially recapitalized the firm by signaling to the market that investors are likely
underpricing AIG’s equity.

To be sure, AIG’s post-bailout recovery indicates that the market was mistaken
regarding its equity value on 16 September 2008, but market prices are frequently
inaccurate in hindsight. For the managerial incentives described in this article to op-
erate, markets need not correctly estimate whether a firm will be insolvent over the
long term. Rather, the key point here is that once the market value of a systemically

154 Congressional Oversight Panel June Inquiry Report (144) 90.
155 ibid 36.
156 ibid 198.
157 ‘Historical Prices: American International Group, Inc. (AIG)’ Yahoo! Finance <http://finance.yahoo.

com/q/hp?s¼AIG&a¼08&b¼15&c¼2008&d¼08&e¼18&f¼2008&g¼d> accessed 22 November
2012.
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important firm’s equity is negative, preventing the correlated failure of other systemi-
cally important institutions (regardless of whether they hold correlated assets or
each other’s debt) necessitates a recapitalization. Some potential buyer (such as the
government) must take a different view than the market regarding the future cash
flows of the firm’s assets and thereby ‘bail out’ the firm through an equity invest-
ment, signaling both that (i) commonly held assets may have more value than previ-
ously supposed and (ii) writing down the firm’s debt is unnecessary.

Accordingly, if AIG were balance sheet insolvent, mere liquidity support would
not prevent the cascading effects of systemic risk among creditor counterparties who
would suffer losses upon the firm’s inevitable liquidation. The only way to prevent
this insolvency-driven systemic risk would be for the FDIC to guarantee all of AIG’s
systemically important creditors and thereby bear the losses itself. While bailing out
a firm’s creditors would not save AIG’s management from the OLA,158 its counter-
parties would benefit greatly from this intervention. In other words, the incentive im-
plications presented in this article would apply with equal force to the managers of
AIG’s counterparties. They would have an incentive to interlock their destinies, forc-
ing a government bailout even if it successfully placed AIG into the OLA as the ‘first
domino to fall’. This is wholly consistent with the strategic analysis in this article.

The European ‘bail-in’ approach
This example reflects a contemporary proposal similar to the FDIC’s plan. In 2011,
European banking regulators announced that they would be adopting a so-called
‘bail-in’ approach to preventing the failure of systemically important European
banks.159 A ‘bail-in’ consists of converting unsecured creditors’ claims to equity,160

which is essentially identical to the FDIC’s plan for recapitalizing a failed holding
company. Consistent with the discussion in Subsection 3.B.3, analysts have noted
that a bail-in is poorly suited to addressing systemic risk where forcing a write-down
of senior creditors’ claims would have cascading implications.161 Even more interest-
ing is the response of European financial institutions to the bail-in proposal.

In its discussion of FDIC Chairman Gruenberg’s policy proposal, a leading law
firm noted that ‘[f]aced with a bail-in possibility in 2011, large European banks
began to issue senior unsecured debt out of individual operating subsidiaries’.162

158 As discussed previously, the FDIC can likely always subject the ‘first domino to fall’ to the OLA without
the cataclysmic consequences of systemic risk, but it would have no choice but to bail out the remaining
firms.

159 See Jennifer Hughes and Nikki Tair, ‘EU Plan For Banks’ Bail-In Sparks Warning’ Financial Times
(9 January 2011) <http://www.ft.com/intl/cms/s/0/009e653e-1c1a-11e0-9b56-00144feab49a.html#
axzz2D3KHmrAO> accessed 8 December 2014.

160 See generally ‘European Commission, Discussion Paper on the Debt Write-Down Tool – Bail-In’
<http://ec.europa.eu/internal_market/bank/docs/crisis-management/discussion_paper_bail_in_en.
pdf> accessed 18 December 2014.

161 See, eg Standard & Poor’s, ‘How A Bail-In Tool Could Affect Our Ratings On EU Banks 9–10’ (10 May
2012) <http://www.standardandpoors.com/spf/upload/Ratings_EMEA/HowABail-InToolCouldAffect
OurRatingsOnEUBanks_10May2012.pdf> accessed 8 December 2014. (‘We believe concerns about a
possible systemic backlash could prompt governments to support holders of banks’ senior debt…. We
also note that crises at systemically important banks tend to reflect systemic frailties rather than purely
idiosyncratic factors, suggesting the ongoing threat of contagion.’).

162 Morrison Foerster (n 64) 6.
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While these institutions did not actively publicize their efforts, an examination of
their 2011 financial statements reveals that they indeed adopted this strategy. For ex-
ample, in 2010, Barclays PLC—the top-level holding company—had £97,729 mil-
lion in financial liabilities designated at fair value163 and Barclays Bank PLC—its
primary UK operating subsidiary—had £97,042 million.164 In 2011, Barclays PLC re-
duced these liabilities to £87,997 million, whereas Barclays Bank PLC increased these
liabilities to £101,069 million.165 Similarly, in 2010, HSBC Holdings plc had US
$88,133 million in financial liabilities designated at fair value on a consolidated ba-
sis166 and HSBC Bank plc—its primary UK operating subsidiary—had £27,935 mil-
lion.167 In 2011, HSBC Holdings plc reduced these liabilities to US $85,724
million168 whereas HSBC Bank plc increased these liabilities to £31,992 million.169

These figures are consistent with the observation that large European financial insti-
tutions are responding to the threat of a bail-in regime by shifting unsecured debt to
operating subsidiaries.

This is directly implied by the strategic analysis in this article: by shifting such
debt from the top-level holding company to operating subsidiaries, managers of these
institutions increase the likelihood of a government bailout. As discussed previously,
the FDIC’s plan to recapitalize a failed holding company by converting unsecured
creditors’ claims to equity in the bridge financial company would have little effect
if the systemic risk originates from an insolvent operating subsidiary. If financial insti-
tutions serve as counterparties of each other—the second type of systemic risk—
accumulating interconnected unsecured debt at the level of the systemically impor-
tant operating subsidiary reduces the likelihood that a bail-in would be effective.
Forcing losses on counterparties could lead to the devastating cascading effect of the
second type of systemic risk.

Indeed, a bail-in is ineffective if the first type of systemic risk is present as well.
Presumably a firm would only require a bail-in if it were balance sheet insolvent or
close to insolvency. The European proposal expressly recognizes this by holding that
‘the conditions for exercising the bail-in power…would be when the institution is
failing or likely to fail. This means that it would be a point close to insolvency….’170

This implies that asset values have fallen, which can lead to correlated failure among
financial institutions holding similar assets. Simply forcing unsecured creditors to

163 Barclays PLC, ‘Barclays PLC Annual Report 2011’ 199 <http://www.barclays.com/content/dam/barclays
public/docs/InvestorRelations/AnnualReports/AR2011/barclays-plc-annual-report-2011.pdf> accessed 8
December 2014.

164 Barclays Bank PLC, ‘Barclays Bank PLC Annual Report 2011’ 108 <http://www.barclays.com/content/
dam/barclayspublic/docs/InvestorRelations/AnnualReports/AR2011/2011-barclays-bank-plc-annual-
report.pdf> accessed 8 December 2014.

165 ibid.
166 HSBC Holdings plc, ‘Annual Report and Accounts 2011’ 281 <http://www.hsbc.com/�/media/

HSBC-com/InvestorRelationsAssets/FinancialResults/2011/hsbc2011ara0.ashx> accessed 8 December
2014.

167 HSBC Bank plc, ‘Annual Report and Accounts 2011’ 91 <http://www.hsbc.co.uk/1/PA_esf-ca-app-
content/content/pws/content/personal/pdfs/annual-results2011-full.pdf> accessed 8 December 2014.

168 HSBC Holdings plc (n 166) 281.
169 HSBC Bank plc (n 167) 91.
170 European Commission (n 160) 5.
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suffer a loss in this situation does not remedy the problem of correlated failure
among similarly situated firms holding the same type of assets. Accordingly, a bail-in
approach is ineffective at addressing the first type of systemic risk as well.

More fundamentally, neither the FDIC’s proposal nor the European bail-in
approach addresses the implications of systemic risk originating from a failed institu-
tion or operating subsidiary. As the example of European financial institutions
demonstrates, the incapacity of a resolution regime such as the OLA to address insol-
vency-driven systemic risk generates powerful incentives for managers to take on
debt at the level of systemically important operating subsidiaries. Managers can
render these operating subsidiaries systemically important by adopting the strategies
discussed in Section 3 of this article. The next section provides recommendations for
regulatory reform in light of these managerial incentives.

(b) Recommendations for regulatory reform

Reorienting the FDIC’s resolution plan towards preventing
illiquidity-driven systemic risk

The starting point for meaningful regulatory reform in the light of the analysis in this
article is for financial regulators to recognize the managerial incentives inherent in
the OLA. As the resolution authority, the FDIC should extend its plans—both
in terms of general policy such as that delineated by Chairman Gruenberg as well as
more detailed plans for specific case studies such as that of Lehman Brothers—to
take these managerial incentives into account.

Specifically, the statutory limitation on recapitalization of failed firms inherently
prevents the OLA from preventing the first and second types of systemic risk, ie sys-
temic risk deriving from long-term balance sheet insolvency. But the OLA is effective
at responding to the third type of systemic risk—short-term liquidity shortages.
Accordingly, a central tenent of the FDIC’s resolution policy should be to prevent
the third type of systemic risk—short-term illiquidity—from deteriorating into the
first or second type—long-term insolvency. Intervention that halts the descent from
illiquidity to insolvency could make the difference between an effective resolution
and one that is doomed to fail because of the systemic implications of declining asset
values and forcing losses on creditor counterparties.

This does not imply that the government need anticipate the long-term move-
ment of asset prices. Rather, the role of the FDIC should be to stop a run on the
firm by its creditors, in a manner akin to the automatic stay under ordinary bank-
ruptcy law. The concrete mechanism to prevent such deterioration is to intervene
sufficiently early while a liquidity-challenged firm is still balance sheet solvent. This
would not constitute a bailout of a firm’s creditors or cause a cycle of declining asset
values among similarly situated firms because the FDIC’s intervention would have
no effect on the firm’s balance sheet position. It would simply reflect a recognition
that credit conditions in the market are such that government liquidity support is
essential to permit the firm to continue operating, and would not imply that a firm’s
creditors would suffer any losses. Indeed, hypothetically, the FDIC could fully guar-
antee such a firm’s creditors without implying a bailout because these obligations
would be fully satisfied by the firm’s assets.
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The FDIC’s proposed plan seems to assume that this is the paradigm it would
operate under in the event of a failed firm, by emphasizing the importance of provid-
ing emergency liquidity support.171 But the necessary ingredient for such liquidity
support to function effectively—intervention sufficiently early while the firm remains
balance sheet solvent—is completely absent from the FDIC’s policy statement.
Moreover, in its analysis of Lehman Brothers, the FDIC puts great emphasis on
orchestrating a sale before September 2008, but would not have intervened formally
until then.172 Yet Examiner Valukas emphasized that Lehman Brothers was
extremely insolvent by this point.173 The FDIC’s approach misses the necessity of
intervening prior to reaching this point of insolvency. The FDIC’s focus on facilitat-
ing a sale without any discussion of the systemic risk implications of declining asset
values or creditor write-downs is misplaced. Instead, the agency should intervene
well in advance of balance sheet insolvency when the firm only suffers from tempo-
rary illiquidity.

At first glance, a policy of intervening before illiquidity deteriorates into insol-
vency might present doctrinal challenges under the OLA statute. To place a firm
into receivership, the Secretary of the Treasury must find that ‘the financial company
is in default or in danger of default’.174 This term is defined in the statute as requiring
that one of four conditions be present:

(A) a case has been, or likely will promptly be, commenced with respect to the
financial company under the Bankruptcy Code;

(B) the financial company has incurred, or is likely to incur, losses that will de-
plete all or substantially all of its capital, and there is no reasonable pros-
pect for the company to avoid such depletion;

(C) the assets of the financial company are, or are likely to be, less than its ob-
ligations to creditors and others; or

(D) the financial company is, or is likely to be, unable to pay its obligations
(other than those subject to a bona fide dispute) in the normal course of
business.175

FDIC intervention prior to the firm reaching insolvency would require satisfying one
of these four alternative conditions. Conditions (A), (B), and (C) require imminent
insolvency. Accordingly, placing a firm into OLA receivership at a time when mere il-
liquidity (but not insolvency) is on the horizon would require establishing (D). The
most plausible route would be for the Secretary of the Treasury to find that the ap-
proaching illiquidity would indeed render the financial company ‘unable to pay its
obligations…in the normal course of business’ even if it is not balance sheet insol-
vent. The FDIC should adopt a policy of placing systemically important firms into
receivership to supply the crucial liquidity support that can halt a decline from short-
term illiquidity into long-term insolvency.

171 See remarks by Gruenberg (n 1).
172 FDIC, The Orderly Liquidation of Lehman Brothers Holdings (n 124) 17.
173 Report of Anton R Valukas, Examiner (n 138) 1579–80.
174 12 U.S.C. s 5383(b)(1).
175 ibid s 5383(c)(4).
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The implementation of such an approach would require continual monitoring of
a firm’s liquidity position and balance sheet solvency as well as close cooperation
with prudential regulators who would likely have better access to this information.
But this is a role that is well-suited for the FDIC—it regularly monitors banks that
are on the verge of failure and steps in to protect depositors. For systemically impor-
tant non-bank financial firms, the FDIC would only need to forecast the likely im-
pact of current liquidity trends on a firm’s solvency, and determine a minimum
probability of future insolvency that would justify current intervention while the firm
was still solvent. Once this minimum level was crossed, the FDIC would intervene
with the sole goal of supplying the firm with ample liquidity under the OLA to pre-
vent any further deterioration in the firm’s balance sheet position.

A key divergence from the FDIC’s current proposal is that this would not neces-
sarily involve a sale of the company. Indeed, it is unclear why a systemically impor-
tant firm facing a liquidity crisis should always be sold to a buyer. In a distressed
market, a forced sale could impair asset values in and of itself, transforming a firm
that is solvent under a current mark-to-market valuation into one that cannot find a
willing buyer. Systemically important institutions facing a liquidity crisis because
of tightening credit or market conditions desperately need liquidity support—
extensions of credit and emergency lending facilities—not necessarily forced sales.
Accordingly, the FDIC should reorient its policy towards supplying emergency
liquidity to systemically important institutions that are still balance sheet solvent
rather than forcing sales that would exacerbate the systemic risk implications of
insolvency.

Admittedly, this approach only remedies those cases where firms face temporary
illiquidity but remain balance sheet solvent. It arguably would have worked with
Lehman Brothers, which was solvent in May 2008,176 suggesting that FDIC interven-
tion and supply of emergency credit at that time would have been quite effective.
But it is less clear that it would have worked with AIG Financial Products, which
might have faced a true crisis of solvency due to declining asset values of residential
mortgage-backed securities that triggered a high level of contingent debt obligations
in the form of credit default swaps. Indeed, more generally, a firm could escape
FDIC intervention under the proposal suggested in this Subsection through a combi-
nation of high leverage and liquid assets that plunge the firm into balance sheet insol-
vency. Preventing such insolvency is simply beyond the ability of a resolution
authority because it requires shaping a firm’s assets and liabilities long before it
reaches the point of illiquidity that would justify FDIC intervention under the stat-
ute. This is, however, a task that is well-suited for prudential regulatory bodies, as the
next subsection explains.

Prudential regulatory reform to prevent systemic risk: beneficial
asset diversity and limiting interconnectedness

In addition to reforming the FDIC’s resolution policy, prudential regulators such as
FSOC and the Federal Reserve should take these managerial incentives into account
as well. These regulators are uniquely positioned to impose requirements on

176 See Report of Anton R Valukas, Examiner (n 138) 1579.
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systemically important financial institutions before they reach the illiquidity that
should trigger FDIC intervention, at a time when a decline to balance sheet insol-
vency can still be prevented. Effective intervention at the prudential level requires
specifically addressing the managerial incentives described supra as well as the two
types of insolvency-driven systemic risk discussed in this article: correlated asset
holdings and interconnected creditor counterparties.

As described previously, the OLA gives managers incentives to prefer insolvency
over illiquidity to render a bailout more likely. Prudential regulators should craft pol-
icy solutions that are tailored to these incentives. It is essential to recognize that the
managerial incentives generated by the OLA operate contrary to shareholders’ inter-
ests, as increasing the probability of insolvency generally decreases a firm’s expected
return on equity. Indeed, it is often generally the case that increasing the likelihood
of a bailout enhances shareholder value by reducing a firm’s cost of debt.177 This is
uncertain, however, as lawmakers could dilute existing equity holders as a condition
of receiving government assistance in a bailout enacted outside the OLA.178 Thus,
the expected return to shareholders of increasing the likelihood of bailout—ie dis-
counted by the probability of a bailout occurring—may not be positive if the loss
would be sufficiently great under the bailout condition.

Indeed, whether increasing the likelihood of a bailout is value-enhancing would
seem to depend on whether the reduction in a firm’s cost of debt by creditors antici-
pating the probability of a bailout exceeds the expected loss to shareholders if such a
bailout were to occur. The latter may depend on the type of ‘bailout’ at issue: mere
liquidity support, in the manner contemplated by the OLA, may not necessarily lead
to substantial shareholder losses. But recapitalization necessarily involves diluting ex-
isting equity holders. As such, the pro-insolvency managerial incentives generated by
the OLA are almost certainly likely to impose significant costs on shareholders,
despite the marginal benefit resulting from a reduced cost of debt.

As these managerial incentives reflect a type of agency cost, regulatory interven-
tion is particularly necessary. Prudential regulators such as the FSOC should pay at-
tention to the ways in which managers of bank holding companies and other
non-bank financial institutions subject to the OLA may take actions to render insol-
vency the cause of the firm’s failure, rather than mere illiquidity. As described in
Section 3.B, tactics that managers may employ include funding a firm’s balance sheet
through non-callable long-term debt as well as selling credit default swaps on other
systematically important financial institutions so as to not be the ‘first domino to fall’.
Careful attention to these ways in which managers can strategically compel an insol-
vency-driven bailout can guide regulators in ensuring that the OLA will function ef-
fectively as intended by Congress.

In addition, reducing these sources of systemic risk requires regulating the balance
sheets of financial institutions. The predominant prudential regulatory approach

177 See, eg Judge (n 112) 1301–02 (citing Dean Baker & Travis McArthur, Ctr. For Econ. & Policy
Research, The Value of the ‘Too Big To Fail’ Big Bank Subsidy (September 2009) 2).

178 eg the US government received equity participation notes worth 79.9 per cent of total equity in the
AIG bailout. See Matthew Karnitschnig and others, ‘U.S. to Take Over AIG in $85 Billion Bailout;
Central Banks Inject Cash as Credit Dries Up’ Wall Street Journal, 6 September 2008 <http://online.
wsj.com/news/articles/SB122156561931242905> accessed 8 December 2014.
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under the Basel III international framework consists of risk-weighted minimum capi-
tal ratios, which reduce the likelihood of an individual firm’s insolvency by ensuring a
sufficiently large buffer to absorb declines in asset values.179 But while the Basel III
framework imposes an ‘asset value correlation’ surcharge, this surcharge is generated
solely from an estimated probability of overall systemic downturn.180 In other words,
the Basel III framework lacks any direct regulation of correlated asset types among fi-
nancial institutions. This is surprising in light of the extensive economic literature
showing that asset return correlation is a primary source of systemic risk.181

As insolvency-based systemic risk derives from individual transactions on a finan-
cial institution’s balance sheet, reducing such systemic risk necessitates a regulatory
paradigm of addressing the aggregate, macroeconomic effects of private contracting.
In a recent paper, Ian Ayres and I present a general regulatory theory for responding
to ‘pooling’ equilibria, of which insolvency-derived systemic risk is just one exam-
ple.182 We show that when contractors ‘pool’ at the same transaction terms or out-
comes—in this case, by acquiring assets with the same conditional returns or serving
as creditor counterparties to each other and thereby interlocking balance sheet out-
comes—the clustering of private contracting at a given equilibrium exposes the eco-
nomic system to a greater threat than if the contracts were sufficiently diversified.183

We argue that prudential regulators should induce ‘separating’ equilibria that re-
duce the concentration of risk in a particular economic system. We suggest three
ways to reduce separating equilibria, each of which is potentially capable of reducing
systemic risk among financial institutions: (i) licensing/subsidies, (ii) menus, and
(iii) heterogeneously impeding altering rules.184 We specifically apply these princi-
ples to the banking context, and suggest that prudential regulators induce separation
in the four ‘L’s of financial crises: leverage, liquidity, losses, and linkages.185 For ex-
ample, we propose that prudential regulators go beyond the Basel III one-size-fits-all
minimum capital ratio paradigm and limit excessive clustering of leverage levels
across financial institutions’ balance sheets, eg by imposing a licensing requirement
akin to a proposal we previously made for the home mortgage market.186

However, merely reducing clustering of leverage or liquidity is insufficient on its
own. As I have shown in this article, financial institutions can interlock destinies by
acquiring assets with correlated conditional returns and serve as creditor counterpar-
ties to each other. Accordingly, Ian Ayres and I suggest reducing excessive

179 See generally Basel Committee on Banking Supervision, ‘Basel III: A Global Regulatory Framework for
More Resiliant Banks and Banking Systems’ (2011) <http://www.bis.org/publ/bcbs189.pdf> accessed
8 December 2014 (setting out the Basel III capital rules). For the US implementation of Basel III, see
generally Regulatory Capital Rules: Regulatory Capital, Implementation of Basel III, Minimum
Regulatory Capital Ratios, Capital Adequacy, Transition Provisions, and Prompt Corrective Action, 77
Fed. Reg. 52,792 (30 August 2012).

180 See Basel Committee on Banking Supervision (n 179) 39.
181 See eg Alfred Lehar, ‘Measuring Systemic Risk: A Risk Management Approach’ (2005) 29 J Bank Fin

2577, 2579.
182 Ian Ayres and Joshua Mitts, ‘Anti-Herding Regulation’ Harv Bus L Rev, forthcoming.
183 ibid *4–13.
184 ibid *23.
185 ibid *37.
186 Ian Ayres and Joshua Mitts, ‘Three Proposals for Regulating the Distribution of Home Equity’ (2014)

31 Yale J Reg 77.
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conditional correlation by utilizing the ‘CoVaR’ measure developed by Tobias
Adrian and Markus K Brunnermeier, which they define as the ‘marginal contribution
of a particular institution (in a non-causal sense) to the overall systemic risk’.187 As
we explain:

[T]he Federal Reserve could issue 1,000 CoVaR licenses with each license cor-
responding to the permissible holding of $1 million in assets at 1.0 CoVaR. An
institution would thus require 1 license for every $10 million in assets at a
CoVaR of 0.10. The initial 1,000 allocation would be auctioned to institutions
and would be tradable on a secondary market, permitting the licenses to gravi-
tate towards firms that more highly value having a higher proportion of assets
with correlated performance with other firms while forcing other firms to di-
versify away and thereby restricting the overall level of CoVaR within the
market.188

Reducing the likelihood of correlated balance sheet insolvency necessitates a regula-
tory paradigm of inducing separation in transaction terms and outcomes among
financial institutions. As this article has shown, the OLA lacks the capacity to gener-
ate incentives to reduce correlated balance sheet outcomes. This falls within the re-
sponsibility of prudential regulators.

5 . C O N C L U S I O N
This article has shown that the OLA’s incapacity to address insolvency-driven sys-
temic risk has profound implications for managerial incentives. Managers of financial
firms can increase the likelihood of a government bailout by strategically holding as-
set portfolios whose risk of loss is highly correlated with those of similarly situated
institutions, as well as by serving as counterparties for each other. By interlinking
their firms’ risk of insolvency, managers can render the OLA impotent at preventing
a global economic meltdown and thereby compel a government recapitalization.

This analysis demonstrates the importance of taking micro-level incentives into
account. It is insufficient to look solely to the macro-level implications of systemic
risk—legal restrictions such as the OLA’s prohibition on the government taking an
equity stake in failed firms can shape the strategic choices facing individual managers.
Regulatory policy should take the consequences of these incentives into account, and
respond accordingly—ie by intervening sufficiently early to prevent a nascent liquid-
ity crunch from blossoming into a full-blown solvency crisis.

At a more fundamental level, however, this article illustrates the futility of prevent-
ing insolvency-driven systemic risk at the level of a resolution regime. Once the insol-
vency risks of different financial institutions are tightly intertwined, no amount of
liquidity support can prevent a repeat of the government bailouts that characterized
the financial crisis of 2008–09. Preventing a global economic meltdown will always

187 Tobias Adrian and Markus K Brunnermeier, ‘CoVaR’, National Bureau of Economic Research Working
Paper No. 17454 (2011) *2 <http://www.nber.org/papers/w17454> accessed 8 September 2014. They
also explain that ‘under many distributional assumptions…the CoVaR of an institution is proportional
to the covariance of the financial system and the individual institution.’ ibid.

188 ibid *39.
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trump political quasi-commitments to refrain from rewarding bad business decisions
and encouraging moral hazard.

But bailouts are not inevitable. Effective prudential regulatory policy can prevent
the social externality of correlated failure. After recognizing the limitations of the
OLA and the proper role of a resolution regime, prudential regulators should turn
their attention to regulating the systemic implications of financial institutions’ bal-
ance sheets. The Basel III capital standards—which focus largely on liquidity and
preventing individual firm failure—are simply insufficient to prevent the twin dan-
gers of correlated asset losses and interconnected counterparty exposures. Ignoring
the true source of systemic risk will not make it disappear.

On the other hand, jumping to the other extreme—seeking an absolute prohibi-
tion on correlated failure—would be just as futile. Some degree of correlation and in-
terconnectedness is not only unavoidable but socially beneficial. Regulators should
abandon a binary approach to reducing systemic risk and consider how to encourage
a socially optimal quantity. Indeed, this is an important question for future research.
The starting point, however, is to recognize the OLA’s incapacity to address insol-
vency-driven systemic risk. Reorienting the FDIC’s policy towards early intervention
and clearly defining the role of prudential regulation would go a long way towards
combating the managerial incentives to compel another bailout of the financial sector
on society’s dime.
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