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reasons. First, we take the existing capital structure of banks as given.
Second, convertible debt (or enhanced equity requirements) can reduce, but
cannot eliminate, the risk of insolvency. If the bank’s assets fall sharply in
value, there may not be enough convertible debt to return the bank to
solvency.

Debt conversion can, however, be used as a resolution mechanism.
Chapter 11 of the bankruptcy code is, in fact, one such mechanism. The
earliest bankruptcy systems resolved failed firms by selling their assets in the
market and distributing the proceeds to their creditors in accordance with
priority."®” This is still the predominant method used today; most bankrupt
firms are liquidated in Chapter 7.'% The FDIC’s favored resolution method,
a purchase and assumption, in effect is a liquidation coupled with the
assumption of some of the failed bank’s liabilities by another firm.'* By
contrast, a traditional Chapter 11 reorganization can resolve a failed firm
without an actual sale of its assets.'”® The assets are instead effectively
transferred among the existing claimants in a hypothetical sale. Junior claims
are cancelled if the assets are insufficient to pay the more senior claimants in
full, and some of the remaining debt is typically converted into equity to
return the firm to solvency. The value of the firm’s assets is determined by

value to $970, capital requirements would force the bank to have $77.50 in equity, and so
$27.60 of the debt would convert into equity. If the bank’s assets fall further in value to
$900 (far enough to render the firm insolvent if the $50 in initial debt had not been
convertible), the remainder of the convertible debt would be exchanged for equity. The bank
would eventually need to issue more equity, but it would remain solvent. If asset prices fall
sufficiently slowly to allow regulators to force the bank to continually issue more
convertible debt securities, this system could ensure that the bank never becomes insolvent.
Note, however, that regulators could also keep the bank solvent by simply setting equity
capital requirements at 13% instead of setting an equity capital requirement of 8% and
requiring an additional 5% of convertible debt. Convertible debt may, however, offer other
advantages. For example, the ability of the bank to issue junior debt and the interest rate that
it must pay may provide useful information to regulators about the true risk of the bank’s
assets. These pre-insolvency advantages are beyond the scope of this Article.

187. See, e.g., Bankruptcy Act of 1800, ch. 19, §§ 29-31, 2 Stat. 19, 29-30 (1800)
(providing for division of bankrupt’s estate); Bankruptcy Act of 1841, ch. 9, §§ 34, 5 Stat.
440, 442444 (providing for seizure of bankrupt’s property).

188. See 11 U.S.C. §§ 701-84 (2006) (providing rules for liquidation process in
bankruptcy); Bankruptcy Statistics, United States Courts, http://www.uscourts.gov/
bnkrpetystats/statistics.htm#june (last visited Sept. 25, 2010) (providing bankruptcy
statistics) (on file with the Washington and Lee Law Review).

189. See supra notes 11-15 and accompanying text (discussing FDIC resolution of
bankruptcies).

190. See supra notes 40-52 and accompanying text (discussing Chapter 11
bankruptcy).
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the agreement of the parties in a consensual reorganization or by the
bankruptcy judge in a cramdown.

Recently, at least one scholar has drawn upon prior literature to propose
a bank resolution mechanism that would convert a troubled bank’s capital
structure "automatically” or with minimal proceedings.'”’ This conversion
mechanism would follow the priority structure so that junior claims could be
cancelled if the assets of the bank were less than the aggregate value of more
senior claims.'”® For example, assume that banks must meet a required
minimum capital ratio of 8%. Suppose a bank that has issued 10 shares of
common stock becomes insolvent as the value of its assets fall from $1,000 to
just $800. Before resolution, its balance sheet reveals:

Assets Liabilities

$800 $870  Deposits
$50 General claims
($120) Equity (10 shares)

The bank’s assets are sufficient to satisfy only $800 of the $920 in
outstanding claims against it. Thus, to return to solvency, the ten shares and
$120 in debt must be cancelled. To meet the minimum capital requirements
an additional $64 of debt must be converted into equity. Because general
claims have lower priority than deposits, the general claims totaling $50 are
extinguished. Similarly, $70 of the deposits must be extinguished and $64 of
the deposits must be converted into equity,'” leaving $736 in deposit

191. See Luigi Zingales, Yes We Can, Secretary Geithner, 6 ECONOMIST’S VOICE 1, 3
(2009) [hereinafter Zingales, Yes We Can] (proposing "a new form of bankruptcy for banks,
where derivative contracts are kept in place and the long term debt is swapped into equity").
Professor Zingales does not fully develop this mechanism in his short piece, Luigi Zingales,
Plan B, 5 ECONOMIST’S VOICE 1 (2008) [hereinafter Zingales, Plan B] (discussing solutions
to the financial crisis). For earlier proposals that apply to all firms, not just banks, see Barry
E. Adler, Financial and Political Theories of American Corporate Bankruptcy, 45 STAN. L.
REv. 311, 323 (1993) (proposing a "Chameleon Equity" approach); Note, Distress-
Contingent Convertible Bonds: A Proposed Solution to the Excess Debt Problem, 104
Harv. L. REv. 1857, 1869-77 (1991) (discussing distress-contingent convertible bonds).
Many of the proposals call for debt conversion by contract; the description in the text
provides for mandatory conversion under the prescribed conditions. See Zingales, Yes We
Can, supra note 191, at 3 (calling for legislation creating "a new form of bankruptcy for
banks").

192. See Zingales, Yes We Can, supra note 191, at 4 (discussing the proposal’s effect
on junior claimants).

193. The mechanism need not formally cancel any debt that is equal in priority to the
residual claim. If, for example, the mechanism "converted” $13.40 in deposits to equity and

cancelled no deposits, the market would quickly cancel $7 by revealing that the equity is
worth just $6.40.
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liabilities. This does not deprive insured depositors of access to the insured
balances in their deposit accounts. Insured depositors are reimbursed by the
FDIC from the bank insurance fund in the amount of their insured deposits.
Their interests therefore are unaffected by the conversion of their debt into
equity.'” The FDIC in turn is subrogated to the rights of depositors it
reimburses, to the extent of the reimbursement.'”® Applicable priority rules
give insured and uninsured depositors equal priority in a bank resolution.'*®
Thus, the FDIC and the bank’s uninsured depositors (if any) are issued shares
in proportion to their share of the $64 in deposits converted to equity. The
FDIC can sell its shares, as it can sell almost any asset in a bank’s
resolution.'”’

Automatic debt conversion offers speed and reduced administrative
costs.'”® However, even a truly automatic debt conversion mechanism would
likely fail to yield these benefits unless the capital structures of banks are
radically changed. If applied to the banks that have actually failed, these
proposals would have granted the FDIC most (and in most cases nearly all) of
the shares of the failed bank. The FDIC will have to sell these shares;
financial constraints force it to do so. The costs of such sales might equal or

194. See Zingales, Yes We Can, supra note 191, at 5 (proposing such a debt conversion
scheme). Zingales’ proposed debt conversion scheme for systemically important banks
exempts individual depositor liability. See Zingales, Plan B, supra note 191, at 4 ("My plan
would exempt individual depositors, who are federally ensured."). Because conversion does
not affect the liquidity to insured individual deposits, the exemption is unnecessary.

195. See 12 U.S.C. § 1821(g) (2006) (providing for subrogation).

196. See id. § 1821(d)(11)(A)(ii) (giving equal priority to "[a]ny deposit liability of the
institution").

197. See supra notes 11-17 and accompanying text (discussing resolution by the
FDIC).

198. See supra note 169 (discussing costs of resolution). Estimates of the direct costs
to the FDIC, although imprecise, are as high as 21% of asset values. Supra note 169. By
comparison, the direct costs of traditional Chapter 11 reorganizations are much lower.
Estimates of median direct costs vary between 1.4% and 1.69% of pre-bankruptcy assets.
See Arturo Bris et al, The Costs of Bankrupicy: Chapter 7 Versus Chapter 11
Reorganization, 61 J. FIN. 1253, 1277, 1284 (2006) (providing a median direct cost of 1.69%
of pre-bankruptcy assets); Lynn M LoPucki & Joseph W. Doherty, The Determinants of
Professional Fees in Large Bankruptcy Reorganization Cases, 1 J. EMp. LEGAL STUD. 111,
127 (2004) (providing a median direct cost of 1.4% of pre-bankruptcy assets); Brian L.
Betker, The Administrative Costs of Debt Restructurings: Some Recent Evidence, 26 FIN.
MGMT. 56, 61 (1996) (providing a median direct cost of 3.37% of pre-bankruptcy assets);
Lawrence A. Weiss, Bankruptcy Resolution: Direct Costs and Violation of Priority of
Claims, 27 J. FIN. ECON. 285, 299 (1990) (providing a median direct cost of 2.5% of pre-
bankruptcy assets).
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exceed the costs the FDIC currently incurs in selling the assets of failed bank
through a receivership.'”’

A debt exchange in almost every past bank failure would have left the
FDIC as the majority shareholder because almost all failed banks have no or
little debt subordinate to deposits and little uninsured deposits at the time of
failure 2 At the same time, insured deposits are the major liabilities of most
banks.”' Because the FDIC is subrogated to the claims of insured depositors,
it ultimately shares loss with uninsured depositors when a bank fails. The
consistent pattern of FDIC loss shows that depositors lose money in most
bank failures.”” Thus, a debt exchange will give depositors equity in the
typical failed bank. The FDIC will receive the largest share of equity,
because insured deposits represent most deposit liabilities of typical failed
banks. However, the FDIC is unlike holders of swapped debt in nonbank
firms. Creditors in nonbank firms whose debt has been converted to equity
might want to retain it. The conversion can give them a control premium in
the firm stock. Alternatively, the equity can give a creditor a strategic
advantage in the relevant industry. More generally, financial constraints do
not generally restrict their ability to hold firm stock. The FDIC is different.
It cannot retain large equity positions that come from debt conversions of
failed banks. To avoid exhausting the balance of the deposit insurance fund,
the FDIC must sell bank assets, and FDIC policy requires as much.’”® For the

199. See supra notes 11-15 (discussing receivership under FDIC).

200. Required increases in the amount of unsecured claims or subordinated debt would
increase the amount of debt junior to deposit liabilities that could be converted into equity.
Alternatively, required increases in the amount of equity would avoid the risk of insolvency
altogether. The relative merits of these proposed requirements are beyond the scope of this
Article. For assessments of the proposals, see generally Douglas D. Evanoff & Larry D.
Wall, Subordinated Debt and Bank Capital Reform (Fed. Res. Bank of Chicago, WP 2000-
07, Aug. 2000); Study Group on Subordinated Notes and Debentures, Staff Study 172:
Using Subordinated Debt as an Instrument of Market Discipline, (Fed. Res. Sys., Dec.
1999).

201. See supra Part I1.B ("Domestic deposits account for the overwhelming majority of
bank liabilities, and almost all of these domestic deposits are insured.").

202. See supra Part I1.B (discussing losses when banks fail).

203. See supra note 13 and accompanying text (discussing FDIC Asset Disposition
Manual suggested timelines for sales). The Federal Deposit Insurance Act requires the
balance of deposit insurance fund to satisfy a statutorily mandated minimum "designated
reserve ratio”: The ratio of the balance of the deposit insurance fund to insured deposits.
See 12 U.S.C. § 1817(b)(3) (2006) (discussing the designated reserve ratio). Paying losses
to insured deposits reduces the balance in the fund, thereby also reducing the effective
reserve ratio. The designated reserve ratio therefore limits the amount available to the FDIC
to pay insured depositors. By increasing the fund balance, the FDIC in principle can pay
insured deposits while staying within the designated reserve ratio. The fund balance can be
increased by increasing assessments against member banks, special assessments, or
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same reason, it would have to sell its equity in failed banks obtained under a
debt conversion scheme. Thus, debt conversion schemes do not avoid the
cost of asset sales in the case of failed banks. They merely postpone those
costs so that they are incurred later, outside of the formal resolution process.
Again, a plausible accounting must count these costs as resolution costs.
These costs might equal the administrative costs the FDIC currently incurs in
disposing of failed bank assets.

Automatic debt conversion increases the speed and reduces the cost of
the final resolution only if the FDIC can more easily dispose of the stock of a
failed bank than it can dispose of the assets of a failed bank through a
receivership. We see little reason why this would be true. Shares of a firm
are just a claim against all of the assets of that firm. Acquirers of failed banks
have demonstrated that they do not want to buy the troubled assets of the
failed bank: Most purchase less than one quarter of the failed bank’s
assets.”™ True, acquirers may be more willing to purchase shares than
troubled assets because of the option inherent in a highly leveraged firm. The
acquirer would risk only the amount that they paid for the equity. Any
further decline in the value of the assets of the firm would be bome by the
holders of the debt (mainly the FDIC). However, the FDIC can, and does,
effectively replicate this structure in some current transactions. The FDIC
frequently sells all or substantially all of the assets of the failed bank to the
bank that assumes the deposits. In these sales the FDIC simultaneously
assumes the risk of a major decline in the value of these assets through a loss
sharing agreement.2”®

As noted in Part IIL.B, the capital structure of the very largest banks
differ markedly from those of nearly all banks that have actually failed, and it
is more plausible that an automatic debt conversion mechanism would not
leave the FDIC as the dominant shareholder.?”® Because this Article uses
data from banks that have actually failed, it has little to say about the very
largest banks. Only one truly "mega-bank" has failed in the last fifteen years.
However, we question whether an automatic conversion mechanism would
really offer significant advantages over the current system. There are less and

borrowing from the Treasury. See id. § 1817(b)(5) (describing emergency special
assessments); id. § 1824(a) (describing FDIC’s borrowing authority). Political resistance
makes these options infeasible on an ongoing basis. In practice the balance in the deposit
insurance fund is fixed. Thus, to maintain the designated reserve ratio, the FDIC generally
must sell bank assets in order to pay insured deposits.

204. See supra note 81 and accompanying text (providing relevant statistics).

205. See supra Part I1.B (discussing loss sharing agreements).

206. See supra Part I11B. (discussing the FDIC as residual claimant).
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more serious problems of design. The less serious problem is the authority to
trigger the conversion of debt to equity and cancellation of existing equity.
Stakeholders do not have complete information about the value of the assets
and therefore are likely to have different opinions about the bank’s assets’
values. They therefore are unlikely to all agree on the need for
recapitalization. The bank’s balance sheet cannot be used as a reliable basis
of information, because it computes assets and equity at book value. Book
values tend to lag behind the market value of assets at troubled banks.>”’
Because stakeholders are unlikely to trigger the debt conversion, the FDIC
(or some other entity) must have the authority to trigger it. A plausible and
observable trigger is the FDIC’s seizure of a bank. This authority does not
give the FDIC control in resolving the bank: Its seizure of the bank simply
triggers the conversion of debt to equity. The FDIC’s role is limited to
initiating the process by which debt is restructured automatically.

The more serious problem is the design of the financial trigger the FDIC
is to use to initiate the resolution process.”” Debt is to be converted to equity
when the bank is economically insolvent: When all claims due against the
bank cannot be satisfied from its earnings. The conversion mechanism
requires some estimate of the market value of the firm’s assets. However,
these estimates are sometimes difficult to gauge, indeterminate, and
manipulable. Loans are important assets of banks, and nonstandard terms in
commercial or installment loans and unobservable risk characteristics of
borrowers make many loans difficult to value when not traded in active
markets. Something similar might be true of securitized assets on a bank’s
books. Market value in both cases is hard to determine. Financial triggers
based on share price cannot be used at all for banks in which equity is
privately held. Although the market price of traded shares can be used,
variance in daily trading prices can be random. Averaging traded prices over
a longer period avoids this trouble but brings another: Strategic manipulation
of share prices. For instance, debt holders expecting FDIC intervention
might short shares of the bank in an effort to drive the price down. A lower
share price allows them more shares if their debt is converted to equity.””

207. See Joe Peek & Eric S. Rosengren, The Use of Capital Ratios to Trigger
Intervention in Problem Banks: Too Little, Too Late, NEW ENGLAND ECON. REV.49, 51-52
(Sept./Oct. 1996) (noting a lag of reductions in leverage ratios behind deterioration in bank
health).

208. See infra notes 220-22 and accompanying text (discussing the resolution process).

209. See Flannery, supra note 185, at 186 (discussing how a trigger ratio should be
computed and how often it should be evaluated); Squam Lake Working Group on Financial
Regulation, supra note 185, at 4 (discussing triggers).
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Although this manipulation is unlikely to be successful with large banks
whose stock is actively traded, it might work with smaller banks whose
shares are less actively traded. A financial trigger geared to share value also
might entice management to try to lower share price by bringing FDIC
intervention, for the purpose of having conversion result in more shares
issued.

These problems in design do not make a debt conversion scheme
unworkable. However, they make implementing it infeasible for bank
resolutions. Methods of estimating the bank’s value that use market
mechanisms likely cannot be applied. They rely on time and liquidity that
may not be available in the case of many failed banks. Take Bebchuck’s
proposal to give stakeholders an option to purchase senior claims for their
face amount.'® Assume that the bank has two creditors, each with $100
claims having equal priority. Suppose the market price of the bank is $200.
Debt conversion cancels the shareholder’s stock and transforms the creditors’
$200 claims to equity. Under Bebchuck’s proposal, the shareholders are
entitled to regain their stock for the face amount of claims.?"' If shareholders
believe that the bank is worth more than $200, they will repurchase their
stock. If they believe the bank is worth less than $200, they will not. In this
way the repurchase option avoids the need to rely on market price in
converting debt to equity.

Bebchuck’s proposal requires liquidity and time that often is missing in
bank failures. The proposal sets a stipulated short period in which
stakeholders can exercise their options.212 In the case of failed banks, this
period must be very short. Otherwise, uncertainty about the bank’s capital
structure risks disrupting its operations. To exercise their options within the
period, stakeholders need funds quickly. This usually is not a problem where
the price of exercising their options is small relative to their wealth. But
liquidity is a problem when the required exercise price is proportionately
large even for institutional shareholders. Stakeholders with large illiquid
holdings can borrow funds in amounts needed to exercise their options.
However, the ability to borrow quickly is not guaranteed. A lender will not
make an unsecured loan for $200 if the market price of the shares in a bank is
less than $200. Although it might lend $200 on a secured basis, the lender

210. See Lucian Arye Bebchuk, A New Approach to Corporate Reorganizations, 101
Harv. L. REv. 775, 785 (1988) (proposing a new "method of dividing the reorganization
pie").

211. See id. at 781 (providing an examplie of the proposed approach).

212.  See id. at 789 (proposing a "brief period between the issue date and the exercise
date").
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needs time to value collateral and obtain the required security interest. The
time needed can exceed the period in which the stakeholder can exercise its
option. Because the stipulated period must be very short in bank failures,
liquidity problems likely prevent stakeholders from exercising their purchase
options.”" In these cases the market price of the bank effectively is final: It
determines the division of value among the bank’s stakeholders according to
their priority. By comparison, the pricing mechanism used in FDIC-led bank
resolutions works quickly. The FDIC solicits bids prior to closing the bank;
the winning bid usually determines the value of the bank.

V. Bank Holding Companies and Nonbank Financial Companies

So far this Article has focused on the control of the resolution of failed
banks. We turn now to the holding companies that own the stock of these
banks or firms offering financial services. Most banks are affiliates of bank
holding companies.'* While their bank subsidiaries are resolved by the
FDIC, the bank holding companies and their nonbank subsidiaries can, and
do, file for protection under the Bankruptcy Code.2"® Part I argued that the
FDIC should control the disposition of a failed bank’s assets because it is the
residual claimant on those assets’'® This section asks whether this
justification supports proposals to alter the resolution procedure for certain
bank and financial holding companies. We conclude that it does not.

The comprehensive financial reform bill recently enacted by Congress
changes this allocation of resolution authority for the largest bank holding
companies and nonbank financial companies.’’” The legislation creates an

213. See Philippe Aghion et al., The Economics of Bankruptcy Reform, 8 J. L. ECON. &
ORG. 523, 540 (1992) (providing alternatives to Chapter 11 reorganization). The alternative
proposed by Aghion et al. also gives stakeholders purchase options on equity. See id.
(discussing this proposal). Their stipulated period of one month in which these options are
exercisable enhances the ability of stakeholders to obtain needed funds. See id. at 535
(proposing a one month exercise period). However, a month is far longer than the time in
which bank failures plausibly must be resolved.

214. See supra note 29 and accompanying text (noting the high proportion of U.S.
banks owned by bank holding companies).

215. Some of their nonbank subsidiaries may also be ineligible for bankruptcy
protection. For example, insurance companies cannot file for bankruptcy. See 11 U.S.C.
§ 109(b)(2) (2006) (listing exclusions to the definition of debtor under chapter 7).

216. See supra Part 111 (discussing FDIC control of bank insolvencies).

217. See Dodd-Frank Wall Street Reform and Consumer Protection (Dodd-Frank) Act,
Pub. L. No. 111-203 (West, Westlaw through 2010 legislation), HR. 4173, 111th Cong.
(2010) (to be codified in scattered sections of 12 U.S.C.).
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"orderly liquidation authority” (OLA) for "covered financial companies."*'®

Covered financial companies essentially include bank holding companies,
their nonbank and broker dealer subsidiaries, and nonbank financial
companies whose revenues mostly derive from financial activities.*”® These
companies are subject to the OLA’s special resolution procedure if their
actual or likely failure would have "serious adverse effects on financial
stability in the United States."””®  Although undefined, these effects
presumably include systemic risk to the U.S. financial market created by
default. The procedure is triggered by a voting among designated authorities
according to a voting rule adapted from the FDIC voting rule required for a
finding of systemic risk.”?’ Once triggered, the Secretary of Treasury will
appoint the FDIC as receiver to liquidate the financial company.””” (The
FDIC in turn will appoint the Securities Investor Protection Corporation as
receiver to liquidate registered brokers or dealers subject to the OLA.)*>
Initiation of the Resolution Act’s resolution procedure displaces the
Bankruptcy Code and ends an ongoing bankruptcy case of the holding
company or its covered subsidiaries.”® The OLA requires the FDIC to
dispose of assets in a manner which, inter alia, is "necessary for purposes of
the financial stability of the United States and not for the purpose of
preserving the covered financial company."**

The OLA’s special resolution procedure gives the FDIC the authority to
provide direct assistance to these systematically important covered
companies, including covered bank holding companies.””® The assistance

218. See id. §§ 201(a)(11), 202(a)(1), H.R. 4173 §§ 201(a)(11), 202(a)(1) (defining the
term "financial company" and instructing how to properly commence an orderly liquidation).

219.  See id. § 201(a)(11), (b), H.R. 4173 § 201(a)(11), (b) (defining the term "financial
company" and outlining the definitional criteria).

220. Id. § 203(b)(1), (2), H.R. 4173 § 203(b)(1), (2).

221. Seeid. § 203(a)(1), H.R. 4173 § 203(a)(1) (requiring parties to vote with regards to
the written recommendation); ¢/ 12 U.S.C. § 1823(c)(G) (2006) (providing for emergency
determination of systemic risk by the FDIC Board of Directors); Financial Stability
Improvement Act of 2009, H.R. 3996, 111th Cong. § 1603(a)(1) (2009) (providing a similar
voting procedure for the Federal Reserve Board).

222. See Dodd-Frank § 204(b), H.R. 4173 § 204(b) (appointing the FDIC as receiver).

223. See id. §205(a), HR. 4173 §205(a) (instructing the FDIC to appoint the
Securities Investor Protection Corporation as a trustee for the liquidation).

224. See id. §208(a), H.R. 4173 §208(a) (dismissing any case or proceeding
commenced under the Bankruptcy Code).

225. Id § 206, HR. 4173 § 206.

226. See id. § 204(d), H.R. 4173 § 204(d) (authorizing the OLA to make loans to the
covered financial company, purchase or guarantee the assets of the covered financial
company, or assume or guarantee the obligations of the covered financial company); id.
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comes from sums borrowed from the Treasury Department.””” To repay

Treasury, the OLA establishes a segregated fund in the Treasury (the Orderly
Liquidation Fund, or OLF) supplied by assessments on covered financial
companies.”® Commentators debate whether failing bank holding companies
should receive government assistance.”” One point of dispute is systemic risk.
Systemic risk, although often invoked, is hard to define and arguably regulate
effectively. The failure of financial institutions can produce significant loss in
financial institutions or nonfinancial markets. However, the distinction between
cascading losses resulting from a financial company’s failure and large
macroeconomic effects produced by its failure is elusive. Significantly, the OLA
employs but does not define the operative notion of systemic risk. >’ Another
dispute is over the consequences of financial assistance. Assistance may dampen
the effects of financial breakdowns and thus avert major losses to the real
economy. On the other hand, assistance represents a cross-subsidy from
contributing holding companies which do not create systemic risk. The cross-
subsidy makes financial institutions more willing to engage in risky behavior and
may make financial breakdowns more likely.

This Article takes no position on systemic risk or how effectively the OLA
or supervisory authority regulates it?*' It focuses instead on control of the

§ 210(a), H.R. 4173 § 210(a) (giving the FDIC a wide range of enumerated powers to assist
covered financial companies). In exercising these powers the OLA is instructed to ensure
that the "creditors and shareholders will bear the losses of the financial company." See id.
§ 204(a), H.R. 4173 § 204(a) (discussing the purpose of OLA).

227. See id. §210(n)(5), H.R. 4173 §210(n)(5) (listing the parties that have the
authority to issue obligations).

228. See id. § 210(n)(1), (0)}(1)(B), H.R. 4173 § 210(n)(1), (0)(1)(B) (establishing the
OLF and requiring the FDIC to recover risk-based assessments on certain financial
companies when necessary to repay the Treasury).

229. See, e.g., Ken Ayotte & David A. Skeel, Jr., Bankruptcy or Bailouts?, 35 J. COR®.
L. 469, 483-88 (2010) (discussing the issues surrounding government assistance to failing
banks).

230. See Dodd-Frank § 203(b)(2), H.R. 4173 § 203(b)(2) (requiring a determination
that the failure would have "serious adverse effects on the financial stability of the United
States"); see also George G. Kaufman & Kenneth E. Scott, What is Systemic Risk, and Do
Bank Regulators Retard or Contribute to It?, 7 INDEP. REV. 371, 372-75 (2003) (providing a
description of different notions of systematic risk).

231. We also do not address two subsidiary questions. One is the choice of
governmental agency to provide assistance. The second question concerns how the
assistance is funded. In the recent crisis Treasury provided money to bank holding
companies pursuant to the Troubled Asset Relief Program. See generally U.S. DEP’T OF
TREASURY, TARP CAPITAL PURCHASE PROGRAM, available at http://www.ustreas.gov/press/
releases/reports/document5hp1207.pdf. Some of the motivation for the Resolution Act is a
desire to shift the funding of this assistance from general tax revenue to a special fund
administered by the FDIC and raised by assessments on large bank holding companies. This
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resolution process itself. To begin, notice that FDIC-provided financial
assistance does not by itself require or justify FDIC control over a bank holding
company’s resolution. Such assistance gives the FDIC a claim against the bank
holding company in its resolution. But this says nothing about whether the FDIC
must or should control the company’s resolution process. For example, the
federal government provided substantial loans and other assistance to General
Motors both before and after it filed for bankruptcy and thus had a claim on
General Motors’ assets.>> Although the government may have played a major
role in the General Motors bankruptcy, the other claimants were at least entitled
to notice and a hearing before General Motors sold most of its assets.””®
Similarly, if the Treasury or Federal Reserve® provides assistance to a bank
holding company it will have a claim against the company. Under present law,
in the holding company’s bankruptcy, the government shares control with all
other claimants against the holding company’s estate. It does not completely
control the holding company’s resolution. In short, current law adopts a rule of
"claim without total control.” Of course, a change in law could give the FDIC or
other government agency total control over the resolution process, even if it had
no claim against the holding company. "Total control without a claim" has a
historical precedent. A predecessor bill to the 1933 Bank Act proposed a federal
agency to dispose of failed banks.>** The proposal was based on perceived
inefficiencies in state bank receiverships. Similarly, inefficiencies in the
Bankruptcy Code might justify a government-controlled receivership process for
bank holding companies. Our point is simply that a claim against a holding
company does not by itself require or justify control of the company’s resolution.
The residual claimant principle defended in Part II does not justify the
FDIC’s control of the resolution of bank holding companies. The FDIC could
have a significant claim against the failed bank holding company, either because
it provided direct assistance to the holding company®**® or if the bank holding

shift may make direct government assistance more politically palatable by blunting populist
anger over the use of general tax revenue to rescue large banks. This shift may also have
desirable tax incidence implications, although we know of no study that has conducted the
necessary analysis.

232. See supra note 53 and accompanying text (detailing the sales of both Chrysler and
GM).

233.  Supranote 53 and accompanying text.

234.  See 12 U.S.C. § 343 (2006) (providing limited authority for the Federal Reserve Bank
to lend to nonbanks).

235. See supra notes 150-51 and accompanying text (describing the proposed Federal
Liquidating Corporation, which would have had power to completely liquidate a failed bank
regardless of the government’s lack of a claim against the bank).

236. The OLA permits the FDIC to fund companies from sumns borrowed from the Treasury
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company issued a source-of-strength guarantee in connection with a
previous capital restoration plan.”’ However, we doubt that this claim
would often make the FDIC the residual claimant of the systematically
important failed bank holding company. The Resolution Act gives the
FDIC priority over general claims and subordinated debt™® just as current
law grants the FDIC priority over the general claims and subordinated
debt of banks.”® Unlike most banks, however, the largest bank holding
companies have substantial amounts of general claims and subordinated
debt.”* Thus, the FDIC would be the residual claimant only if the

Department. .

237. See 12 U.S.C. § 1831(e)(2)E) (providing that FDIC approval of a capital restoration
plan requires the controlling company to guarantee the lesser of 5% of undercapitalized bank’s
assets or the amount needed to adequately capitalize bank). The Federal Reserve Board has its
own broader source-of-strength authority. See 12 C.F.R. § 225.4(a)(2) (2009) (granting the Board
the power to require a bank holding company to cease any financially risky activity). While
exercise of that authority can give the Board a claim against the parent, it does not give the FDIC
aclaim. See id. (granting authority only to the Federal Reserve Board).

238. See Dodd-Frank § 210(b)(1), H.R. 4173 § 210(b)(1) (ordering the priority of
claims); cf. Establishing a Framework for Systemic Risk Regulation: Hearing Before the H.
Comm. on Banking, Housing, and Urban Affairs, 111th Cong. 7 (2009) (statement of Sheila
C. Bair, Chairman FDIC) ("The new resolution powers should result in the shareholders and
unsecured creditors taking losses prior to the government . . . .").

239. See 12 US.C. §1821(d)(11)(A) (providing the FDIC’s position in order of
priority); id. § 1813(/)(5) (defining the term "deposit").

240. Most of the assets of the five largest U.S. bank holding companies are in the form
of stock or debt held in their bank and nonbank subsidiaries, as the following chart shows.

. Holding Company: March 31,2

" Sachs

J.P, Morgan __Citigroup
. Tota] Assets. | 444.5 L 3615 s g 293 . _
¢ Stock in Subs | 184:2'(41.4%) 1926 (53.2%)  241.3°(54%) %) 66.4(22.6%) °
“Loans to Subs | 148.6 (33.4%) 134.1 (37%) __ 53.2 (11.9%) 718.2 (30.3%) _ 171.5 (60.5%)
, Total :

O s S 27435 TS L2073 wast2t o S2end |
“Short Term Debt

“Commercial | 28.5 (103%)  0(0%) . 91(43%) _ 53(3%)  346(15,1%)
Paper ' ' : ‘
Other 35302%)  102(46%)  130(62%) 223 (141%) 1553 (67.7%)
-Long Term Debt :
g‘;g‘t’”d‘“a‘e" 27.6(10%)  265(12.1%) 20.5(142%) 134(85%) 53 (23%)

Other Debt | 144.5 (52.6%) 127.6 (58.6%) 114.3 (55.1%) 79.5 (50.5%) 17.6 (1.6%)

Other
Liabilities 6.1 (2.2%) 1.7 (3.5%) 79 (3.8%) 56(3.5%) 161 (7%)
Amounts in Billions (rounded). Source: http://www.ffec.gov/nicpubweb/nicweb
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value of the bank holding company’s assets fell by an amount sufficient to
extinguish this debt. This is unlikely. At a minimum, ongoing regulatory
supervision of bank holding companies are likely to make such significant
declines in assets values infrequent in the range of cases. In fact, the FDIC is
also unlikely to be the residual claimant when the very largest banks fail.
These mega-banks are the subsidiaries of the systematically important bank
holding companies. As a result, the residual claimant principle suggests that
the FDIC should have less control over the failure of large banks and their
parent corporations, not more.**!

Supporters of the OLA might argue that the FDIC’s relative lack of a
financial interest makes it an impartial agent, much like a bankruptcy trustee
in Chapter 7 or a state receiver.’*> A crucial difference, however, is that
bankruptcy and state receivership law subjects the trustee or receiver’s
control to judicial oversight and grants interested parties the right to be heard.
The FDIC is not subject to similar oversight’*® Judicial scrutiny helps
mitigate the risk that the agent will slacken her efforts or serve her own
interest. On the other hand, this oversight delays resolution and may increase
administrative costs. It is at least theoretically possible that the benefits
provided by speed would outweigh the costs of a loss of judicial oversight.

In Section IIl we rejected speed and secrecy as a justification for the
FDIC’s control of bank resolutions, and we are skeptical about its use to
justify FDIC control of very large bank holding companies or other financial
concerns. The first reason we rejected speed and secrecy in the bank context
does not apply to bank holding companies. Bank resolutions promptly
reimburse insured depositors; they do not promptly dispose of the failed
bank’s assets. Bank holding companies and nonbank financial companies do
not take in deposits. However, they do have short-term obligations that may
make them vulnerable if their counter-parties get nervous and try to quickly

241. This is subject to the same caveats that we expressed above. For example, the
assignment of control to the FDIC might still be efficient even if it is not the residual
claimant if this gives subordinated claims an incentive to ensure that the firm does not
become insolvent and the FDIC does not seize control.

242. This assumes that the FDIC has no stake in the failed firm or that there is sufficient
debt junior to the FDIC to insulate the FDIC from loss.

243, See supra note 100 and accompanying text (noting that claimants against failed
banks do not, under current law, have recourse to voting procedures or judicial interference
in disposition of the bank’s assets); ¢f Dodd-Frank § 202(a)(1)(A)(iii), H.R. 4173
§ 202(a)(1)(A)(iii) (stating that review of the Treasury Secretary’s determination of
company actual or immanent default is subject to the "arbitrary and capricious” standard); id.
§ 210(c), H.R. 4173 § 210(c) (stating that court action which limits the FDIC’s exercise of
power if permitted to the extent that it is provided in the OLA).
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withdraw their funds. A prompt resolution could perhaps ease counter-party
fears if it could somehow solve the liquidity crisis by quickly disposing of the
assets and reimbursing creditors.

The FDIC’s experience in quickly resolving failed banks is not
encouraging. It gives no reason to believe that the FDIC would resolve a
bank holding company much more quickly than would bankruptcy, unless the
FDIC were willing to provide substantial assistance that shifts much of the
risk of loss to the FDIC itself*** Recall that in most bank failures the FDIC
retains at least 75% of the failed bank’s assets after the initial assignment and
assumption”” and liquidates them over a period of about four years.** By
contrast, bankruptcy courts required a little less than one and a half years, on
average, to dispose of the filings of large publicly traded corporations
between 1995 and 2008.2*" 1t is reasonable to expect an even slower pace in
disposing of assets at the holding company level that affiliate banks do not
typically maintain. Granted, the FDIC sometimes sells all or substantially all
of the assets of the failed bank immediately upon seizing the failed bank.
These resolutions are marginally quicker than the fastest bankruptcies
resolved by use of Section 363. However, in conducting these immediate
sales the FDIC usually agrees to bear much of the risk of a fall in the value of
these assets through a loss-sharing agreement.**® 1t is the FDIC’s willingness

244, Sheila Bair, the chairman of the FDIC, might disagree with this assessment. In a
recent editorial she argued in favor of the proposed reforms because the FDIC has a proven
record of resolving failed banks without disrupting credit services. See Sheila Bair,
Editorial, Beyond Bankruptcy and Bailouts, WALL ST. I., Apr. 5, 2010, at A19 (arguing that
the FDIC’s record supports the proposed reforms). We argue that this ability to maintain
liquidity for depositors depends on the FDIC’s deposit insurance and not its expertise in
resolving failed financial institutions. Others are more skeptical of the value of the FDIC’s
experience, noting that the banks resolved by the FDIC are much smaller and have
qualitatively different assets and liabilities than the systematically important institutions that
are the subject of the bill. See, e.g., Peter J. Wallison & David Skeel, Editorial, The Dodd
Bill: Bailouts Forever, WALL ST.J., Apr. 7, 2010, at A15 (arguing against the proposed bill
based on the nature of the systematically important institutions it targets).

245. See supra note 81 and accompanying text (noting that in 51% of reported cases,
less than 25% of the failed bank’s assets were purchased back).

246. See supra note 13 and accompanying text (providing an average timeline for
liguidation of the failed bank’s assets).

247. We used Lynn LoPucki’s Bankruptcy Research Database to calculate this figure.
See Lynn M. LoPucki’s Bankruptcy Research Database, http://lopucki.law.ucla.edw/
bankruptcy_research.asp (last visited Sept. 28, 2010) (providing a database of bankruptcy
cases for research) (on file with the Washington and Lee Law Review).

248. See supra notes 81-82 and accompanying text (noting that when the FDIC was
able to sell the majority of the assets of the failed bank, it usually entered into a loss-sharing
agreement with the buyer, retaining much of the risk of a decline in value).
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to retain troubled assets or assume the risk of a decline in their value that
provides liquidity and prevents the assets from being sold at "fire sale" prices.
In a bank failure the FDIC’s willingness to assume this risk is
unobjectionable; the FDIC already accepts this risk when it insures the major
liability of the bank-—the domestic deposits. The FDIC has not, however,
guaranteed the short-term obligations of bank holding companies. Although
bank failures cannot be directly compared to bankruptcy filings, the burden of
proof is on the proponents of change in the resolution of bank holding
companies.

VI. Conclusion

It is not obvious why the FDIC should have the central role it has in
resolving failed banks. The bankruptcy law of most other countries does not
give bank regulators this role. Two arguments sometimes are given to justify
the FDIC’s control over the bank resolution process: speed in asset disposal
and the FDIC’s status as the largest creditor of the failed bank. The argument
from speed wrongly conflates the quickness with which assets are disposed
with the quickness with which deposits can convert their deposits into cash.
Speed in disposing of assets has nothing to do with preserving the liquidity of
deposits. This Article, however, takes seriously the FDIC’s status as the
largest creditor of the typical failed bank and the implications of this status.
Data suggest that the likely asset values of most failed banks makes the FDIC
the residual claimant on those assets. It therefore has the proper incentives to
act to maximize these asset values. Other stakeholders in those assets do not
have the same incentives. This is distinctive of most bank insolvencies, and
justifies giving the FDIC control of the resolution process. Things could be
different and sometimes are. The capital structures of mega-banks often
differ from those of the typical failed bank. Bank holding companies too
exhibit more complicated capital structures, with significant general and
subordinated debt. With large banks, the allocation of control to the FDIC is
presumptively unjustified. Nonregulatory claimants likely are the residual
claimants on the assets of bank holding companies. In both cases the residual
claimant principle demands that these claimants be given a voice. The
FDIC’s control over the resolution of these entities must be justified on other
grounds.






