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TOO BIG TO FAIL: THE ROLE FOR BANK-
RUPTCY AND ANTITRUST LAW IN FINAN-
CIAL REGULATION REFORM (PART I)

THURSDAY, OCTOBER 22, 2009

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON COMMERCIAL
AND ADMINISTRATIVE LAW,
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Subcommittee met, pursuant to notice, at 11:05 a.m., in
room 2141, Rayburn House Office Building, the Honorable Steve
Cohen (Chairman of the Subcommittee) presiding.

Present: Representatives Cohen, Conyers, Maffei, Johnson, Chu,
Franks, Jordan, Coble, and King.

Staff present: (Majority) Eric Tamarkin, Counsel; Adam Russell,
Professional Staff Member; and (Minority) Daniel Flores, Counsel.

Mr. CoHEN. Thank you. Thank you. This hearing of the Com-
mittee on the Judiciary, Subcommittee on Commercial and Admin-
istrative Law will now come to order.

Without objection, the Chair will be authorized to declare a re-
cess of the hearing. Before I start I would like to recognize Ms.
Chu, who is our new Member of the Subcommittee, and we wel-
come her to the Committee, and we would like to recognize you for
any opening statement you would like to make or hear the Bruin
fight song.

Ms. CHU. Well, I am very pleased to join this Committee and to
have this as my first Committee hearing, so thank you very much.

Mr. COHEN. You are welcome, and we are honored to have you.

I will recognize myself for a short statement. Today we meet to
consider the critical question of whether the Administration has
met its burden of demonstrating that the bankruptcy code should
be set aside with respect to large, non-bank, financial institutions
that are critical to the Nation’s financial system—too big to fail. In
place of the regular bankruptcy process the Administration pro-
poses that Congress grant enhanced resolution authority for such
institutions, similar to the authority that the FDIC currently has
with respect to banks.

This Subcommittee has not yet formed an opinion on the merits
of the Administration’s resolution authority proposal. Given, how-
ever, that this Subcommittee is charged with ensuring the effective
functioning of the Nation’s bankruptcy system and the three-part
system of government that we have had for 200-and-something
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years, we take a keen interest in any move to go outside that sys-
tem.

Additionally, a resolution authority proposal raises some anti-
trust concerns that my distinguished colleague, Hank Johnson, the
Chairman of the Courts and Competition Policy Subcommittee will
probably address in more detail. I thank Chairman Johnson for his
willingness to allow this hearing to take place before this Sub-
committee for scheduling purposes.

Proponents of enhanced resolution authority contend that the
bankruptcy process is inadequate to handle insolvent but system-
ically important financial institutions. These proponents assert
that bankruptcy law is too slow to address the imminent collapse
of a systemically significant financial institution and that this lack
of speed creates dangerous uncertainty in financial markets. Nev-
ertheless, this is what the Constitution and the past statutes have
dictated as the proper course.

They also contend that the mere act of a bankruptcy filing by a
large, interconnected financial institution could have a desta-
bilizing effect on the financial system because markets and inves-
tors react very badly to news of such filings. Proponents of resolu-
tion authority point to the chaotic aftermath of Lehman Brothers’
bankruptcy filing as well as the ad hoc government financial assist-
ance given to AIG to avert its imminent collapse. They maintain
that what transpired served as proof that resolution authority for
non-bank financial institutions in financial trouble is needed to
provide a mechanism for the orderly restructuring, sale, or liquida-
tion of such entities.

In response there have been some criticisms leveled at the pro-
posed resolution authority. The President’s critics contend that
granting resolution authority to those financial firms deemed to be
systematically significant may be interpreted as a guarantee of a
future government bailout should those firms run into financial
trouble, thereby encouraging continued irresponsible risk-taking by
such firms.

Others, including Harvey Miller, one of our distinguished panel-
ists, Lehman’s bankruptcy council, note that some tweaks—with
some tweaks the bankruptcy code is perfectly capable of dealing
with insolvencies of systematically important, non-bank financial
institutions. Additionally, according to Mr. Miller, the creation of a
new resolution regime may, in fact, raise a host of transparency
and due process concerns, all of which have constitutional issues
involved.

A resolution mechanism independent of bankruptcy, if carefully
crafted to avoid the creation of moral hazard and with sufficient
elements of transparency and due process might be an effective
way to save the systematically important institution, or also cre-
ating a means of orderly wind-down, should that be necessary.

The burden remains with the proponents of the resolution au-
thority, however, to demonstrate to the satisfaction of Congress
and this Subcommittee, in particular, that the bankruptcy system
truly does not offer such a mechanism already with respect to non-
bank financial institutions and that any actions of this creation
would not violate constitutional authorities that have long held this
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;:_ountry in great esteem and which are the basis of our oath of of-
ice.

I hope that this Subcommittee, which is charged to oversee the
Nation’s bankruptcy system, can gain some useful insight from our
witnesses as it considers the merits of the resolution authority pro-
posal. Accordingly, I look forward to receiving today’s testimony.

I now recognize my colleague, the distinguished Ranking Mem-
ber of the Subcommittee, Mr. Franks, for his opening remarks.

Mr. FrRANKS. Well, thank you, Mr. Chairman. You know, Mr.
Chairman, I know in many areas of this Committee, just the na-
ture of the Committee means that we often have starkly different
perspectives, and I am sure that there are going to be some of
those things exhibited here today, but I want you to know that I
appreciate you for holding this unusually important hearing.

I want to salute you for your leadership and that of the Chair-
man of the full Committee, because I really sense that there has
been an effort to try to get at what is right rather than who is right
here, and I am really grateful for that. And now I have to make
a statement that seems to completely countermand everything I
just said, but it doesn’t change the sincerity of it in any——

Mr. CoHEN. You don’t have to do that.

Mr. FRANKS. Mr. Chairman, on the Judiciary Committee we, as
I said, often grapple with issues that are among the most impor-
tant in Congress, but even among those matters the issue today is
singularly important. The question is, how will Congress respond
to the near financial meltdown of 20087

That crisis vaporized trillions of dollars in Americans’ wealth.
Through our globally interconnected economy it affected people all
across the world. The wisdom of the Federal response to date still
hangs in the balance.

Second guessing over the choices the executive branch and the
Federal Reserve have made, particularly in September 2008, will
of course continue for decades. But, Mr. Chairman, we don’t really
have the luxury of waiting for decades for those details to be mani-
fested and sifted by time. Another crisis may come before we know
it.

So we must choose. We must ask ourselves, what reforms should
Congress press to guard the Nation against future calamity? And
to help with that decision, Mr. Chairman, you have called this
hearing, and once again I commend you for that.

Now, on what basis should we make this choice? I believe the an-
swer is fairly clear: Unless we understand what triggered the crisis
we cannot hope to answer it with the right reform or solution. And
if we don’t answer it with the right reform we may only launch the
Nation toward the next crisis.

What, then, caused the financial crisis of 2008? And boiled down
to the simplest answer, in my sincere opinion the answer is fairly
straightforward: It was human errors of judgment in our govern-
ment when faced with the choice of whether and how to intervene
in our economy.

Beginning in the 1990’s and continuing into this decade, Wash-
ington laid the conditions for financial disaster. Through the Com-
munity Reinvestment Act and its implementing policies our Fed-
eral Government fueled an unsustainable housing bubble.
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Responding to government rules, government pressure, and easy
Federal monetary policy, our financial system spread the bubble’s
risk throughout our economy and the world. It did so through risk-
laden mortgages and secure ties to mortgage instruments that were
built from and upon them.

In 2008 and 2007 the piper, unfortunately, came to call. As eco-
nomic conditions deteriorated institutions realized that vast major-
ity of vast mortgage-related instruments they held might not be
worth the paper upon which they were written.

Financial institutions holding or responsible for insuring these
interests were exposed to being called to honor debts they simply
couldn’t pay. In response, they hoarded their capital. Lending
began to freeze up and the financial system began to grind to a
halt.

As the crisis intensified, the government of the Treasury—the
government, the Treasury, and the fed took upon themselves the
unprecedented step of bailing out Bear Stearns. The market took
note and began to believe the government would bail out any insti-
tution that was as large or larger.

When Lehman Brothers hung on the brink in September of 2008,
the Treasury and the fed refused to bail them out. Now this, obvi-
ously—that expectation was dashed at that point. When Treasury
and the fed reversed course days later to bail out American Inter-
national Group, dashed expectations then changed to widespread
confusion.

Then, when the Treasury and the fed declared that the financial
system was on the verge—the edge, as it were—of the abyss and
ran to Congress with only a two-and-a-half-page outline of a rescue
plan, full-blown panic began to ensue. And we still, of course, are
trying to recover to this day.

Now, the Obama administration proposes in response to revamp
our system for resolving failing financial institutions like Bear
Stearns, Lehman, and AIG. But instead of responding to what ac-
tually happened in 2008, the Administration rests on the myth that
Lehman’s insolvency and the simple need to deal with it in bank-
ruptcy triggered the entire crisis, and acting on the myth, it would
take the largest non-bank financial institutions out of the bank-
ruptcy system, create a new authority for Federal agencies to inter-
vene with them, and let those agencies—like the Treasury and the
fed did in 2008—decide who survives and who does not. To fund
the endeavor it gives the agencies a new bailout checkbook.

Now, Mr. Chairman, I really believe that this is a recipe for su-
percharging the disaster. It institutionalizes vulnerability to
human error in the executive branch. It institutionalizes the temp-
tation for large firms to take excessive risks, banking on govern-
ment bailouts. And it concentrates risks in those same institutions
by encouraging their consolidation and extending the competitive
advantage of a safety net smaller firms will simply not have.

Mr. Chairman, that is exactly the wrong direction in which to
lead this country. It is imperative that we on the Judiciary Com-
mittee press for the clear alternative option: strengthening the
bankruptcy code so that fair, transparent, and impartial courts can
be relied upon without question to resolve these firms’ insolvencies.



5

Precisely that option is embodied in H.R. 3310, in which I join
Ranking Member Smith as a cosponsor. Now, I look forward to dis-
cussing the bankruptcy option in depth with you today and to
working together on the right path forward for America.

And thank you, Mr. Chairman, for your indulgence.

Mr. COHEN. Thank you, Mr. Franks, and thank you for your
working with us on this. I was surprised you didn’t have the sec-
tion we agreed on, that ACORN was not going to be able to use
this resolution authority at any time in the future.

Mr. FRANKS. I forgot that. We will get her in there.

Mr. CoHEN. Right. And no abortions will be provided either.

Mr. FRANKS. Absolutely.

Mr. COHEN. That is right.

I now recognize the Chairman of the Committee, the distin-
guished Chairman from the State of Michigan and the city of De-
troit, the Honorable John Conyers, for an opening statement.

Mr. CoNYERS. Thank you, Chairman Cohen. We are privileged to
have the distinguished panelists—the witnesses that are coming to
help guide our discussion this morning. We are very pleased to
have them both here—Mr. Barr, Mr. Krimminger, and the others
that are coming afterward.

You know, Jim Jordan and I are in a very similar situation. As
representatives of Ohio and Michigan we have been particularly
hard hit by this downturn, and I want Trent Franks to know that
we are looking very carefully at H.R. 3310.

And I would like to meet with you about it as soon as my staff
has digested all of the intricacies of that measure. And I thank you
for bringing it forward.

Last fall, our Nation’s economy was on the edge of a financial
meltdown. There is some that say we still are. I mean, this is not
like a piece of history that has gone by and now everything is okay.

What caused the crisis was the mistaken belief shared by Repub-
lican and Democratic administrations in the past that the financial
industry could be relied upon to regulate itself without significant
government oversight. We had to learn this painfully before in
1929, which ended the Roaring '20’s and ushered into a depression
that has never been comparable to anything else our economic sys-
tem has sustained.

In an oversight hearing last fall, our former colleague, then the
SEC chairman, Chris Cox, finally admitted that voluntary regula-
tion doesn’t work. Well, that is wonderful, Chris. We had to take
a nation to the edge and we made this profound economic dis-
covery.

At the same hearing was the distinguished Alan Greenspan, who
made a similar confession—admission—that you can’t rely upon
the industry to police itself. Well, that is wonderful. He apologized.

Who can you really, seriously rely on to police itself, anyway?
Now, instead of demanding change from the financial industry and
insisting that it work cooperatively with the regulators, we in the
legislature did something amazing: We turned around and gave—
and this was a string of multibillion dollar bailouts—we gave the
first one at $700 billion.
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Taxpayer funded, no strings attached, no requirement to even ex-
plain what you did with the money. $700 billion. Well, thanks,
Chairman Paulson.

I voted no on it too, Trent, and it is now a part of American his-
tory.

He summoned the leaders of the Senate and the House into that
room at night and laid down three sheets of paper and said, in ef-
fect, the following: Sheet one, I want new Treasury powers never
before given to a treasury secretary in history—that is me, he said.
Sheet two, I want $700 billion right now. And sheet three, if you
can believe the arrogance, he said this sheet requires that there be
no review in the courts or even the Congress over what we are
doing.

Do you know, they signed that? This is what started us off.

And so the financial system, from this humble perspective, was
temporarily stabilized on the backs of the American taxpayer. Your
kids will be paying for that and they will be saying, “Hey Dad, why
did you guys do that?”

“Well, we were at the edge. Don’t you know, the whole system
was going to fall. We had to. We didn’t have any choice.”

In the meantime, we said, now, would you folks hold up on the
bonuses? They said, “We can’t. We are contractually obligated to
reward the people that have driven us to the edge of the preci-
pice—$1 million bonuses, at that.”

And so most of the institutions that caused the crisis—many of
them—shared in the bailout and are now working against the pro-
posals of consumer protection and efforts to crack down on preda-
tory and abusive lending practices, and also any additional regu-
latory oversight, while we are at it. I mean, let us continue busi-
ness as usual.

And at the same time, the money is still drying up at the bottom.
You still can’t get loans. You still can’t get—the credit is stuck.
People with good credit cannot get small business loans right this
minute, after trillions of dollars have been shoveled out.

And as the Troubled Asset Relief Program oversight panel re-
ported, nearly—right now—2 million homes have already been lost
to foreclosure in the United States. Five million mortgages are ei-
ther in foreclosure or default. And the panel predicts another 10
million homes can or could be lost to foreclosure.

In Detroit, in the County at Wayne—I had to check the figure
just now—it was 147 families every day go into foreclosure—they
are served with eviction. It said here on my remarks 195, so I
turned to Attorney Tamarkin. I said, “195? It is 147.” He said, “It
has gone up.”

Every day, Monday through Friday, every week, 195 families in
my city are served with eviction or foreclosure notices because they
are behind in their mortgage payments. And so what the Com-
mittee on Commercial Administration Law is doing here today is
raising the question of, how can we return fairness to the economy
and how can we unwind out of this insolvency that surrounds fi-
nancial institutions and how we can get the credit flowing again in
our Nation, not just my state or Jim’s state, across the country? It
is not much different—it may not be as bad as we are getting hit.
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These massive financial institutions—this was caused—yes, the
government should take some of the blame, but the government
didn’t plan the risky, risky, unregulated credit transactions that
they dreamed up with exotic instruments.

And here is, Trent, where the government does kick in. We came
up with a theory that you are too big to fail. Why do you have to
give these people that caused the problem taxpayer money?

Well, Chairman, they are too big to fail. You have got to do it.

Well, I think that theory has been reexamined much more care-
fully. And then we hastily arrange a merger for Bear Stearns, but
we said, “Oh, Lehman Brothers, let them go.” And then turned
around and hand $180 billion cash infusion to AIG.

And since you had to be big and powerful to get on the preferred
treatment list, small banks failed at a rate not since seen since the
savings and loan crisis in the 1980’s while the 19 largest banks in
the country were all deemed too big to fail. And I want our wit-
nesses to comment on these theories that Chairman Cohen and
Trent Franks and I have put forward.

And what did some of the big boys do? They bought out the
healthy small banks. They had enough money, thanks to us, to go
out and buy the biggies—to go out and buy the little ones.

Well, T will put the rest of my statement into the record and I
thank the Chairman for his generously allowing me to take this
time.

[The prepared statement of Mr. Conyers follows:]

PREPARED STATEMENT OF THE HONORABLE JOHN CONYERS, JR., A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF MICHIGAN, CHAIRMAN, COMMITTEE ON THE JUDI-
CIARY, AND MEMBER, SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAwW

Last fall, our Nation’s economy was on the edge of a financial meltdown. What
essentially caused this crisis was the mistaken belief shared by past Administra-
tions—both Republican and Democrat—that the financial industry could be relied
upon to regulate itself without significant government oversight.

Unfortunately, the lessons our Nation had painfully learned in the market crash
of 1929, which ended the Roaring 20s and ushered in the Great Depression, were
forgotten over the intervening years.

At an oversight hearing last fall on the financial meltdown, the then SEC Chair-
man finally admitted that “voluntary regulation does not work.”

Also testifying at that same hearing was former Federal Reserve Chairman Alan
Greenspan, who likewise admitted he made a “mistake” in relying upon the industry
to police itself.

But, instead of demanding change from the financial industry, and insisting that
it work cooperatively with the regulators, Congress gave the industry a $700 billion
taxpayer-funded, no-strings-attached bailout.

And with the financial system now stabilized on the backs of the American tax-
payer, Wall Street is poised to hand out another round of hefty bonuses.

Meanwhile, most of the institutions that caused the crisis and then shared in the
bailout are working against the Obama Administration’s consumer protection pro-
posals to crack down on predatory and abusive lending practices.

Many of these same institutions have been woefully slow in granting reasonable
mortgage modifications to struggling homeowners facing foreclosure, while strenu-
ously opposing my legislation to allow market-based judicial modification of mort-
gages.

As the TARP Congressional Oversight Panel reported earlier this month, nearly
2 million homes have already been lost to foreclosure, and more than 5 million mort-
gages are either in foreclosure or default. The Panel predicts another 10 to 12 mil-
lion homes could be lost to foreclosure.

Let me put these numbers in some perspective. In my district, about 195 homes
in Wayne County, Michigan are being foreclosed or entering into the foreclosure
process each day.
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With this worrisome backdrop, I am pleased that the Commercial and Administra-
tive Law Subcommittee is considering how we can return fairness to the economy,
and find ways to unwind insolvent financial institutions that present a systemically
significant risk to our Nation’s economy.

These massive institutions were allowed to precipitate an economic meltdown
with their risky and largely unregulated credit transactions, then were all-too-often
sheltered from the consequences of their behavior as “too big to fail.”

The last Administration took an ad hoc response. They financed a hastily-ar-
ranged merger for Bear Stearns, then let Lehman Brothers collapse into bank-
ruptcy, then handed a $180 billion cash infusion to mega-insurer AIG.

Since you had to be big and powerful to get on the preferred treatment list, small
banks failed at a rate not seen since the savings and loan crisis in the 1980s, while
the country’s 19 largest banks were all deemed too big to fail.

FDIC Chairman Sheila Bair recently testified that big banks were able to use
their size and reach to essentially “blackmail” the government.

Tlll<e ironic result is even bigger banks, in an even more concentrated financial
market.

So the Obama Administration’s resolution authority proposal is a welcome re-
sponse to the ad hoc approach and the financial blackmail.

It is a welcome response to the perverse incentives for too-big-to-fail entities to
take on excessive risk, yet avoid moral hazard.

It promises to provide a practical mechanism to allow systemically significant
companies to fail, while managing the ripple effects.

We can all agree that the current ad hoc system, where the American taxpayer
is used as a backstop for too-big-to-fail corporations is not working.

However, as we consider next steps, the first question we have to answer is
whether the Administration’s resolution authority proposal is the best approach for
addressing insolvent systemically significant nonbank financial institutions, or
whether the Bankruptcy Code can be amended to handle failures of these institu-
tions.

The Lehman bankruptcy, the largest in U.S. history, has been cited as the pri-
mary rationale for the need to create a new resolution authority.

Some have argued that bankruptcy procedure is too slow in the time of a fast-
moving financial crisis. They have also argued that the bankruptcy process is
“messy,” and has a destabilizing effect on markets and investor confidence.

They have supported a resolution regime largely modeled on the FDIC’s current
authority to resolve failed depository banks.

Others maintain that the Lehman bankruptcy demonstrated that the bankruptcy
process has unique flexibility that makes it better equipped to handle resolution of
these companies.

With a few tweaks, they say, the bankruptcy system can handle the resolution
of r(ioilbank systemically significant financial institutions far better than an FDIC
model.

I hope that our witnesses today will help Committee members better understand
which approach would be the more effective.

Second, if Congress decides to pursue the Treasury’s resolution authority ap-
proach, we should ensure that antitrust considerations are given their full account,
so that the problem of institutions becoming too big to fail doesn’t just get worse,
with larger institution, less competition, and higher prices to consumers.

The Administration’s draft resolution authority legislation would vest the FDIC
and SEC with authority to seize and resell the assets of certain business entities.
However, the draft proposal is unclear about the role of antitrust oversight by the
Justice Department and the Federal Trade Commission.

In an environment where a few banking giants are dominating the market, it is
important that we keep the antitrust laws at the forefront.

Third, if Congress decides that the bankruptcy process is the better course, then
we must revisit which aspects of the Code should be amended to provide a better
framework to deal with institutions too big to fail.

For example, we should scrutinize the use of the netting and safe harbor provi-
sions, which were inserted into the Bankruptcy Abuse Prevention and Consumer
Protection Act of 2005 at the behest of financial industry associations.

These provisions created a safe harbor that put derivatives, swaps, and securities
transactions beyond the jurisdiction of the bankruptcy court.

Giving banks and brokers a free hand to offset mutual debts against each other
through netting might sound like prudent risk management, it has been described
as “chaotic” in practice, as evidenced by the Lehman case.

On the day before its Chapter 11 bankruptcy filing, Lehman utilized the netting
provisions to offset various financial contracts it had outstanding.
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Instead of resolving these financial contracts in a transparent manner under the
framework of the Bankruptcy Code, Wall Street conducted a private trading session
without any oversight. During this session, Lehman’s assets were ravaged by its
creditors.

We remain at a momentous crossroads in our economic recovery—the big banks
gr%ppgd up by the taxpayers are back to prosperity, but everyone else has been left

ehind.

I commend the collaboration between Commercial and Administrative Law Sub-
committee Chairman Steve Cohen and Courts and Competition Policy Subcommittee
Chairman Hank Johnson in putting together an important and thought-provoking
hearing, and I look forward to the testimony.

Mr. CoHEN. Thank you, Mr. Chairman. Your remarks are always
welcomed.

And before I recognize my fellow Chairman, I think the opposite
end of the Big 10 axis here, Michigan, Ohio State should be recog-
nized for a statement. Mr. Jordan?

Mr. JORDAN. I thank the Chairman.

Thank the Chairman of the full Committee for his comments
about the economic situation in the Midwest and Ohio and Michi-
gan, and frankly across the country.

Let me just make this point: As the Chairman was going through
the history of the TARP program, I do think it is important to re-
member, as well, that, you know, we gave this unprecedented au-
thority to the government and the results have not been what we
expected, not been—well, I guess some of us maybe expected, those
of us who voted against it.

But think about what took place. That whole package was sold
to the United States Congress that they were going to get this
money and go in and purchase the troubled assets, free up the dol-
lars that need to be put to use right now in our economy. And to
date, they still haven’t purchased the first troubled or toxic asset.

In fact, I would almost argue that—and we had hearings on this
in another Committee—that when the program was sold to the
Congress of the United States you wonder if there was any mis-
leading going on, because 9 days after—this came out in testimony
during the Bank of America hearings—9 days after the program
passed the Treasury and the fed had already changed directions
and simply went to injecting capital into these institutions.

And so I would be concerned about any new power we start giv-
ing to government in light of what took place in that whole sce-
nario, which I think was just a wrong move and the wrong kind
of approach to a tough situation we had to deal with last year.

And with that, Mr. Chairman, I would yield back.

Mr. CoHEN. Thank you, Mr. Jordan. I appreciate your remarks.

We have got votes but we have got time for the opening state-
ment from the Chairman of the Committee that has been so kind
to work with us today, Mr. Johnson, of Georgia.

Mr. JOHNSON. Thank you, Chairman Cohen. Thank you for hold-
ing this important hearing. And I am glad that this Committee is
taking the opportunity to look at the role of bankruptcy reform in
financial regulatory reform.

And I think one of the things that I am most proud of as a con-
gressman in my sophomore term is my vote against the Wall Street
bailout, also known as the TARP program. And the reason why I
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voted against it was because yes, I felt that there was a—our econ-
omy was freefalling, but I thought that the best way of addressing
the issue was to start not on Wall Street but on Main Street.

Main Street needed the bailout. So many people suffering from
foreclosure, suffering from medical bills that they could not pay, so
many people had already lost their jobs, and I thought that we
could put together a package that would help those people. And
then once Main Street was stabilized, then we could address some
concerns about Wall Street.

Used to be, in the old days I guess, that you preside over a com-
pany, you make billions of dollars in profit, and if something goes
wrong your company goes into bankruptcy and your leadership re-
signs or is fired, either one. But that process was usurped by a new
process in this Wall Street bailout situation. The very people who
led us to impending doom were allowed to remain on board of their
companies, continue to lead their companies, while at the same
time they were given taxpayer money with no strings attached.

And with that money, instead of cleaning up toxic assets, clean-
ing up balance sheets, and getting rid of toxic paper, as it was
called—and that would have, by the way, cleaning up that toxic
paper probably should have entailed the Main Street stopping the
foreclosures. That was what made the securities in which they
were bundled valueless.

And so it was when people figured that out that, you know, we
started to have these failures of these financial institutions. And so
we didn’t handle the $700 billion sudden request very well, in my
O?h}llion, and that is why I am proud of not having voted in favor
of that.

And I will say that as Chairman of the Subcommittee on
Courts—by the way, still find folks who made the billions of dol-
lars, millions of dollars individually, presiding over the industry
and its big players are the same people that are now prospering
from the %700 billion that they have been given relatively few
strings and in some cases no strings attached. And then, instead
of buying up the toxic paper and doing the—clearing out balance
sheets and that kind of thing, they used the money to acquire
smaller entities, smaller financial entities.

So now it is like you have got three big great white sharks swim-
ming in a body of water that is not that great and then all of the
lesser fish, you know, they are getting ate up, or eaten up with
reckless abandon. And it doesn’t look good long-term for the great
white sharks because they won’t have any food to eat if they keep
going at this pace.

And what they need is to be regulated, but not by a new entity.
The bankruptcy laws, I believe, and—in other words, you fail, you
file bankruptcy, you resign, you get terminated. Company then ei-
ther comes back or it is permanently dead, liquidated.

And as Chairman of the Subcommittee on Courts and Competi-
tion Policy I consider the competition aspect or the antitrust aspect
to be of great national importance. In fact, my Subcommittee held
a hearing on this “too big to fail” issue, which we have multiplied
now with the $700 billion bailout. We had a hearing on that and
in that hearing we looked at whether antitrust laws should have
prevented these “too big to fail” institutions from becoming so big
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and whether antitrust law was sufficient to review the competitive
implications of the ongoing consolidations of the banking industry.

And to make a long story short, I want to—I look forward to
hearing the testimony today from those pro and con as to this new
entity that is being proposed. And I thank Chairman for this time.

Mr. CoHEN. I thank Mr. Johnson.

Before we leave—adjourn—for about 35 minutes I want to recog-
nize and accept the statement into the record, Mr. Lamar Smith.
That will be done without objection. We will return in about 35
minutes, and we are in recess.

[The prepared statement of Mr. Smith follows:]

PREPARED STATEMENT OF THE HONORABLE LAMAR SMITH, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF TEXAS, AND RANKING MEMBER, COMMITTEE ON THE
JUDICIARY

The 2008 financial crisis riveted the world’s attention on America’s federal re-
sponse to large, insolvent financial institutions. This response lurched from Bear
Stearns to Lehman Brothers to AIG as one linchpin after another failed in our fi-
nancial system.

Led by the Treasury Department and the Federal Reserve, the reaction to the cri-
sis was driven by fear of a systemic, financial meltdown. Treasury’s and the Fed’s
interventions, however, were hardly helpful. They were ad-hoc, inconsistent and left
the federal government with unprecedented ownership of banks, insurance compa-
nies and other major institutions.

With the benefit of hindsight, few would say that the strategy Treasury and the
Fed adopted ought to be repeated today. America needs to put in place a better
strategy to address the next crisis, if one comes.

Before Congress acts, however, we must understand two issues clearly—what
caused the 2008 crisis and what corresponding strategies may help prevent a future
financial meltdown.

Many assume that it was the bankruptcy of Lehman Brothers that triggered the
worst of the panic. As a result, some commentators advocate that we should not look
to the Bankruptcy Code to deal with similar institutions in the future.

As the committee with jurisdiction over the Bankruptcy Code, the Judiciary Com-
mittee has a responsibility to dispel this myth.

Leading economists and academics have concluded that it was not Lehman Broth-
ers’ bankruptcy that caused the panic. Instead, the actions of government were at
the root of the crisis.

An eminent Stanford University economist has pinpointed the immediate cause
of the panic. It was not Lehman’s bankruptcy filing—the market absorbed that
event.

Instead, it was Treasury’s and the Fed’s subsequent actions that signaled to in-
vestors that the government anticipated a market collapse, but did not yet have an
adequate plan of action.

First, Treasury and the Fed hastily announced a broad financial rescue package
without revealing the details. Then, their officials appeared before Congress and de-
manded $700 billion with no more than an initial sketch of their legislative plan.

Though Congress criticized the plan and demanded more details and oversight
protections, the Administration urged Congress to act immediately to prevent a col-
lapse of America’s financial institutions.

In a self-fulfilling prophecy, it was only after the Treasury and Fed spun everyone
up into a panic that the market, indeed, panicked—not after Treasury’s and the
Fed’s earlier decision to let Lehman Brothers go into bankruptcy.

The government’s inconsistent treatment of Bear Stearns and AIG—which it
bailed out—and Lehman Brothers, which it did not—added to the uncertainty that
gripped the market, while underscoring the flawed approach of ad hoc government
intervention decided behind closed doors.

Finally, of course, other government distortions of the market, from the Commu-
nity Reinvestment Act to Fannie Mae and Freddy Mac and on, helped produce the
2007-2008 credit crisis that set the stage for panic.

The lesson of this history is not that America should avoid the Bankruptcy Code
as a means to resolve failed financial institutions. It is that America should re-
nounce government authority that lets federal agencies and government employees
determine who lives and dies in our economy.
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H.R. 3310, House Republicans’ Consumer Protection and Regulatory Enhance-
ment Act, takes both of these lessons to heart. It brings an end to billion dollar bail-
outs and establishes a new chapter of the Bankruptcy Code to resolve failed finan-
cial institutions other than banks.

Through its bankruptcy reforms, H.R. 3310 keeps the resolution of these firms in
the transparent, predictable and fair arena of the bankruptcy courts.

It removes these cases from the closed-door world of government agencies and
prevents back-room political favoritism towards struggling institutions. And it adds
special provisions to better handle the bankruptcies of financial institutions so all
that is possible to avert future crises may be done.

The Obama Administration has a different proposal, which only threatens to has-
ten our next crisis. The Administration institutionalizes billion dollar bailouts and
the idea that some firms are “too-big-to-fail.” Its special treatment of the biggest
firms gives them competitive advantages, consolidates excessive risk-taking and lays
the groundwork for the next meltdown.

And, once again, the Administration mistakenly gives government agencies—and
the political appointees who head these agencies—the power to determine who sur-
vives.

Rather than abandon our bankruptcy system, Congress should strengthen it.

[Recess.]

Mr. COHEN. This is not working—there it goes. Good. Good.

We are back, and if any other Member would like to have an
opening statement entered in the record, so will be allowed and
have 5 days to enter that statement.

[The prepared statement of Mr. Johnson follows:]

PREPARED STATEMENT OF THE HONORABLE HENRY C. “HANK” JOHNSON, JR., A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF GEORGIA, AND MEMBER, SUB-
COMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW

Chairman Cohen, Thank you for holding this important hearing. I am glad that
CAL is taking the opportunity to look at the role of bankruptcy reform in financial
regulation reform.

As Chairman of the Subcommittee on Courts and Competition Policy, I consider
this an issue of national importance. In fact, I held a hearing on the “too big to fail”
issue, from a competition perspective, in March 2009.

In that hearing, we looked at whether antitrust law should have prevented theses
“too big to fail” institutions from becoming so big and whether antitrust law was
sufficient to review the competitive implications of the ongoing consolidations of the
banking industry.

In fact, these proposals raise competition concerns because they would give the
FDIC and the SEC the authority to seize and resell the assets of business entities.

Compounding the problem is that the seizures would not be subject to any specific
competitive review; in fact competition concerns are only one of several factors.

The agencies are directed to focus on keeping the market stable which could actu-
ally harm competition in the banking industry in the long run.

DOJ, the experts in evaluating mergers, is only given an advisory role and it is
unclear whether DOJ will be able to challenge these transactions after the fact.

Our economy remains unstable. Hundreds of billions of taxpayer dollars have
been spent and will be spent trying to revive our economy. Congress must act in
conjunction with the Administration to help America recover.

But we must be cautious that we do not allow our antitrust laws to be trampled
on in our attempt to fix the economy. If we do, we may face additional problems
down the line.

I yield back the balance of my time. Thank you.

Mr. COHEN. We have a letter that we have received from—to Mr.
Conyers—from Mr. Bernanke concerning this subject matter, and
he has a different approach than several of the opening statements
concerning the need for some type of resolution authority for the
financial systems, and I will enter the letter in the record as deliv-
ered; he is unable to attend.
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[The information referred to follows:]

BOARD OF GOVERNORS
OF THE
FEDERAL RESERVE SYSTEM
WASHINGTON, D. L. 20551

October21, 2009 BEN S. BERNANKE

CHAIRMAN

The Honorable John Conyers, Jr.
Chairman

Committee on the Judiciary
House of Representatives
Washington, D.C. 20515

Dear Mr. Chairman:

Experience over the past (wo years clearly demonstrates that the United States needs a
comprehensive sirategy to help reduce and contain systemic risk and address the related problem
of financial institutions that are deemed too big--or perhaps too interconnected--to fail. In light
of the topic of the Committee’s October 22 hearing, I will focus on one critical aspect of such an
agenda for reform--establishment of 2 new resolution regime for systemically important financial
firms.

The Federal Reserve believes that, whenever possible, the difficulties experienced by
financial firms in distress should be addressed through private-sector arrangements, such as, for
example, by capital injections from private sources, as many financial firms have done or by
reorganization or liquidation under thc bankruptcy code like other types of firms. However, in
the midst of a crisis and when no private sector solution is available, authorities--acting in the
public’s interest--may need an alternative to the disorderly failure of a large, highly
interconnected financial firm because of the risks such a failure would pose to the financial
system, the broader economy, and ultimately households and businesses.

Large, complex financial institutions tend to be highly interconnected with other financial
firms and markets. Indeed, in recent years the interlinkages within the financial system have
become even closer as a result of, among other things, the integration of lending activities with
financial markets through increased use of securitization, the expansion of derivative hedging
and trading activities among counterparties, and the growth of arrangements--such as tri-party
repurchase and securities lending arrangements--through which holders of securities can obtain
short-term financing from risk averse investors through collateralized loans.

In light of these and other factors, the bankruptcy of a large, complex financial firm can
have serious adverse consequences for other firms and financial markets, and, consequently, for
the flow of credit and for economic conditions more broadly. Such spillovers may be
particularly large at times when financial markets and institutions already are under stress and
the economy is weak. In such periods, the disorderly failure of a large, interconnected financial
firm may result in substantial pressures on other firms seen by investors as having similar
exposures or business models, dislocations in a range of financial markets, and disruptions in the



14

The Honorable John Conyers, Jr.
Page 2

flow of credit to households and businesses. Losses sustained by other financial firms could
erode their financial strength, limiting their abilily to play their intermediation role, or even cause
them to fail, reinforcing financial pressures. Moreover, the disorderly failure of a large,
interconnected firm during a time of pre-existing financial and economic stress could undermine
confidence in the U.S. financial sector more broadly, potentially triggering a widespread
withdrawal of funding by investors and an additional tightening of credit conditions, which
could, in turn, cause a further reduction in economic activity. Historical experience shows that,
once begun, a financial panic can spread rapidly and unpredictably.

Indeed, this is precisely what happened following the bankruptcy of Lehman Brothers
Holdings, Inc. (Lehman) in September 2008. At that time, the U.S, and global financial system
had already been under significant strains for more than a year, strains that initially were
triggered by the end of the housing boom in the United States and other countries and the
associated problems in markets for mortgage-related assets. These developments had resulted in
a sharp declinc in the valuations of mortgage-related assets, widespread pressures in funding
markets, tighter credit conditions for businesses and households, and substantial declines in
business and consumer confidence around the world. Over the months leading up to Lehman’s
failure, a weakening U.S. economy and continued financial turbulence led to a broad loss of
confidence in financial firms. These strains were punctuated by the government’s decision in
early Septcmber to place the govemnment-sponsored enterprises Fannie Mae and Freddie Mac
into conservatorship due to concerns about their solvency.

In this environment, the bankruptcy of Lehman on September 15 led to a substantial
intensification of the financial crisis, with corresponding negative effects on the flow of credit
and economic conditions more broadly, both here and abroad. Concerns about the potential
direct and indirect losses that Lehman’s fajlure could impose on other firms undermined
confidence in wholesale bank funding markets, leading to further increases in bank borrowing
costs and a tightening of credit availability from banks. Other investment banks, which were
pereeived to have weaknesses similar to those at Lehman, faced substantial pressures as investors
pulled back from exposures to them, thus requiring the Federal Reserve to step up its provision
of lquidity to such firms as well as to banking institutions. Nonetheless, in the following wecks,
several large financial institutions failed, camc to the brink of failure, or were acquired by
compctitors under distressed circumstances.

Morcover, on September 16, the Reserve Primary Fund, 2 money market mutual fund,
announced that it “broke the buck” as a result of losses on its holdings of Lehman commercial
paper. This announcemert prompted investors to withdraw large amounts not only from the
Reserve Primary Fund, but also from other so-called prime funds, which usually invest mainly in
private debt securities and which were seen by investors as having exposures potentially similar
to those of the Reserve Primary Fund. A severe run on much of the prime money market fund
industry ensued, with withdrawals totaling hundreds of billions of dollars and more than
100 funds losing a substantial volume of assets in the span of just a few weeks. The magnitude
of these withdrawals decreased only after the Treasury announced a guarantee program for
money market mutual fund investors and the Federal Reserve cstablished a new lending program
to support liquidity in the asset-backed commercial paper market. Nevertheless, these massive
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outflows undermined the stability of short-term funding markets, particularty the commercial
paper market, upon which corporations rely heavily to meet their short-term borrowing needs.

Against this backdrop, investors pulled back broadly from nisk-taking in September and
October. Liquidity in short-term funding markets vanished for a time, and prices plunged across
asset classes. Securitization markets--a key source of financing for consumers and businesses--
essentially shut down with the exception of those for government-supported mortgages.
Reflecting in part these developments, economic activity dropped sharply in late 2008, with the
pace of job losses accelerating, continued steep declines in housing activity, and widespread
cutbacks in capital spending by business,

It was precisely to avoid these types of consequences that the Federal Reserve, with the
full support of the Treasury Department, acted to prevent the disorderly failure of Bear Steamns in
March 2008 and of American International Group, Inc. (AIG) the day after Lehman’s failure.
While these actions were necessary in the environment then prevailing to address unacceptable
risks to the global financial system and our economy, these actions have cxacerbated the belief of
market participants that some financial firms are too big to fail. This belief has many
undesirable effects. While sharcholders of Bear Stearns and AIG suffered significant losses,
creditors of the firms were shielded from loss, creating an expectation among managers and
investors of similar treatment going forward. This outcome reduces market discipline and
encourages excessive risk-taking by financial firms that are perceived as being too big to fail. It
aiso provides an artificial incentive for firms to grow in order to be perceived as too big to fail.
And it creates an unlevel playing field with smaller firms, which may not be regarded as having
the same degree of government support. Moreover, government rescues of too-big-to-fail firms
can, as we have seen in the current crisis, involve the commitment of substantial amounts of
public funds.

For these reasons, it is essential that policymakers make changes to the financial rules of
the game to address the too-big-to-fail problem. This will require actions on two fronts. First,
we must reduce the potential for large, highly interconnected firms to place the financial system
atrisk. To do so, policymakers must ensure that all systemically important financial institutions
are subject to a robust and effective regime for consolidated supervision. Supervision also must
be strengthened to better protect the safety and soundness of individual institutions and must be
reoriented to better take account of the risks that an institution may pose on the financial system
as a whole. The Federal Reserve has already taken a number of important steps to improve its

! In light of the tools available at the time, the U.S. government was unable to prevent the failure
of Lehman. The amount of available collateral at Lehman fell well short of the amount needed
to secure a Federal Reserve loan of sufficient size to meet Lehman’s funding needs for survival.
Also, at the time of Lehman’s demise, Treasury lacked the ability to inject capital into financial
institutions to maintain financia} stability because the Emergency Econontic Stabilization Act of
2009 had not yet been enacted. Thus, when attempts to find a buyer for the company and
develop an industry solution proved unavailing, Lehman’s faiture became unavoidable.
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regulation and sugervision of large financial groups along these lines, building on lessons from
the current crisis.

Second, and the focus of the Committee’s hearing, a new, alternative resolution process
should be created that would allow the government to wind down in an orderly manner a failing
systemically important financial institution whose disorderly collapse would pose substantial
risks to the financial system and the broader economy. Indeed, after the Lehman, Bear Stearns,
and AIG experiences, there is little doubt that there needs to be a third optlion to the existing
choices of bankruptcy and bailout for these firms.

In most cases, the federal bankruptcy laws provide an appropriate framework for the
resolution of nonbank financial institutions. However, the bankruptcy code does not suffi ciently
protect the public’s strong interest in ensuring the orderly resolution of a nonbank financial firm
whose failure would pose siibstantial risks to the financial system and to the economy. An
alternative, orderly resolution regime already exists for banks: If a bank approaches insolvency,
the Federal Deposit Insurance Corporation (FDIC) is empowered to intervene as needed to
protect depositors, sell the bank’s assets, and take any necessary steps to prevent broader
consequences to the financial system. A similar regime should be established for systemically
important nonbank financial institutions, including bank holding companies.

Such a regime should provide the government with the tools to restructure or wind down
a failing systemically important firm in a way that mitigates the risks to financial stability and the
economy and thus protects the public interest. For example, such tools should include the ability
to take control of the management and operations of the failing firm; to sell assets, liabilities, and
business units of the firm; to transfer the viable portions of the firm to a new “bridge” entity that
can continue these operations with minimal disruptions while preserving value; and to repudiate
contracts of the firm, subject to appropriate recompense. In addition, establishing credible
processes for imposing losses on shareholders and creditors of the firm is essential to restoring a
mcaningful degree of market discipline and addressing the too-big-to-fail problem.

As I noted at the outset, financial firms--including those that might be considered
systemically important--should be resolved under the bankruptcy code whenever possible. Thus,
this new regime should serve as an alternative to the bankruptcy code only when needed to
address systemic concerns, and its use should be subject to high standards and checks and
balances. The Administration’s proposal would allow the new regime to be invoked with respect
to a particular firm only with the approval of multiple agencies, including the Federal Reserve,
and only upon a determination that the firm’s failure and resolution under the bankruptcy code or
otherwisc applicable law would have serious adverse effects on financial stability and the U.S.
economy. These standards, which are similar to those governing use of the systemic risk
exception to least-cost resolution in the Federal Deposit Insurance Act (FDI Act), appear
appropriate. The Federal Reserve’s participation in this decision-making process would be an
extension of our long-standing role in fostering financial stability, involvement in the current

? See Ben S. Bernanke (2009), testimony before the House Financial Services Committee,
Oct. 1.
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process for invoking the systemic risk exception under the FDT Act, and status as consolidated
supervisor for large banking organizations. The Federal Reserve, however, is not well suited,
nor do we seek, to serve as the resolution agency for systemically important institutions under
the new framework.

As we have seen during the recent crisis, a substantial commitment of public funds may
be needed, at least on a temporary basis, to stabilize and facilitate the orderly resolution of a
large, highly interconnected financial firm. The Administration’s proposal provides for such
funding needs to be addressed by the Treasury, with the ultimate costs of any assistance to be
recouped through the sale or dissolution of the troubled firm supplemented by assessments on
financial firms over an extended period of time if necessary. We believe this approach provides
the appropriate source of funding for the resolution of systemically important financial
institutions, given the unpredictable and inherently fiscal nature of this function and the
importance of protecting taxpayers from losses.

Thank you for the opportunity to provide the views of the Federal Reserve on these
important matters. Ihope this information is helpful.

Sincerely,

-

Mr. CoHEN. Unlike everybody else, I think, that is here, I voted
for the TARP, but the continued egregious and—conduct of the
companies that received it in getting these bonuses so that Mr.
Johnson’s fish can be served at Masa and Nobu and be consumed
through their salaries does make it difficult to continue to support
such actions. But the letter will be admitted.



18

I would like to thank all the witnesses for participating in today’s
hearing. Without objection, your written statements will be placed
into the record and we would ask that you limit your oral remarks
to 5 minutes.

You will note we have a lighting system that starts with a green
light. At 4 minutes it turns yellow, and then red at 5 minutes.
When it gets to red you should have concluded your remarks or be
wrapping them up. After you have presented your testimony Sub-
committee Members will be permitted to ask questions, again with
the 5-minute limit imposed.

I am pleased to introduce our first witness, Mr. Michael Barr.
Mr. Barr was confirmed by the United States Senate on May 21
to serve as the Department of the Treasury’s Assistant Secretary
for Financial Institutions. As such, he is responsible for developing
and coordinating Treasury’s policies on legislative and regulatory
issues affecting financial institutions.

Mr. Barr previously served during the Robert Rubin Treasury pe-
riod as a special assistant and a special advisor to President Clin-
ton, as an advisor and counselor on the staff at the State Depart-
ment as well, and as a law clerk to the esteemed U.S. Supreme
Court Justice David Souter, who I think the world of.

Thank you, Mr. Barr. Will you proceed with your testimony?

TESTIMONY OF MICHAEL S. BARR,
U.S. DEPARTMENT OF TREASURY

Mr. BARR. Thank you, Chairman Conyers, Chairman Cohen,
Ranking Member Franks, Members of the Committee. I appreciate
the opportunity to testify today.

Just over a year ago the collapse of Washington Mutual,
Wachovia, Bear Stearns, Lehman Brothers, and the extraordinary
intervention in AIG severely tested our ability to respond to the fi-
nancial crisis. In the panic that followed, our financial system near-
ly ground to a halt and the crisis revealed deep weaknesses in our
financial system.

I want to begin today by briefly outlining how President Obama’s
comprehensive approach addresses the challenge of those firms
whose failure could threaten the stability of the financial system
and then focus on the Administration’s proposed resolution author-
ity.

In recent decades we have seen the growth of—significant growth
of large, highly leveraged, substantially interconnected firms.
These firms benefitted from the perception that the government
could not afford to let them fail.

Of course, during the financial crisis the Federal Government did
stand behind many of these firms. That action was necessary, but
there is no question that unless we act meaningful reform of our
financial system the problem will have been made worse. We must
end the perception that any firm is too big to fail.

First, the biggest, most interconnected firms must be subject to
serious accountable, comprehensive oversight and supervision. Sec-
ond, we need tougher standards. The largest, most interconnected
firms should face significantly higher capital and liquidity require-
ments. Through tougher prudential regulation we aim to give these
firms a positive incentive to shrink, to reduce their leverage, their
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complexity and their interconnectedness, and we aim to ensure
that they have far greater capacity to absorb their own losses when
they make mistakes.

We need to make clear that being among the largest, most inter-
connected firms does not come with any guarantee of support in
times of stress. Indeed, the presumption must be the opposite.
Shareholders and creditors should expect to bear the cost of failure.

That presumption needs to have real weight. That means the fi-
nancial system itself must be stronger and made more able to han-
dle the failure of any financial firm. In this last crisis it was not.

And as part of our proposal we have also called for firms to pre-
pare what have been called living wills, a credible plan for their
rapid resolution in the event of distress. This requirement will
leave us better prepared to deal with the firm’s failure and will
provide another incentive for firms to simplify their organizational
structures and improve risk management.

By building up capital and liquidity throughout the system, by
increasing transparency in key markets, our plan will make it easi-
er for the system to absorb the failure of any given financial insti-
tution. In most circumstances, these precautions will be enough.
Moreover, in the event that these firms do fail, we believe that
these actions will minimize the risk that any individual firm’s fail-
ure will pose a danger to broad financial stability, which is why
bankruptcy will remain the dominant option for handling the fail-
ure of a non-bank financial institution, even very large ones.

The last 2 years, however, have shown that the U.S. government
simply does not have the tools to respond effectively when failure
could threaten financial stability. That is why our plan permits the
government, in very limited circumstances, to resolve the largest
and most interconnected financial companies outside the tradi-
tional bankruptcy regime, consistent with the approach long taken
for bank failures.

This is the final step in addressing the problem of moral hazard.
To make sure we have the capacity, as we do now for banks and
thrifts, to break apart or unwind major non-bank financial firms in
an orderly fashion that limits collateral damage to the system.

The resolution authority we have proposed allows the govern-
ment to impose losses on shareholders and creditors without expos-
ing the system to sudden disorderly failure that puts everyone at
?s%{. Our approach is modeled on the longstanding regime for bank
ailure.

There are significant and tested safeguards in placed, modeled on
the bank failure law to protect creditor rights. Creditors in the res-
olution process, moreover, are protected by the same system of ju-
dicial review that has existed for the FDIC and its predecessors for
its receivership authorities for more than 75 years.

In our view, we need to have humility about the future and our
ability to predict or prevent every systemic failure of a major finan-
cial firm. In a severe crisis if major firms fail and prudential meas-
ures and capital buffers prove inadequate, special resolution should
be available.

Our proposals provide a way to end the firm, to wind it down
without contributing to system-wide failure. Our proposals rep-
resent a comprehensive, coordinated answer to the moral hazard
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challenge posed by our largest, most interconnected firms, and the
plan protects taxpayers and enables shareholders and creditors to
take losses.

Thank you very much, Mr. Chairman.

[The prepared statement of Mr. Barr follows:]
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Assistant Secretary Michael S. Barr
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Before the House Judiciary Committee
Subcommittee on Commercial and Administrative Law
October 22, 2009

Thank you Chairman Conyers, Chairman Cohen, Ranking Member Smith, and Ranking Member
Franks. 1appreciate the opportunity to testify today.

The topic before the committee today is central to the task of reform. Just over a year ago, the
collapses of Washington Mutual, Wachovia, and Lehman Brothers, and the extraordinary
interventions in AIG, severely tested our collective ability to respond to the financial crisis. In the
panic that followed, our financial system nearly ground to a halt.

A swift response prevented a truly catastrophic collapse. But last September's events revealed deep
weaknesses in our financial system.

It did not take long for the financial contagion to infect the real economy. When President Obama
took office, America's growth rate had hit negative 6.3 percent, and monthly job losses had reached
741,000 - the worst in decades.

There are indications that we have moved back from the financial brink and are headed toward
economic recovery. Important parts of the financial system are back to functioning on their own.
Some of the damage to people’s savings has been repaired. We have taken the first steps towards
both reducing the government’s direct involvement in the financial system and reducing the risks
that taxpayers are bearing.

But we cannot ignore the urgent need for action: our regulatory system is outdated and ineffective,
and the weaknesses that contributed to the financial crisis persist. Our citizens are paying the price
everyday for the failures in our financial system. The progress of recovery must not distract us
from the project of reform.

The Administration has put forward comprehensive reforms and we are working closely with
Congress to enact legislation by the end of this year.

Our goals are simple: to give responsible consumers and investors the basic protections they
deserve; to lay the foundation for a safer, more stable financial system, less prone to panic and
crisis; and to safeguard American taxpayers from bearing risks that ought to be borne by
shareholders and creditors.

I want to begin today by briefly outlining the Obama Administration’s approach to financial
regulatory reform, and in particular to explain the way that our plan addresses the challenge of those
firms whose failure could threaten the stability of the financial system. Then I will address some of
the key questions that have been raised about the relationship between the Administration’s
proposal for resolution authority and bankruptcy, and about the models used as a basis for this
resolution authority.
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In recent decades, we’ve seen the significant growth of large, highly leveraged, and substantially
interconnected financial firms. These firms benefited from the perception that the government
could not afford to let them fail. This perception was an advantage in the market place. Creditors
and investors believed that large firms could grow larger, take on more leverage, engage in riskier
activity —and avoid paying the consequences should those risks turn bad. It is a classic moral
hazard problem.

Of course, during the financial crisis, the federal government did stand behind almost all of these
firms. That action was necessary, but there is no question that, wrnless we enact meaningfil reforms,
the fact that the federal government intervened this past year will have made the problem worse.
We take this moral hazard challenge very seriously. Our proposals for reform address it head on.
We must end the perception that any firm is too big to fail.

First, the biggest, most interconnected financial firms must be subject to serious, accountable,
comprehensive oversight and supervision. The idea that investment banks like Bear or Lehman or
other large firms like AIG could escape meaningful consolidated federal supervision should be
considered unthinkable from now on.

For the largest, most interconnected financial firms — for any firm whose failure might threaten the
stability of the financial system — there must be clear, inescapable, single-point regulatory
accountability. The scope of that accountability must include both the parent company and all
subsidiaries.

In our view, the Federal Reserve is the agency best equipped for the task of supervising the largest,
most complex firms. The Fed already supervises all major U.S. commercial banking organizations
on a firm-wide basis. After the changes in corporate structure over the past year, the Fed now
supervises all major investment banks as well. It is the only agency with broad and deep knowledge
of financial institutions and the capital markets necessary to do the job effectively.

So the first part of our approach to the moral hazard problem is clear, accountable, comprehensive
oversight and supervision.

The second part is tougher standards.

The days when being large and substantially interconnected could be cost-free — let alone carry
implicit subsidies — should be over. The largest, most interconnected firms should face significantly
higher capital and liquidity requirements.

Those prudential requirements should be set with a view to offsetting any perception that size alone
carries implicit benefits or subsidies. And they should be set at levels that compel firms to
internalize the cost of the risks they impose on the financial system.

Through tougher prudential regulation, we aim to give these firms a positive incentive to shrink, to
reduce their leverage, their complexity, and their interconnectedness. And we aim to ensure that
they have a far greater capacity to absorb losses when they make mistakes.

The third key element of our response to the moral hazard problem is to emphasize that being
among the largest, most interconnected firms does not come with any guarantee of support in times
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of stress. Indeed, the presumption should be the opposite: shareholders and creditors should expect
to bear the costs of failure.

That presumption needs to have real weight. That means the financial system must be able to
handle the failure of any firm. In this last crisis, it clearly was not.

Leading up to the recent crisis, the shock absorbers that are critical to preserving the stability of the
financial system — capital, margin, and liquidity cushions in particular — were inadequate to
withstand the force of the global recession.

While the largest firms should face higher prudential requirements than other firms, standards need
to be increased system-wide. We’ve proposed to raise capital and liquidity requirements for all
banking firms and to raise capital charges on exposures between financial firms.

We've also laid out principles that we believe should guide regulators in setting capital
requirements in the future. The core principle is that capital and other regulatory requirements
must be designed to ensure the stability of the financial system as a whole, not just the solvency of
individual institutions.

Beyond that, we’ve called for a greater focus on the quality of capital. We’ve called for capital
requirements that are more forward-looking and reduce pro-cyclicality. We’ve called for explicit
liguidity requirements. And we’ve called for better rules to measure risk in banks’ portfolios.

As part of our proposal, we’ve called for firms to prepare what some have called “living wills.” We
would require major financial firms to prepare and regularly update a credible plan for their rapid
resolution in the event of distress. Supervisors will make this a key component of regulatory
oversight, both domestically and internationally as has been agreed in the G20. This requirement
will leave us better prepared to deal with a firm’s failure — and will provide another incentive for
firms to simplify their organizational structures and improve risk management.

We’ve also called for measures to strengthen financial markets and the financial market
infrastructure. For example, we’ve proposed to strengthen supervision and regulation of critical
payment, clearing, and settlement systems and to regulate comprehensively the derivatives markets.

Our plan would require all standardized derivatives to be centrally cleared and traded on an
exchange or trade execution facility — substantially reducing the build-up of bilateral counterparty
credit risk between our major financial firms. We would require all customized OTC derivatives to
be reported to a trade repository, making the market far more transparent. We would provide for
strong and consistent prudential regulation of all OTC dealers and all other major players in the
OTC markets, including robust capital and initial margin requirements for derivative transactions
that are not centrally cleared.

We should never again face a situation — so devastating in the case of AIG — where the potential
failure of a virtually unregulated major player in the derivatives market can impose risks on the
entire system.

Taken together, the significance of these reforms should be clear: by building up capital and
liquidity buffers throughout the system, and by increasing transparency in key markets, our plan

-
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will make it easier for the system to absorb the failure of any given financial institution. The
stronger the system, therefore, the clearer it will be that there is no such thing as an implicit
government guarantee.

Threats to Financial Stability

In most circumstances, these precautions will be enough. More comprehensive oversight, combined
with stronger capital and liquidity standards and the other measures we’ve proposed, will minimize
the risk that the largest financial institutions will face failure. Moreover, in the event that they do
fail, we believe that these actions will minimize the risk that any individual firm’s failure will pose
a danger to broad financial stability, which is why bankruptcy proceedings will remain the dominant
option for handling the failure of a non-bank financial institution, even very large ones.

The last two years, however, have shown that the U.S. government simply does not have the tools to
respond effectively when failure could threaten financial stability. Thatis why our plan permits the
government, in very limited circumstances, to resolve the largest and most interconnected financial
companies outside of the traditional bankruptcy regime and consistent with the approach long taken
for bank failures.

This is the final step in addressing the problem of moral hazard. To make sure that we have the
capacity — as we do now for banks and thrifts — to break apart or unwind major non-bank financial
firms in an orderly fashion that limits collateral damage to the system.

Bankruptcy is and will remain the primary method of resolving a non-bank financial firm. But as
Lehman’s collapse has showed quite starkly, and as 1 will discuss in some detail today, there are
times when the existing options under the Bankruptcy Code are simply not adequate to deal with the
insolvency of large financial institutions in times of severe crisis.

The resolution authority we have proposed allows the government to impose losses on shareholders
and creditors without exposing the system to a sudden, disorderly failure that puts everyone else at
risk.

To be clear, in those limited circumstances, the objectives of the resolution regime will differ from
those of the Bankruptcy Code. The express purpose of the bankruptcy code is to reorganize or
liquidate a failing firm “for the benefit of its creditors”. Our proposed resolution regime is
structured to manage the failure of a financial firm in a manner that protects taxpayers and the
broader economy and promotes stability in the financial system. This purpose is explicitly different
than the purposes of the Bankruptcy Code, but that is why the Administration’s proposal is
narrowly tailored to situations in which there are exceptional threats to financial stability. Itis not
intended to replace bankruptcy in any but the rarest circumstances.

In order for a company to find itself subject to our proposed resolution regime, the Secretary of the
Treasury must determine, in consultation with the President, that: (1) the financial company is in
default or in danger of default; (2) the failure of the financial company would have serious adverse
effects on financial stability, and (3) use of the proposed regime would avoid or mitigate such
adverse effects.

Moreover, that determination may only be made after such a finding has been recommended by
both the Federal Reserve Board and the appropriate federal regulator (either the FDIC or the SEC).

4
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Furthermore, those recommendations may only be made with the consent of two-thirds of the
Federal Reserve Board and two-thirds of the Board or Commission of the appropriate federal
regulator.

This strict mechanism for invoking the resolution regime would require significant consensus.
Moreover, inherent in the determination that use of this authority is necessary is that the ripple
effects of the potential losses will go far beyond the immediate creditors and counterparties of the
affected firm. In those instances, therefore, it is appropriate that a broader set of tools are available
to prevent widespread harm to the financial system and the real economy.

Claims Priorities and Existing Models

Our approach is modeled on the long standing regime for bank failure. There are significant and
tested safeguards in place modeled on the bank failure law to protect creditor rights.

The claims disposition process under the Administration’s proposal will protect secured creditors,
as under bank failure and bankruptcy laws.

For unsecured claims, the priority system contained in the legislation is also generally modeled after
those contained in the Federal Deposit Insurance Act and under the Bankruptcy Code with one
exception. To protect the interests of taxpayers and to guard against moral hazard on the part of
unsecured creditors and shareholders in the covered bank holding company, claims of the United
States are given priority over these stakeholders, just as the Bankruptcy Code gives some preference
to unsecured claims of the government over unsecured creditors and shareholders, for certain types
of taxes and penalties, as well as to parties providing credit to a debtor during the period of its
administration under the Bankruptcy Code.

Finally, creditors in the resolution process are protected by the same system of judicial review that
has existed for the FDIC (and its predecessors) for its receivership and conservatorship authorities
for more than 75 years. Our proposal seeks to respect the Bankruptcy Code’s fundamental
principles of fairness and equity among similarly situated stakeholders. As is the case under the
Bankruptcy Code’s best-interests test and under the model in place for bank resolution, in the
limited circumstances where we permit deviation from those principles our proposal expressly
guarantees that stakeholders will be made no worse off by a regulator’s use of resolution authority
than would be the case in a liquidation. The legislation also maintains the right of an affected
company to seek judicial review following the appointment of a receiver or conservator and a
claimant’s right to challenge a regulator’s disallowance of its claim.

As with any new proposal, the first and most central questions are: how would this work? How
would it be different than what is possible today? So let me close with a brief overview of how
these authorities could come together if the U.S. government were once again faced with situations
like those of last September.

First, firms would have prepared a “living will” embodying a resolution strategy. Second, such
firms would have large capital buffers in the event of failure, and stringent conditions imposed on
the use of “hot” money funding. Regulators would have the authority to supervise the firm for
system-wide risks and to impose tough prudential measures. But we need to have some humility
about the future and our ability to predict and prevent every systemic failure of a major financial

5
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firm. In a severe crisis, if major firms fail, and prudential measures and capital buffers prove
inadequate such that bankruptcy is not an option, special resolutions should be available.

A conservatorship or receivership under this authority would have four essential elements that
would improve execution and outcomes relative to the tools that were available last fall: (i) swifter
replacement of board and senior management with new managers selected by the FDIC; (ii) a
temporary stay of counterparty termination and netting rights to mitigate the adverse consequences
to the company’s liquidity, avoiding the cross defaults and cascades that otherwise, create a vicious
cycle leading ultimately to financial collapse; (iii) the ability to provide the firm with secured
financing to fund its liquidity and capital needs during the conservatorship or receivership to
mitigate the “knock on” effects of any firm’s failure and to fund its operations, pending its sale or
winding down.; and (iv) the creation of one or more bridge bank holding companies in the case of a
receivership to preserve the business franchise, deal with counterparty claims, and protect viable
assets of stronger subsidiaries pending their sale. This would end the firm — wind it down — without
contributing to system-wide failure.

In 1933, following an uncomfortably familiar chain of events, the failure of one bank bred panic
and market disruption so great that Congress sought to insure that such events would not be
repeated. In its wisdom, Congress created the FDIC and endowed it with the authority to resolve
troubled banking institutions with the swiftness necessary to maintain the stability of the financial
system of the time. Again in the wake of the thrift and bank failures of the late 1980s, Congress
enacted reforms to enhance the FDIC’s ability to manage the unprecedented scale, scope and
complexity of modem bank failures. Our proposal does little more than apply to covered bank
holding companies, under rare circumstances, the same model that Congress has developed, that the
FDIC has executed, and that courts have respected, over the course of more than three-quarters of a
century.

Our proposals represent a comprehensive, coordinated answer to the moral hazard challenge posed
by our largest, most interconnected financial institutions: strong, accountable supervision; the
imposition of costs, both to deter excessive risk and to force firms to better protect themselves
against failure; a strong, resilient, well-regulated financial system that can better absorb failure. The
proposals for resolution authority borrow from established law and practice and are narrowly
tailored to the extraordinary needs of the financial system and the economy during periods of crisis.
The plan protects taxpayers and enables shareholders and creditors to take losses.

Together, these proposals give us a clear and credible argument that, as the President said two
weeks ago in New York, “Those on Wall Street cannot resume taking risks without regard for
consequences, and expect that next time, American taxpayers will be there to break their fall.”

Thank you.

Mr. CoHEN. Thank you, Mr. Barr. I appreciate your staying with-
in your 5 minutes and pardon your microphone. We will work on
it.

Second witness is Mr. Michael Krimminger, Special Advisor for
Policy to the Chairman of the FDIC, especially involved in issues
involving regulatory restructuring and resolution authority, mort-
gage market developments, banking charter and capital, inter-
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national and large bank resolution initiatives, derivatives, and
other similar financial contract developments and assorted issues.
He chairs the Basel Committee on Banking Supervision’s Cross-
Border Resolutions Working Group, which recently issued a rec-
ommendation for international infrastructure improvements and
the international working group that developed core principles for
effective deposit insurance systems.

Mr. Krimminger, proceed please.

TESTIMONY OF MICHAEL KRIMMINGER,
FEDERAL DEPOSIT INSURANCE CORPORATION

Mr. KRIMMINGER. Chairman Cohen, Ranking Member Franks,
and Members of the Subcommittee, thank you for the opportunity
to testify on behalf of the FDIC today.

The current crisis has caused tremendous hardships for millions
of Americans and shaken confidence in our institutions and finan-
cial system. Our system has proven resilient, but at great cost.

To restore market discipline and prevent future bailouts, we
must adopt reforms with the goal of ending “too big to fail.” These
reforms must focus on strengthening market discipline while pro-
tecting the public, and this should include strengthened oversight
and capital requirements for our largest and most interconnected
financial firms, creation of an oversight council to identify and ad-
dress emerging systemic risk, more effective protections for con-
sumers, and tightened regulation of derivatives.

However, improved supervision and regulation alone cannot pre-
vent the next crisis. Fundamentally, we must end “too big to fail”
as an approach for dealing with the largest financial firms when
they are failing. We need a resolution process for these firms that
can be used in a crisis to close the firm while a receiver maintains
critical operations to prevent a broader catastrophe for innocent
businesses and consumers.

This new process would only apply after a systemic oversight
council decided that an exception to bankruptcy was essential to
prevent systemic risk to our financial system. This is no bailout. In
fact, shareholders and creditors absorb the losses and the firm’s as-
sets are later sold to private firms. However, the ability to preplan
the resolution, transfer key contracts to a bridge institution, and
temporarily maintain critical financial operations will prevent the
market disarray that could occur if the firm collapsed.

To underline our goal of preventing future bailouts, we would
recommend that the law ban special assistance targeted to specific
open institutions. In a free economy there are winners and losers.
When a firm cannot continue it should be closed.

However, today we have a system in which the largest financial
firms appear immune to market discipline. Bankruptcy provides
the right process for the vast majority of insolvent companies. How-
ever, the current crisis has reminded us that there are funda-
mental differences between our largest financial firms and commer-
cial or industrial companies. Large financial firms fulfill critical
functions in providing financing for businesses and individuals, set-
tling cash payment, intermediating liquidity and access to capital
markets, and even providing the infrastructure and financing for
the government securities market.
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The functioning of our markets depends on ready liquidity, con-
fidence among market participants, and financial assets whose
value is tied to the intermediation of market, credit, and other
risks. To end “too big to fail,” we must have a resolution process
that market participants know can be implemented without caus-
ing disarray in the markets. They must know the process will actu-
ally be used in a crisis.

What the solution should entail, first and foremost, is the swift
and orderly closing of the firm while keeping its key functions oper-
ating. Like the bank resolution process, this requires extensive
preplanning and developed expertise in dealing with complex finan-
cial operations.

The immediate power to take charge of the firm and pass critical
operations to a newly-created bridge financial institution will pro-
tect the public by avoiding market uncertainty and ensuring con-
tinuity. This will allow the receiver to stabilize the market, retain
going concern value, and avoid dumping financial contracts in al-
ready illiquid markets. The well-established checks and balances
that protect stakeholders in the bank receivership process should
apply here as well.

In conclusion, the proposed resolution process is not a challenge
to the important role that bankruptcy plays in the U.S. system. It
simply offers an alternative in a financial crisis so that regulators
can realistically close the largest firms while protecting the public
from a market collapse and from future bailouts.

I would be happy to answer any questions. Thank you.

[The prepared statement of Mr. Krimminger follows:]
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Chairman Cohen, Ranking Member Franks and members of the Subcommittee, I
appreciate the opportunity to testify on behalf of the Federal Deposit Insurance
Corporation (FDIC) on issues relating to the failure of systemically important financial
firms. My testimony addresses the role that a new resolution process for potentially
systemically significant financial institutions can play in a set of integrated reforms

designed to reduce the likelihood of any future financial crisis.

The current crisis has caused tremendous hardships for millions of Americans and
shaken confidence in our institutions and financial system. Our system has proven
resilient, but at great cost. We believe that targeted reforms can greatly improve the
strength of the financial and regulatory system, while ending the possibility of future
taxpayer bail-outs. These reforms should include strengthened oversight of our largest
and most interconnected financial institutions, an oversight Council to identify and
address emerging systemic risks, and tightened regulation of derivatives. However,
improved supervision and regulation cannot prevent the next crisis. Fundamentally, we
must end “too big to fail” as an approach for dealing with the largest financial firms in a

crisis.

A fundamental problem has been the lack of a credible resolution mechanism for
the largest financial firms, such as large bank holding companies, that addresses the need
for speed, predictability, and continuity to avoid a disorderly collapse. Integrated with a

proposed financial services oversight Council, this resolution mechanism would only
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apply when the Council determined that it was essential to protect against a systemic risk
during a crisis in our financial system. While our antitrust and bankruptcy laws will
continue to play a key role in ensuring robust competition in our free economy, a new

resolution mechanism for the largest financial firms is essential.

There are fundamental differences between our largest financial firms and
commercial or industrial companies. Large financial firms fulfill critical functions in
providing financing for businesses and individuals, settling cash payments,
intermediating liquidity and access to the capital markets and even providing the
infrastructure and financing for the government securities market. The functioning of our
markets depends on ready liquidity, confidence among market participants, and financial
assets whose value is tied to the intermediation of market, credit, and other risks. To end
“too big to fail” we must have a resolution process that can be applied in a crisis to
protect the public interest, ensure that sharecholders and other creditors absorb the risks
and losses, and prevent interruption in a firm’s system-critical financial operations. This
is no bail-out — in fact, the resolution process we recommend would prohibit any special

assistance targeted to specific open institutions.

The Problem of Too Big or 100 Connected to Fail

As the current crisis abates, a key issue that must be addressed is how to end

government bail-outs for financial firms considered too big or too interconnected to fail.

In our current system, large systemically important financial firms (those the market
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believes are “too big to fail”) are able to raise huge amounts of debt and equity and are
given access to the credit markets at favorable terms without adequate consideration of
the firms’ risk profile. In turn, they leverage these funds and become even larger. This
process makes investors and creditors ever more complacent and even more likely to
extend credit without fear of losses. In some respects, investors, creditors, and the firms
themselves are making a bet that they are immune from the risks of failure and loss.
They believe, and have been proven correct so far, that the government will not allow

these firms to fail for fear of repercussions on the broader market and economy.

In order to end too big to fail, we must find ways to impose greater market
discipline, while avoiding the potential damage to our financial system that would result
from a disorderly collapse of one of these firms in a crisis. We must provide a resolution
process that instills confidence, both in the market and with policymakers, that closing
these institutions will not lead to a systemic collapse. The solution must provide, first
and foremost, a legal mechanism for the orderly resolution of these institutions similar to
that which exists for FDIC-insured banks. This solution should ban assistance to specific
open institutions to avoid any future bail-outs of these firms. The goal is to stop bail-outs
and, thereby, enhance market discipline, while permitting the swift and orderly
dissolution of the firm and the absorption of its assets by the private sector as quickly as

possible.

The ad-hoc response to the current banking crisis was inevitable because no

playbook existed for taking over an entire complex financial organization. The
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disruptions that occurred in the aftermath of the Lehman Brothers bankruptcy filing,
including illiquidity in major credit markets, made market participants and policymakers
wary of using the bankruptcy process for major financial holding companies or financial
firms. Bankruptcy can create dangerous uncertainty about the resolution of a
systemically significant financial firm because the process entails negotiated solutions
that, as in the Lehman bankruptcy, may leave hundreds of thousands of contracts
unresolved for months. While the bankruptcy process works well for the vast majority of
commercial insolvencies, it can engender broad disarray in the markets if the debtor's
financial interconnections extend throughout the credit, derivatives, and other financial
markets around the globe. Following the Lehman Brothers filing, the commercial paper
market stopped functioning and the resulting decrease in liquidity threatened other

financial institutions and businesses.

One explanation for the freeze in markets was that the Lehman failure shocked
investors. Following Bear Stearns, investors assumed Lehman was too big to fail and its
creditors would garner government support. Simply put, because investors did not
consider that there was a possibility that Lehman would file for bankruptcy protection,
investors were willing to make “moral hazard” investments in the high-yielding

commercial paper of large systemic institutions.

Another explanation is that the bankruptcy process was not designed to achieve
the level of certainty needed for financial firms, like Lehman. In such firms, the value of

the business and its assets are dependent on its relationships with other market
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participants. Those relationships, in tum, depend on financial market contracts that
require immediate and continuous access to vast quantities of liquidity. Rumors about
Lehman’s liquidity problems, and the subsequent bankruptcy filing, triggered asset fire
sales and destroyed the liquidity of a large numbers of claims held by Lehman's direct
counterparties as well as of claims held by counterparties several steps removed from
those having claims directly against Lehman itself. This led to an abrupt collapse of
liquidity as the ability of parties throughout the market to complete settlements was

placed into doubt.

While the underlying causes of the market disruption that followed the Lehman
failure will be debated for years to come, both explanations point to the need for a new
resolutions scheme for systemically important non-bank financial institutions which will
provide clear, consistent rules for closing and resolving systemically important financial
institutions, as well as a mechanism to maintain key systemic functions during an orderly

wind down of those institutions.

Under both explanations, we are left with the same conclusion — we must have a
resolution mechanism designed to deal with a small, but critical, subset of complex
financial firms. This is essential so that regulators can end “too big to fail” while
avoiding the financial disruptions that could devastate our financial markets and
economy. We must ensure that this process is effective so that the U.S. taxpayer will
never again be called upon to prop up failed financial firms. Had a credible resolution

mechanism been in place to resolve financial entities like Lehman prior to its bankruptcy
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filing, investors would have paid the price of betting on a government rescue. Market
liquidity would have been maintained and markets would not have reacted so negatively
to the shock of a failure because they would be assured of an orderly and efficient wind

down process.

The Role of Bankruptcy

Bankruptcy has a long and honored history under U.S. law. For the vast majority
of the business bankruptcies in the United States, the current system has worked very
well. In fact, the U.S. bankruptcy process is aptly considered a strength of our
commercial and economic system. Many thousands of businesses have been successfully
reorganized or liquidated under the Bankruptcy Code for the benefit of the creditors of
that enterprise. The bankruptcy process has even been an effective tool for restructuring

large companies such as General Motors and Chrysler.

However, experience has shown that it does not work well for the largest financial
companies where their inability to complete settlements, or access liquidity, can trigger
widespread market uncertainty. There are four key reasons for adopting a new resolution
process for our largest financial firms. First, protection of the public interest must be
paramount in designing an insolvency process for firms whose failure could, if not
properly handled, trigger broader disruptions in our economy. The bankruptcy process
focuses on resolving creditor claims and not protection of the broader public interest. For

almost all insolvencies, this is the appropriate focus, but not for our most complex
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financial firms. Under the proposed resolution process for systemically significant
financial firms, creditors would not determine the shape of the resolution, incumbent
management would be replaced, and the resolution would be designed to protect the
public, while ensuring that shareholders and other responsible parties bore the losses first.
That is, the parties responsible for taking on the risks that destroyed the firm would be

made to pay the price for their decisions, not the taxpayers.

Second, a resolution of these financial firms requires pre-planning and cannot
depend on administration by a debtor in possession, a newly appointed trustee, or a
creditors’ committee. An essential element in the FDIC’s process for resolving failed
insured banks virtually overnight is extensive pre-planning of the resolution and the
ability to develop expertise in quickly implementing a resolution that preserves critical
financial operations once the bank is closed. In fact, without the ability to pre-plan for
the closure of an insured bank, the FDIC could not achieve success in giving insured
depositors virtually immediate access to their deposits. This factor, so critical to
preserving liquidity for even the smallest failed bank, is self-evidently indispensible to
avoid broader market and economic disarray in the resolution of the largest financial
firms in a crisis. While the bankruptcy process works effectively for reorganizing or
winding up commercial firms, it is critical that an intervention into the innumerable
financial connections of a major financial firm be well-planned in advance. Since these
firms, in the past, have tended to fail abruptly due to a liquidity collapse, pre-planning

and the ability to act quickly and efficiently is vital.
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Third, a resolution of the most complex financial firms must be implemented
quickly and in a predictable way. A resolution process using a governmental receiver
that has developed expertise in the financial operations of large firms can provide the
certainty needed by the financial markets. It is essential that the receiver have the power
to act quickly and decisively to take over the business, preserve systemically significant
financial operations, establish a bridge institution, and provide continuity for those
critical operations. A governmental receiver can provide certainty by issuing regulations
or statements of policy addressing key issues. Speed and predictability allows the
markets, both domestic and international, to make investment, pricing and liquidity
decisions with greater certainty and reduces the likelihood of market disruptions. The
uncertainty about the settlement of hundreds of thousands of financial market contracts
following Lehman’s bankruptcy filing last fall substantially contributed to the ensuing
liquidity crisis as investors and other market participants drew back from exposures in the

market.

Fourth, a resolution process must provide continuity to critical financial functions.
We have recommended that a special resolution process for systemically significant
financial firms include an option to create a bridge financial institution. This tool, which
is available as well in bank receiverships, allows the receiver to transfer assets and
contracts from the failed firm to the bridge institution in order to retain franchise value
and to avoid dumping financial contracts on the markets. Under the proposed resolution
process, financial market contracts could be transferred to the bridge institution run by

the governmental receiver without triggering netting and liquidation rights. This could
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prove vital to avoid a market melt-down.® The bridge financial institution also can
maintain other systemically significant functions such as payments processing, securities
lending, and the settlement of ongoing government securities or other transactions. Most
critically, the bridge financial institution allows time to avoid a sudden loss of critical

services and promotes market confidence.

The bridge financial institution option, and the continuity it can provide, requires
access to liquidity for ongoing operations. To achieve this, the proposed special
resolution process includes ready access to liquidity for the bridge financial institution
from a resolution fund provided from assessments paid by the industry. In contrast,
under the Bankruptcy Code, a Chapter 11 debtor who will incur post-petition expenses to
maintain operations must often borrow from lenders, usually at unfavorable rates. Debtor
in possession financing can be particularly costly, or unavailable, for large financial firms
in bankruptcy since their assets are so dependent on market liquidity and confidence and
the bankruptcy filing itself greatly reduces their asset value. The result is that there may
be less funding to preserve valuable ongoing operations for sale. According to some
commentators, the lack of debtor in possession financing following the Lehman
bankruptey filing led to many possible Chapter 11 reorganizations becoming Chapter 7

liquidations. Under the proposed resolution system for systemically significant financial

! Professor Jay Westbrook noted in his testimony before the Subcommittee on Sept. 26, 2008, that the
exemption of [inancial assets [rom bankrupicy proceedings poses dillicullies in implementing a
comprchensive process for creditors. While we agree that partics to financial contracts should retain some
“skin in the game,” an cqually important part of the problem is that these contracts rapidly losc valuc if
they arc ticd up in insolvency proceedings. To retain their value for creditors and to mitigate market
disruptions if they arc immediately liquidated, the bridge institution option allows the receiver to avoid
immediate netting and liquidation, continue the contracts, and minimize the potential for spreading
disruptions in the financial iarkets.
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firms, the bridge option with its access to liquidity will provide continuity, while better

preserving the value of financial assets for the benefit of creditors.

The FDIC's current authority for insured banks and thrifts to act as receiver and to
establish a bridge bank to maintain key functions and sell assets offers a good model. A
temporary bridge bank allows the FDIC to transfer needed contracts to the bridge bank
and preserve key banking operations, which can be crucial to stemming contagion. At
the same time, by closing the bank and placing it into receivership, the FDIC assesses the
losses against shareholders and market participants who should appropriately bear the
risk. By preserving the going concern value of the financial assets, it also encourages
interest by other firms in purchasing the operations and assets of the firm, which can

reduce losses to the receivership.

Addressing Special Risks Posed By the Derivatives Markels

One of the major risks demonstrated in the current crisis is the tremendous
expansion in the size, concentration, and complexity of the derivatives markets. While
these markets perform important risk mitigation functions, financial firms that rely on
market funding can see it dry up overnight. If the market decides the firm is weakening,
other market participants can demand more and more collateral to protect their claims.
At some point, the firm cannot meet these additional demands and it collapses. Under
both the Bankruptcy Code and bank insolvency law, the counterparties to insolvent firms

can terminate and net out derivatives and sell any pledged collateral to pay off the
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resulting net claim. During periods of market instability -- such as during the fall of 2008
-- the exercise of these netting and collateral rights can increase systemic risks. At such
times, the resulting fire sale of collateral can depress prices, freeze market liquidity as

investors pull back, and create risks of collapse for many other firms.

In effect, financial firms are more prone to sudden market runs because of the
cycle of increasing collateral demands before a firm fails and collateral dumping after it
fails. Their counterparties have every interest to demand more collateral and sell it as
quickly as possible before market prices decline. This can become a self-fulfilling

prophecy -- and mimics the depositor runs of the past.

However, a significant difference between the Bankruptcy Code and bank
insolvency law, as contained in the Federal Deposit Insurance Act (FDIA), allows the
FDIC to address these risks in a bank failure and should be incorporated into the
proposed resolution system for systemically significant financial firms. The difference is
that under the FDTA, the counterparties to derivatives — called Qualified Financial
Contracts in the FDIA - with a failed bank in receivership cannot terminate and net their
contracts until after 5 p.m. on the business day following appointment of the FDIC as
receiver. During this “window,” the FDIC can repudiate the contracts and pay more
limited damages, or it can transfer the derivatives intact to another bank or to an FDIC-
operated bridge bank. This power is critical to providing continuity to financial
operations as well as to preserving value in derivatives to the benefit of the bank’s

creditors. It also illustrates the important interplay between different recommended
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insolvency powers - such as those to create bridge banks and transfer derivatives - needed

to deal with the rapidly changing conditions affecting large financial institutions.

Other Powers Needed by a New Resolutions Intity

There are other resolution powers that are important to an effective resolution
process for systemically significant financial firms. For example, the new resolution
entity should be independent of the firm's prudential supervisor. In creating a new
resolution regime, we must clearly define roles and responsibilities and guard against
creating new conflicts of interest. No single entity should be able to make the
determination to resolve a systemically important institution — there should be procedural
and oversight checks and balances. For example, the current statute requires that
decisions to exercise the systemic risk authorities for insured depository institutions must
have the concurrence of several parties.” For this reason, we have recommended that the
oversight Council have the power to decide that the resolution of a systemically
significant financial firm poses such a great risk to the public and financial system that it
should be resolved through this new process, and not under the Bankruptcy Code. The
Council would define why it chose to act, report to Congress on its action, and appoint
the statutory receiver for the insolvent firm. The checks and balances in this process, as
well as the right of shareholders to challenge the closing in court, prevent precipitous

action and preserve market expectations.

% The FDI Act permits the FDIC to take action or provide assistance as nccessary to avoid or mitigate the
cffcets of a perecived systemic risk. In order for this to occur, the Act requires that there be a finding of
systemic risk by the FDIC’s Board of Dircctors, concurrence of the Board of Governors of the Federal
Reserve System and a subsequent determination of systemic risk by the Secretary of the Treasury,
following consultation with the President.
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Once the decision to resolve a systemically important institution is made, the
resolution entity must have the flexibility to implement this decision in a way that
protects the public interest and limits costs. This flexibility in implementing the
resolution is critical because there will be many complex decisions to be made, even
under a well-developed statutory and regulatory framework, to quickly take over one of
the largest financial firms and ensure that it can continue to operate critical payments and
other financial functions. However, this flexibility is not unlimited and the receiver
would remain liable for damages in an action in federal court should it deny a valid claim

by a creditor.

As receiver for failed insured banks and thrifts, the FDIC has the authority to
terminate contracts after the failure, including contracts with senior management whose
services are no longer required. Through its repudiation powers, as well as enforcement
powers, termination of such management contracts can often be accomplished at little
cost to the FDIC. Moreover, when the FDIC establishes a bridge institution, it is able to
contract with individuals to serve in senior management positions at the bridge institution
subject to the oversight of the FDIC. The new resolution entity should be granted similar

statutory authority as in the current resolution of financial institutions.

These additional powers would enable the resolution authority to employ what
many have referred to as a “good bank -- bad bank” model in resolving failed

systemically significant institutions. Under this scenario, the resolution authority would
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take over the troubled firm, imposing losses on stockholders and unsecured creditors.
Viable portions of the firm would be placed in the good bank, using a structure similar to
the FDIC’s bridge bank authority. The nonviable or troubled portions of the firms would
remain behind in a bad bank and would be unwound or sold over time. Even in the case
of creditor claims transferred to the bad bank, these claims could be made partially liquid
very quickly using a system of “haircuts” tied to FDIC estimates of potential losses on

the disposition of assets.

The proposed resolution system will not upset settled commercial or creditor
expectations. Creditors will receive payment according to a statutory priority system -
virtually identical to that found in the Bankruptcy Code. Likewise, lien and other
contract rights, as in FDIC receiverships, will have specific statutory protection. Like the
current FDIC receivership process for failed insured banks, the proposed insolvency
mechanism for systemically significant financial firms would provide for resolution of
claims through an administrative claims process followed by de novo access to the
federal courts for shareholders and creditors of the firm. In short, the proposed resolution
system addresses how to protect the public interest, while preserving the rights of

creditors.

Who Should Resolve Systemically Significant Entities?

As the only government entity regularly involved in the resolution of financial

institutions, the FDIC can testify to what a difficult and contentious business it is.
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Resolution work involves making hard choices between competing interests with very

few good options. It can be delicate work and requires special expertise.

In deciding whether to create a new government entity to resolve systemically
important institutions, Congress should recognize that it would be difficult to maintain an
expert and motivated workforce when there could be decades between systemic events.
The FDIC experienced a similar challenge in the period before the recent crisis when
very few banks failed during the years prior to the current crisis. While no existing
government agency, including the FDIC, has experience with resolving the largest
systemically significant financial firms, probably no agency other than the FDIC
currently has the kinds of skill sets necessary to perform resolution activities of this

nature.

In determining how to resolve systemically important institutions, Congress
should only designate one entity to perform this role. Assigning resolution
responsibilities to multiple regulators creates the potential for inconsistent resolution
results and arbitrage. While the resolution entity should draw from the expertise and
consult closely with other primary regulators, spreading the responsibility beyond a
single entity would create inefficiencies in the resolution process. In addition,
establishing multiple resolution entities would create significant practical difficulties in
the effective administration of an industry funded resolution fund designed to protect

taxpayers.
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Conclusion

The evidence from this financial crisis demonstrates the need for changes in the
way the failures of systemically important financial firms are handled. The failure of a
systemically important financial firm can be devastating to financial markets, businesses,
and all Americans. It is essential that we put an end to “too big to fail” by imposing
greater market discipline on systemically important institutions. The FDIC believes that
the solution must involve, first and foremost, a legal mechanism for the swift and orderly
resolution of systemically important financial firms in a crisis and that the FDIC’s
resolution powers as the receiver of failed insured depository institutions provide a good

model.

The FDIC stands ready to work with Congress on this critical issue.
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Mr. CoHEN. Thank you, Mr. Krimminger. I appreciate your testi-
mony.

And I now recognize myself for 5 minutes of questioning.

First thing I want to ask, I guess, is Mr. Barr, and I am not sure
if you can answer this or not, but a lot of people feel that Mr.
Paulson chose his friends at Goldman Sachs and other friends in
the financial market to take care of and let other friends die. The
laws are supposed to be applied fairly, and the bankruptcy code is
a fair, due process, transparent system where people—there are
laws and the judges are supposed to work in that.

How can you assure the public and those of us who voted for the
TARP, although reluctantly, that if we have such a resolution au-
thority formed that there will be fairness and transparency rather
than favoritism played when it is outside of the bankruptcy system,
which has fairness build into it?

Mr. BARR. Thank you very much, Mr. Chairman.

Under the regime that we have proposed—the resolution regime
we proposed—it is modeled on the long history under the Federal
Deposit Insurance Act, that if the FDIC acts as receiver under such
cases, under the Administration’s proposed approach for the larg-
est, most interconnected firms, the same process would be used.

So the FDIC would act as receiver, there would be judicial review
as there is today of the FDI's decision with respect to the appoint-
ment of a receiver, there would be judicial review with respect to
the FDIC’s decisions with respect to the payment of claims, and so
there are important safeguards very much built into the basic
structure of resolution in our regime.

Mr. CoHEN. Thank you.

And Mr. Krimminger, maybe you would answer this but maybe
Mr. Barr would if—it is just it is FDIC. In FDIC, when a bank
needs protection does every bank have the same—is dealt with the
same way, or is there any subjectivism on the judgment on the part
of the FDIC on which banks and how they deal with them?

Mr. KRIMMINGER. Well, the banks are dealt with—under the
FDIC’s current law we are required to apply the least cost test. In
other words, we have to choose the resolution process for that par-
ticular bank that is the least costly to the deposit insurance fund.
So in other words, it is determined in some ways by the assets of
the bank, but not by the character of the bank management or any
other types of influences. We simply bid the bank out to resolution
and then the winning bidder—the highest bidder, essentially, then
acquires the bank’s assets.

The proposal we are talking about here would essentially create
the same process so that you might have to temporarily, with the
largest firms, create a bridge financial institution in order to bridge
that process so that there wouldn’t be an immediate collapse, but
nonetheless there would be a bidding process that would be open
and transparent so that other financial firms could bid for the as-
sets and operations of that bank once it were stabilized—for that
institution once it were stabilized.

Mr. CoHEN. Mr. Barr, I might have missed it, but I think you
said something about the largest financial institutions. Is there a
definition of what the largest financial institutions would be so that
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they would all be within the same class and not be determined by
favoritism?

Mr. BARR. So, under our proposal, Mr. Chairman, the Federal
Government, through the agencies, the Federal Reserve, with input
from the counsel of all the regulators, would make a determination
that a firm that is large, interconnected, and highly leveraged such
that its failure would pose a threat to financial stability could be
designated for stricter, tougher, more stringent forms of super-
vision with higher capital standards, higher prudential require-
ments, the requirement of the living will, the tougher set of stand-
ards I outlined very quickly in my testimony.

That designation itself would have due process protections in it.
It would have a provision with respect to notice and an opportunity
to be heard and to rebut the designation. And that process would
be open.

Mr. COHEN. It may not be—it is not directly relevant to this, but
Mr. Barr, do you have anything to do with the Treasury’s decisions
on bonuses and this outrageous system that we have now?

Mr. BARR. I do not. That is not directly within my responsibil-
ities. I am certainly aware that the Treasury is involved in such
cases, but it is not core to my responsibility.

Mr. COHEN. Okay. Mr. Miller, who is going to testify later, has
suggested Lehman’s biggest problem was lack of liquidity and a
need?for stay protection. Have you read Mr. Miller’s testimony, Mr.
Barr?

Mr. BARR. I have, just before this hearing.

Mr. COHEN. And what do you believe about his suggestion that
the problem was its lack of liquidity and the suggestion that the
Treasury’s authority be expanded in certain circumstances and
that we needed to amend the bankruptcy code to eliminate safe
harbor provisions for derivatives and other types of transactions?

Mr. BARR. In our judgment, whatever is done with respect to the
bankruptcy code, it is absolutely essential that we have resolution
authority for the failure of the largest, most interconnected firms
that might pose a risk to the system. The resolution authority is
designed to meet different objectives from the bankruptcy code. The
bankruptcy code, as you know far better than I, is focused on the
process with respect to creditors. The resolution regime is really de-
signed to protect all of us, to protect the economic system from the
collapse of a significant financial firm that blows through its cap-
ital buffers.

So we think whatever the Committee decides to do with respect
to bankruptcy, it is absolutely essential that we have resolution au-
thority.

Mr. CoHEN. Thank you, Mr. Barr.

And before I recognize Mr. Franks, the problem we have got—
and I concur with much of what you have said and what Mr.
Bernanke says and Mr. Geithner—but when you said that the reso-
lution authority is to protect all of us, with that as a belief, you
know, I tepidly push the green button. But it is so difficult to do
that when you see what the people on Wall Street are doing with
the money, and how well they live, and how arrogant they are, and
it is hard to think it is really us. It is about them,; it is their crowd,
it is not our crowd.
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Mr. BagRr. If I would, Mr. Chairman, I think that people are
rightly outraged at that kind of behavior. I know I certainly am as
well. I think, though, that it is incumbent on us to design a system
in the future that protects us from excessively risky behavior, that
requires firms to pay their own way, and by that I mean having
big capital cushions so they take their own losses, and I also mean
if there is any financial trouble in the future that the largest firms
are the ones that pay for it, not us.

Mr. COHEN. And do you think there should be something in your
legislation—in the legislation so we don’t have to come back later
and fight another special interest group when we have it as an in-
dividual bill to have some control over executive compensation
maybe in the bill, when somebody comes into your authority that
it has already drafted as part of that law that there is no allowance
of these particular types

Mr. BARR. We have made legislative suggestions with respect to
executive compensation. Those have passed in the House with re-
spect to stay on pay and the independence of compensation commit-
tees, and we have been strongly in favor of regulators taking into
account compensation in the firm not just for the highest paid ex-
ecutives but throughout the firm in judging the firm’s risk manage-
ment practices. So I do think those are important principles.

Mr. COHEN. They are important principles, and I think there
ought to be something specifically in your legislation if you hope to
tgais it that makes the public realize it is not going to be another
ight.

Mr. BARR. I would agree, Mr. Chairman, and there are these two
provisions that would be essential to the reform package we have
put forward in a legislative manner.

Mr. CoHEN. Thank you, Mr. Barr.

I now recognize the Ranking Member for 5 minutes, Mr. Franks.

Mr. FRANKS. Well, thank you, Mr. Chairman. Mr. Chairman, the
Chairman of the full Committee asked, I think, a very pressing
question related to how organizations police themselves. And 1
think he is right; I think it is very difficult for any group to police
themselves even though I think they have a responsibility to do so.
But ultimately it is wise to have a third disinterested party as ref-
eree.

And I am concerned that what I am hearing here would put an
awful lot of power into the executive branch or into your bureau-
cratic branch of government to the extent that it would be difficult
for them to police themselves any better than anyone else. I mean,
in this week’s news the White House pay czar is slashing corporate
pay by 90 percent. The TARP inspector general says we won’t get
our TARP funds back. Unemployment is up in 49 of 50 states, and
kind of the surreal events in our economy, the list sort of goes on.

And now what I hear—an all due respect, because I know you
guys are here to advocate a position and there is no personal dis-
respect intended—but what I hear is that you are asking us now
to give the government new power to seize Citigroup and the Bank
of America and the rest of the largest financial institutions we
have. And I just think on the basis of both the Bush and the
Obama administrations in the last year I don’t know how we can
possibly trust government—the bureaucratic aspect of govern-
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ment—to use that authority without blowing it up again in every-
one’s faces.

And T guess I am convinced that unless we get back to some ba-
sics and make sure that these financial institutions have basic re-
quirements to where they are the ones that are at risk when they
make these decisions there will never be enough policemen to take
care of it. The way to get organizations to police themselves, as
Chairman Conyers said, I think is to create a tremendous incentive
on their part—selfishly on their part—to do so.

Now, in 2008 two of the ostensibly foremost financial authorities
in the world—Ben Bernanke and Hank Paulson—I think they
made a critical mistake when they were inconsistent in responding
to Bear Stearns and Lehman Brothers. Later I think they made an-
other mistake when they came to Congress and declared that the
financial system would collapse if they were not granted this rescue
authority. But they failed to present a full, thought-out rescue
plan, in my judgment; two-and-a-half pages is what they brought
us.
Now, John Taylor, of Stanford, and other eminent economists say
that those two mistakes played a major role in triggering the all-
out financial panic after September 19. So if we couldn’t trust these
two experts to make two decisions in the course of a month to avoid
a systemic panic, how do we entrust the entire future to the same
experts again working with lesser experts in the FDIC and the
SEC? I know that is kind of a convoluted question, but I am just
suggesting—what I hear Mr. Krimminger saying, you know, about
the process of how you would administer the end-of-life decisions
of a major company, as it were, they sound an awful lot like the
bankruptcy process.

And I am just wondering, how does the executive branch feel like
that without any practice in regard all of a sudden that they are
going to be able to handle it better than the bankruptcy process?

So I guess I will start with you, Mr. Krimminger. Take a shot
at it.

Mr. KrRIMMINGER. Well, I appreciate the chance to respond. I
mean, I think the—what we have developed over the last 75 years
is a fairly stabilized process, or a very stabilized process for dealing
with failed banks. What we are suggesting with the resolution au-
thority is that when an institution is at the point of death, where
it is in default on its obligations, or would be subject to a Chapter
11 proceeding, that the council or that the, you know, key authori-
ties would have the ability to take that institution and put it into
a resolution process that is very much like the bankruptcy process.

The difference is that we would have this process designed to
make sure that you could have the continuity that is available at
times during a Chapter 11 reorganization but have the access to
the liquidity resources that would allow that continuity through a
bridge financial institution and would allow it to continue while
you are in the process of selling off the assets——

Mr. FRANKS. I don’t want to interrupt you, Mr. Krimminger, but
why can’t that process—what you are talking about sounds good,
but why can’t that occur under bankruptcy?

Mr. KRIMMINGER. Well, right now one of the difficulties with the
largest financial institutions is that you need to have preplanning,
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build up a level of expertise in dealing with the types of financial
contracts we are talking about, that you need to be able to have
the ability to continue those without having to rely upon debtor in
possession financing, which at times, as in the crisis last fall, can
be difficult to acquire. So this would allow for some backup liquid-
ity financing.

But let me emphasize one point that I think is very important—
it is very important to us. We would not be allowing, under what
we would propose, would not be allowing open bank assistance or
assistance for specific open institutions. This would be a situation
where you would close the institution, put it into a receivership or
a resolution, but make sure that the public interest was protected
by continuing those key financial operations.

Mr. FRANKS. Mr. Chairman, I guess I would just—my time is up
but I would just like to suggest that if I am a financial source to
one of these companies and they are going into this process I would
be much more likely to give money or to encourage the process to
continue under a bankruptcy setting than I would on sort of an un-
charted, untested bureaucratic takeover of the process.

It simply doesn’t make a lot of sense to me because I think that
the whole process becomes politicized and those critical resources
that are necessary to even animate a process like this become com-
pletely uncertain about doing anything, and I think they take a
hands-off approach. That is just my opinion, and I yield back.

Mr. COHEN. Thank you, sir.

I now recognize the gentleman from Wayne County, Michigan,
Wayne State University, dean of the Judiciary Committee, Mr.
Conyers.

Mr. CONYERS. Thank you, Mr. Chairman.

I appreciated the line of questions that you engaged our distin-
guished witnesses in, and for Trent Franks I want to say that I ap-
preciated his line of questioning especially. We are making momen-
tous decisions about how we get out of the problem that we are in.
And so it is very critical to minimize finger-pointing because that
always deteriorates down to personalities.

But there are a lot of apologetic bureaucrats, economists, govern-
ment officials that are lining up here, Trent. Chris Cox was very
sorry about how he misapprehended the problem in his executive
branch position. Alan Greenspan, the guru of American economic
policy for decades, apologized about how he misunderstood it. Hank
Paulson has made some remarkable about-faces about things that
he has done.

But wait. There is Ben Bernanke, who now—you know, these
guys just didn’t drop out of the sky. They have been in this busi-
ness for a long time. Do you know what Tim Geithner was doing
before he came to Washington? He was in New York. What was he
doing there? Heading up the Federal Reserve.

And what about Larry Summers? You think he has been the
head of Harvard? Is that all you think he has done? No.

You know, there have been—it would be very interesting for us
to track all the about-faces that have been made in their careers,
and it is not to say that if you find out that you are wrong and
you admit you are wrong—I think it is the thing to do. I have had
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to do it. But I didn’t affect the American economic system when I
made a mistake.

Who among us hasn’t cast a vote that, on reflection, you might
have not voted that way at all? So, you know, this father-knows-
best attitude, this know-it-all approach—and I want to say here
and now that the resolution authority risks creating a new genera-
tion of companies that are too big to fail. Now you can’t find any-
body in Washington that doesn’t realize that this “too big to fail”
crap was just that.

Oh, we all know that now. We didn’t know it until just very re-
cently, though. And so for one, I haven’t heard anybody yet suggest
that the Department of Justice controlling antitrust questions,
bankruptcy questions, should be given at least equal authority to
block any asset sale that would harm competition.

Look, you don’t have to agree with me, but not to discuss it—it
is one thing if we have a discussion and we don’t reach agreement.
It is another thing that it is not even on the table for discussion.
None of you have indicated—of our distinguished witnesses—have
indicated anything like the direction that the Chairman, the Rank-
ing Member, myself are moving in, and I would like you to explain
this difference of economic analysis that we are in.

Mr. BARR. Mr. Chairman, if I could just try. I think first I would
agree with both Chairman Conyers and Ranking Member Franks
that the absolutely essential first step, important step, is that firms
pay their own way. We need to have firms taking risks, having big
capital buffers so in the event that they fail their owners suffer. We
need to make sure that we have a system of tough prudential su-
pervision of the largest firms with respect to their capital positions,
their liquidity positions, their activities, engagement with merger
and acquisition activity, management interlocks, the full range of
tools available to address the problem of too big to fail.

We do need to end the perception of too big to fail. It is an abso-
lutely critical element. I think we are in agreement on that. I think
we need to have tougher standards to do that.

The question is, what do you do in the event of extremists in a
crisis? And I think our judgment is, consistent with Ranking Mem-
ber Franks’ earlier statement, we need to be humble about the abil-
ity of regulators; we need to be humble about the ability of man-
agers of large firms. People are going to make big mistakes and
you need to have big buffers in the system when they do so that
taxpayers aren’t on the hook.

So in our resolution regime, this is a regime to end big firms if
they have made big mistakes, but to do it in a way that doesn’t
bring down the system. And if any financing is needed to do that,
the industry—the large firms in our industry, in the financial in-
dustry have to be on the hook for it. They have got to be—in the
legislation there has got to be an assessment on them so that in
the event any financing is required or any working capital is re-
quired, that the largest firms are required to pay, not the taxpayer.
That is an essential part of our reform.

That also means those other big firms are going to have a big
incentive not to have any firm go into resolution, because they are
going to pay. So you get the system right, the incentives are right,
you have people watching each other.
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I would agree with both Chairman Conyers and Ranking Mem-
ber Franks that we don’t want to have a system where we just
trust the regulators or trust the banks. You know, I think Ronald
Reagan famously quoted the old Russian proverb, “We need to
trust, but we have got to verify, too.” And that is why we have to
have a system of rules, we have to have transparency, we need ju-
dicial review of the like that has existed for the FDIC for the last
75 years.

Mr. KRIMMINGER. If I could just note in kind of continuation of
that point, that at least looking at it from the perspective of the
FDIC, in our current resolution authority there is a process, of
course, where Department of Justice review of the antitrust impli-
cations of mergers and acquisitions as a result of a resolution. That
is something that we have applied for many, many years.

There certainly are checks and balances that are put into place
to make sure that shareholders have the opportunity to object to
the appointment of a receiver. It is not purely an administrative
process.

There are checks and balances in place so that if someone dis-
agrees with our decision on their claim they have the right to go
for a de novo review before Federal district court so that we are
not in any way making the decision about claims willy-nilly but are
subject to oversight as well as, of course, the totally appropriate
oversight from the Congress and from our inspector general and
others. But there is judicial oversight of the decisions on claims
and the decision to appoint the receiver.

Mr. COHEN. Thank you, Mr. Chairman. I appreciate your ques-
tions.

And I now recognize Mr. Coble, the distinguished gentleman
from the Tar Heel state. He will not take his 5 minutes because
he never does. Thank the gentleman.

Mr. CoBLE. I thank the gentleman from the Volunteer State.
Thank you, Mr. Chairman.

It is good to have you on with us today, Mr. Barr. When can we
expect the TARP to wind down and our reimbursements to TARP
being used to pay down the national debt?

Mr. BARR. I am sorry, sir. I couldn’t hear the end of your ques-
tion.

Mr. COBLE. And our reimbursements to TARP being used to pay
down the national debt?

Mr. BARR. Let me just say, Mr. Coble, that the TARP program
is not directly within my responsibilities. The department has
begun to wind down many of the major programs in the TARP with
the recognition that we are beginning to see some signs of financial
stability.

I think there are important—it is important to maintain the
flexibility to act in the future. I do believe that—I do believe that
we will be able to protect taxpayers in that process and help over
the long haul in deficit reduction, but we need to make sure that
we have the flexibility while the financial system is still recovering
and don’t want to take any precipitous action in that area.

Mr. CoBLE. Thank you, Mr. Barr. Now, Mr. Barr, when you say
wind-down, is that synonymous with reimbursement?
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Mr. BARR. Again, I don’t want to spend too much of your time
on this because it is not directly within my area of responsibility,
but we are seeing repayments coming into the Treasury Depart-
ment.

Mr. CoBLE. Okay. Thank you, sir.

Mr. Krimminger, what is the current fiscal health of FDIC and
is its solvency expected to increase or decrease in the coming
years?

Mr. KRIMMINGER. The FDIC deposit insurance fund—I am sorry,
did I interrupt you, Congressman?

Mr. COBLE. No.

Mr. KRIMMINGER. Okay. The FDIC’s insurance fund today, as of
the end of the second quarter, and those are the most recent num-
bers we have, including the DIF balance, deposit insurance fund
balance, as well as our loss reserves has about $42.4 billion in it.
We are taking steps, of course, to replenish the fund and have put
out for public comment a plan to have the fund replenished by hav-
ing institutions pay in advance some of their deposit insurance as-
sessments to provide additional liquidity to the fund.

We do expect that the fund will continue to have the liquidity to
meet all of its obligations, but very important to note is that we
have the ability to immediately draw on $100 billion line of credit
from the Treasury as well as additional authority that was granted
by Congress to pull down a total of $500 billion with the consent
of the secretary of the Treasury.

Mr. CoBLE. I thank you, and I will put this question to either
or both: What is the rationale, if you know, for proposing a perma-
nent TARP-like program and why has the Administration selected
the FDIC to oversee the program in lieu of the Treasury, if you
know the answer to that?

Mr. BARR. Maybe I might just say a word and then Mr.
Krimminger could, of course, join. We in no way have made that
kind of proposal. The proposal that we have is a proposal designed
to make firms pay their own way, to internalize the cost they pose
on the system, to make sure that taxpayers are protected, to cause
assessments to be paid by the largest firms in the event that fi-
nancing is needed.

And we have a system of checks and balances in our proposal
among the FDIC, the Federal Reserve, and the Treasury designed
to ensure that resolution is only used in rare circumstances. And
when it does, the FDIC has a 75-year history with resolution and
we thought it was appropriate to ask them to take on the responsi-
bility of resolving these firms.

Mr. COBLE [continuing]. Mr. Krimminger?

Mr. KRIMMINGER. Yes. Congressman, we would in no way sup-
port a proposal that would provide for open bank assistance, we
call it, or assistance for open institutions, and I think that was
kind of one of the key elements of the TARP program.

What we have proposed, or what we have supported—and Chair-
man Bair has stated this in testimony—is a resolution process that
literally does close down the institution and terminates its exist-
ence going forward so that—but one that allows for the continu-
ation of critical financial services during a bridge financial institu-
tion.
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So as I said, we have made very clear in our testimony before
other Committees that we would not support open bank assistance
or that type of support but would support a closing process that,
as Assistant Secretary Barr mentioned, was designed to make the
firms pay their own way and that they would pay any sums that
were necessary.

Mr. CoBLE. Thank you, gentlemen.

And I see my red light has appeared, and I will yield back.

Mr. CoHEN. Thank you, sir. Let me follow up and use Chair-
man’s prerogative.

Mr. Barr, I think what Mr. Coble asked about is the TARP
money being used to pay down the debt—I think he was—I know
it is not your area, but I think the answer is, “No, it is not. It is
going back into the TARP.” Would that not be correct and you all
are continuing to use the money that is being repaid for other
TARP-type ventures?

Mr. BARR. The funds that come back into the TARP program, to
the extent that they are not used for financial assistance, are held
at the Treasury Department and the response I gave to Mr. Coble
was to say those funds, to the extent that they are not needed in
the event of financial crisis, would help reduce the debt. But in our
judgment it is important to retain some flexibility while the system
is still recovering.

So I do think that—I do think that there will, in the long term,
be advantages for debt reduction from the program, but in the
short term we are quite focused on making sure that there is an
ability to act, if necessary.

Mr. COHEN. Right. And about the whole program, is that just be-
cause of the whole approach that this is going to make the economy
better and save us from disaster or is it because you think there
will actually be some dollars reserved—returned to the Treasury to
be used for debt reduction?

Mr. BARR. There will be, unless we see a significant further crisis
point in the coming year, which is possible but certainly doesn’t
seem likely right now, but if there is such a downturn then you
would want to have flexibility available. If we don’t see that addi-
tional crisis then there would be remaining funds, both through re-
payment as well as unexpended amounts, that would be available
to help reduce the debt over time.

Mr. COHEN. Do you have any idea how much is unexpended?

Mr. BARR. I am sure that the department would be happy to re-
1s:lporclld to the Committee with that. I don’t have that figure in my

ead.

Mr. CoHEN. Okay. And you don’t have an idea about how much
has been repaid either, do you, and how much interest has been
accrued?

Mr. BARR. I would have to have the department respond to you,
Mr. Chairman. It is just not within my area of responsibility. I
have rough senses of sizes, but not enough to really be able to an-
swer for you in a thoughtful way and I would prefer the depart-
ment respond.

Mr. COHEN [continuing]. Mr. Barr, thank you.

Mr. Johnson, you are recognized.

Mr. JOHNSON. Thank you, Mr. Chairman.
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Federal Reserve Chair Ben Bernanke earlier this month noted
that the bankruptcy code does not sufficiently protect the public’s
strong interest in ensuring the orderly resolution of a non-bank fi-
nancial firm. Do either one of you know exactly what problems that
Mr. Bernanke sees in the bankruptcy process insofar as these large
non-bank financial firms are concerned? And also, does the United
States government have power to force a—such an institution into
an involuntary bankruptcy?

Mr. KRIMMINGER. Let me address, if I may, Congressman, ad-
dress the first question first. One of the issues that exists under
the current bankruptcy code is something that has been high-
lighted by other witnesses before this Committee and I think is
highlighted by the second panel, is that under the current bank-
ruptcy law there is a provision that provides for the immediate ter-
mination and netting of derivatives contracts or other types of fi-
nancial contracts upon the filing of the bankruptcy petition.

There is also the need to have access to immediate liquidity
funding for continued operations, so in the past in the bankruptcy
that could be obtained through debtor and possession financing. Of
course, last year after the Lehman Brothers insolvency debtor in
possession financing became very difficult or very costly if you
could obtain it at all.

So the primary reason that we have supported suggestions for a
resolution authority or resolution process for the very largest sys-
temically significant financial firms is simply to make sure that
you could impose a process that would have the credibility to be
imposed while making sure that the shareholders and creditors ab-
sorb the losses from that insolvency, just as they should in bank-
ruptcy, as well as making sure that you maintain continuity in
some of those critical functions. For example, many

Mr. JOHNSON. Okay. Well, now before you go off there I am try-
ing to stick within my 5 minutes. Any ability of the government to
force an involuntary bankruptcy?

Mr. KRIMMINGER. Under current law I do not believe so. The pro-
posal that Treasury has provided would provide for the authority
of the secretary of the Treasury, with the concurrence of two-thirds
majority of the board of the FDIC and the Federal Reserve to cre-
ate or to decide that an institution should be placed into this kind
of special systemic authority, and it would be triggered by, effec-
tively, the same circumstances that will lead to a filing of bank-
ruptcy.

Mr. JOHNSON. All right. There is no reason why that could not
be done to the bankruptcy process to enable it to be of service in
these kinds of situations. Yes or no?

Mr. KRIMMINGER. I would respectfully indicate that I think the
difficulty with the bankruptcy process would be two-fold. Number
one, we believe we need a process that focuses on the public inter-
est of maintaining these systemic functions while also making sure
that the losses would be imposed and making sure that you have
the ability to create bridge financial institutions so that there could
be the continuity to avoid a liquidation of assets.

Mr. JOHNSON. Well, that can be done within the context of a reg-
ulatory entity and let bankruptcy do its thing, in my opinion. I
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haven’t heard why that would not be a viable alternative to setting
up a new public agency, another layer of government.

How do you respond to critics who would suggest that with a res-
olution authority acting in a sudden emergency situation would be
able to provide for the transparency and things like notice to credi-
tors, an opportunity to be heard—mnot necessarily by creditors,
but—who are interested parties? How would that be worked out?

And last, but not least, I am concerned about the competition
concerns of your proposal that would give the FDIC and the SEC
the authority to seize and resell the assets of business entities. And
with the fact that we have only a few—we have only a few great
white sharks in the pool, wouldn’t that process cause them to get
bigger because they would be the entities that would be eligible
and able, financially, to take over one of these competitors?

Mr. KRIMMINGER. If I could just respond to—I will start with the
first part of your question first. I think that the—we need to make
one thing very clear: We, the FDIC, are not supporting nor do I
think Treasury is recommending the creation of a new agency or
a new authority. The proposal would be that it would be an obliga-
tion that the FDIC could take on for most entities, similar to its
resolution authority.

As far as transparency, similar, again, to the bank resolution
process. There is full transparency with regard to that process. The
benefit of the bank resolution process compared to the bankruptcy
process for banks in part is the ability for the receiver to act quick-
ly, to be able to sell assets and be able to continue the business
operations so that communities are not deprived of credit, are not
deprived of deposits, et cetera.

The transparency is provided because there is a full right—there
is a full claims process that is provided so people can file claims
with the receiver, and if the claim is determined against their in-
terest or they don’t like the decision they have the full right to go
to Federal court to litigate that claim with a complete new look at
that case without any deference at all to the FDIC’s receiver’s deci-
sion. So there is tremendous transparency there, plus we, of course,
provide reports to Congress on what we are doing with receiver-
ships; we, of course, provide reports to our inspector general’s office
as well

Mr. JoHNSON. What would be the difference in a sudden emer-
gency?

Mr. KRIMMINGER. In a—I am sorry——

Mr. JOHNSON. A sudden emergency. What would be the——

Mr. KRIMMINGER. There would be no difference. The key thing is
to be able to move quickly to make sure there is not a collapse of
the markets that might be caused by the lack of liquidity or the
lack of completing certain transactions.

But you would still have the ability, as a creditor, to challenge
the claim decision by the FDIC in court. You would still have clear
checks and balances so even the shareholders could challenge the
appointment of a receiver in court. That is the way it is today
under existing law. So all those protections and checks and bal-
ances on what we do would still be in place.

Mr. JOHNSON. And the last question?
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Mr. KRIMMINGER. I think your last question was relating to the
competition——

Mr. JOHNSON. Yes.

Mr. KRIMMINGER [continuing]. Issues. We do have, under bank-
ing law today, the obligation when we are doing a bank resolution
to consult with the Department of Justice for an antitrust review,
or a competition review, of the merger and acquisition transaction.

I think one of the key things that we believe is crucial and one
of the reasons for proposing a new resolution regime is to make
sure that market discipline is actually brought to bear on the larg-
est great white sharks out in the financial sector so that, indeed,
they will have to bear the same risk as the smaller fish they are
swimming with.

I think that is going to have a much greater impact because they
are now—the pricing of their debt, the pricing of their equity, the
pricing of their liquidity and credit is going to be subject to market
impacts in a way that they, in many cases, are immune today be-
cause they are not expected to be closed.

Mr. JOHNSON. All right. Thank you.

Mr. KRIMMINGER. Thank you.

Mr. CoHEN. Thank you, Mr. Johnson.

I now recognize our rookie Member for her initial questioning, a
historic moment, Ms. Chu.

Ms. CHuU. Well, I certainly would agree that after the Lehman
and AIG experiences there is little doubt that we need a third op-
tion that—between the choices of bankruptcy and bailout for non-
bank financial firms and that we have to end the expectation that
certain financial institutions are too big to fail. But my question is,
what would be the threshold for intervention by the resolution au-
thority? I am assuming that you are not suggesting that there be
intervention for every non-bank financial firm that fails, and who
would determine that threshold?

Mr. BARR. That is a terrific point, and I think that it is abso-
lutely critical, as you said, that the resolution authority that we
are proposing is not supposed to be used, won’t be used, can’t be
used broadly in the economy for non-bank financial firms. It is a
narrow authority. It is only to be used for the largest, most inter-
connected, highly leveraged firms. It is only to be used in the event
that no other option is going to be able to work for the financial
system to preserve financial stability for the system.

It is designed to be, again, a proposal that in the main, the larg-
est firms will have their own capital buffers, pay their own way,
and go into receivership in the bankruptcy system. The resolution
authority is really just for the cases where the criticality to the sys-
tem of what is going on, the fact that the capital buffers and pru-
dential requirements have not been sufficient—in that rare cir-
cumstance you would be able to place that firm into special resolu-
tion to prevent widespread harm to the American economy.

The decision would be made with checks and balances between
the Federal Reserve, the Treasury, and the FDIC, as receiver, in
order to make sure that it is only used in the rarest of cir-
cumstances.
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Ms. CHU. I heard Mr. Krimminger say that the FDIC should be
this authority, but Mr. Barr, I didn’t hear what your opinion was
on that.

Mr. BARR. We think the FDIC is the natural place to play the
receivership function. They have had 75 years experience acting as
receiver of the largest firms. There may be circumstances when it
is absolutely critical for the SEC also to be involved with respect
to a broker dealer, but the expertise with respect to receivership
really does lie with the FDIC.

There would be no need to create a new entity or a new bureauc-
racy or a new group of individuals involved; the FDIC is there, it
is in place, it is a well respected, well trusted institution and I
think Americans have come to see the important role that the
FDIC has been playing for three-quarters of a century. So I think
that is how we would proceed.

Ms. CHU. How would the Administration’s resolution proposal
guarantee that stakeholders would be no worse off by regulators’
use of this authority than would be in the case of a liquidation?

Mr. BARR. We would put a floor on recovery at liquidation value,
so it would just, by operation of law, require that system.

Ms. CHu. Okay. Thank you.

Mr. CoHEN. Thank you, Ms. Chu.

Let me ask a question of Mr. Krimminger—a couple. I was the
initial person to suggest we should raise our FDIC rates here in
Congress. We did it. Would you concur that it was a good idea and
that it should be continued on to give investors—depositors assur-
ances that their money is safe?

Mr. KRIMMINGER. You are referring to the guarantee of the——

Mr. COHEN. Two-fifty.

Mr. KRIMMINGER [continuing]. Level? We think that certainly
that has been extended now through 2013. We would want to look
at that point as to whether that is appropriate to continue. We
have not made any recommendation on that thus far.

Mr. CoHEN. Can I ask you why it would possibly not be impor-
tant to continue when it was set at $100,000 in 1981 and then if
you take the—you know, figure it out pro rata, it should be at least
$250,000 now. Why would it not be appropriate to keep it at the
same level as it was in 19817

Mr. KRIMMINGER. Chairman, I wouldn’t want to really express an
opinion on that, but certainly we have looked—we have done some
analysis and looked and yes, there has been, obviously, quite a bit
of inflation since 1980 when it was raised to $100,000 initially. We
initially felt that it was appropriate to put it up to $250,000 during
the crisis, and we just simply want to work with Congress and do
some analysis to support whether $250,000 is the appropriate level
or some different level.

We have certainly talked about it in the past, even before—long
before the crisis—about having it be $100,000 level adjusted based
upon inflation changes in order to make sure that it provided ap-
propriate protection.

Mr. COHEN. And let me ask you another question: Major finan-
cial institutions move ungodly amounts of money—trillions of dol-
lars—across global economies and affect—in many countries. Con-
sidering the amount of money that these major financial institu-
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tions move and across so many countries, does the FDIC have the
capacity to resolve all these big institutions if they get into a crisis
situation?

Mr. KRIMMINGER. Well, we certainly would believe that we have.
This is something that we have been doing for a long time, is re-
solving banks. Banks are involved in many of these complex finan-
cial transactions. We were very heavily involved in helping to re-
solve several very large banks last year.

I will fully agree with you that the types of institutions we are
talking about are much more complex and much larger in size. But
the type of expertise related to the derivatives products, which we
have dealt with quite a bit in bank failures, and other types of fi-
nancial contracts, we believe put us in a good position to help deal
with the resolution of the largest banks and bank holding compa-
nies.

That is the area that we think is most crucial that we would be
involved in, and we think that we do have the expertise to move
forward

Mr. COHEN. And adequate personnel as well?

Mr. KRIMMINGER. We have a long history, Congressman, of in-
creasing size if necessary. We would increase size somewhat with
this authority. We are now about 6,300 employees; we have in-
creased the size of our staff by a little over 1,500 employees in the
last year. And I think we have the ability to call on the expertise
of many others outside of the FDIC through contracts in order to
provide special expertise for particular institutions, which we have
Eszd quite a bit with some of the bank failures we have already

ad.

Mr. CoHEN. Thank you, Mr. Krimminger.

Does the Chairman have additional questions?

I recognize Mr. Conyers.

Mr. CoNYERS. Thank you. Thank you, Chairman Cohen.

Am I correct to assume that you two gentlemen, from your re-
s(li)ec“give authorities, have created this new resolution authority
idea?

Mr. BARR. Mr. Conyers, Mr. Chairman, the Treasury Department
submitted a proposal to the Congress with respect to resolution au-
thority that is under—will be under consideration by the Congress.
The FDIC is an independent agency and reaches its own judgments
with respect to any legislation it might support or would not sup-
port. And certainly I was quite involved in that process, but it is
ultimately a departmental decision.

Mr. CONYERS. Your modesty is appropriate, but this is largely
your idea.

Mr. BARR. Mr. Chairman, I can say not only with humility but
with honesty that there are a lot of people who worked on this pro-
posal, and it is really a departmental judgment about the appro-
priate path forward with respect to resolution.

Mr. KRIMMINGER. If I might just simply—I could even claim more
modesty, because it was primarily something developed through
the Treasury Department. Certainly we have had a lot of contact
with Treasury and other regulators

Mr. CoNYERS. I will get to your modesty in just a minute. Let
us go into the secretary’s modesty.
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You are the secretary for financial institutions for the Depart-
ment of the Treasury.

Mr. BARR. Yes, sir.

Mr. CoNYERS. Right. Well, who would be putting this kind of
thing together—somebody over you did this and gave it to you?

Mr. BARR. I am sorry, Mr. Chairman. I don’t mean to be absent-
ing myself from the decision-making processes. I just wanted to
make clear that it is a departmental judgment. I share that judg-
ment. I certainly was quite involved in that judgment, and it is my
responsibility to work to get that judgment enacted. And you can
hold me accountable if you don’t

Mr. CoNYERS. All right. Let us look at it like this: Treasurer
Geithner wrote this up and gave it to you and you and maybe one
other person, and we have got it now. It is okay to admit it here.

Mr. CoHEN. You have a right to a lawyer. You have the right to
remain:

Mr. BARR. I don’t especially need one. I am happy to have you
hold me accountable for anything I say up here about the resolu-
tion authority. It certainly, in my judgment, it is the right course
of action. And please, any questions you may have about it, I am
happy to answer.

Mr. CoNYERS. Well, I am glad that you are happy to answer
them. I am happy to give them to you.

Now that we are all happy, let us—somebody wrote this. This
didn’t drop out of the air, or somebody walking, a window rolled
down in a limo and a sheaf of papers were handed to you.

Mr. BARR. Mr. Chairman——

Mr. CONYERS. Somebody wrote it, and you are the one that wrote
it.

Mr. BARR. I am not trying to avoid responsibility, Mr. Chairman.
You can hold me accountable for it. It is the department’s position.
I worked on it with our general counsel’s office. We have a terrific
team of people there, and I am happy to have you hold me account-
able for any of the words in it.

Mr. CoNYERS. Well, look, I will hold your secretary accountable
then, or the guy in the office next door to you.

Mr. BARR. No. Please hold me accountable, sir.

Mr. CoNYERS. Well, that is what I was trying to do. So why are
you trying to——

Mr. BARR. I apologize, sir. I am not——

Mr. CONYERS [continuing]. What is with the modesty? I hold you
accountable and you accept accountability.

Mr. BARR. Yes, sir.

Mr. CoNYERS. All right, now that that is straight. Now we are
getting somewhere.

Now, over in the Federal Deposit Insurance Corporation, where
modesty is the mode, Mr. Krimminger, and you have already as-
serted your modest role in this, where does the relationship be-
tween FDIC and Treasury come in here? In other words, they
wrote it and you are here supporting it, right, this new resolution
authority?

Mr. KRIMMINGER. It was Treasury’s bill. We are here because we
support the concept of having a new resolution authority. We do
not support every provision of the bill and we have had discussions
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about some areas that we do have concerns about. So I think that
is the completely honest and completely fair way of expressing our
view.

Mr. CoNYERS. Well, that is all we are trying to do is identify
the—look, we are all in the same government working on behalf of
the same citizens, and—but you are here to support the Treasury’s
position, and there are some reservations that you have. Okay.
Now that we have got that, we are through with this and the
modesties and the assuming responsibility parts have all been han-
dled.

Now, in this new proposal of resolution authority there comes
with it a dismantling of some of the protections that have already
existed. Is that not correct?

Mr. BARR. Mr. Chairman, in our judgment the bill preserves im-
portant protections—key protections—for firms, for shareholders in
the firm and for creditors in the firm, while providing the govern-
ment with the appropriate tools to engage in resolution authority
subject to judicial review of their actions with respect to the ap-
pointment of a receiver or the adjustment of claims, as Mr.
Krimminger has previously outlined.

Mr. CONYERS. I see. That is not so good.

Mr. Krimminger, let me try the same question on you: Doesn’t
this proposal anticipate and include certain dismantling of some
protections that already exist?

Mr. KRIMMINGER. Chairman, I do not believe it does because it
simply—the only change that it really creates is that the initiation
of an insolvency proceeding that would be initiated through an ad-
ministrative process rather than through a court-filed insolvency
process through the bankruptcy code. The types of protections that
would be available to creditors and shareholders to challenge that
process and challenging the decisions through a court action would
all remain in place.

Mr. CONYERS. Are you a lawyer?

Mr. KRIMMINGER. Yes, sir.

Mr. CONYERS. And Mr. Barr, are you an attorney?

Mr. BARR. Yes, sir.

Mr. CoNYERS. Oh, okay. What about the dismantling of—you
both not agreed with my assertion. What about bankruptcy code
protections currently in existence?

Mr. BARR. So again, Mr. Chairman, with respect to——

Mr. CONYERS. No dismantling?

Mr. BARR. With respect to firms that are subject to the special
resolution regime, those firms would be subject to the resolution
process that the FDIC uses for bank failures. Those bank failure
protections provide important protections for creditors and share-
holders with the appropriate opportunity for judicial review, and
those same sets of procedures would be used with respect to these
firms. So in our judgment it doesn’t dismantle protections; it pro-
vides protections that are available under the bank failure regime
and provides those protections in the context of firms that are sub-
ject to the special resolution regime.

Mr. CoNYERS. Okay. Attorney Barr, that is very good.

Now, let me try Attorney Krimminger. Same question.
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Mr. KRIMMINGER. I think, Chairman, we—in the FDIC’s resolu-
tion process we provide the same types of protections for creditors.
For example, there is protection under the bankruptcy code for se-
cured creditors; there is protection under the FDI Act for secured
creditors. In fact, in some ways there is even more protection under
the FDI Act for secured creditors because secured creditors are not
subject to cram down, as there can be some circumstances under
the bankruptcy code.

Another example is that for existing contracts of the failed bank
or the failed institution, there is protection for those existing con-
tracts. There is a bankruptcy trustee who has the power to reject
or affirm certain contracts under the bankruptcy code. So does the
FDIC as receiver has the power to reject or, as it was referred to
in our statue, repudiate those types of contracts.

But damages recoveries are available to those whose contracts
are rejected. If they disagree with the decision on the repudiation
or disagree with the amount of damages that the receiver deter-
mines to be due to them they can file for a de novo review, or actu-
ally a de novo case, in the Federal district court of the jurisdiction
of the bank or in the District of Columbia.

Mr. ConYERS. Well, let us take antitrust safeguards. Attorney
Barr, antitrust safeguards—are they compromised, diminished, or
dismantled, from your perspective, under this new extended resolu-
tion authority idea?

Mr. BARR. In our judgment the proposal mirrors the procedures
that are used with respect to bank failure laws. So in the event of
the need for merger and acquisition, there is a process for appro-
priate Department of Justice review. As under existing bank fail-
ure law there are emergency exceptions to that; those would apply
also in this case.

Mr. CONYERS. So the answer is no?

Mr. BARR. In our judgment they are, again, Mr. Chairman, the
same as currently provided under bank failure law. We are extend-
ing the exact type of regime that exists today with respect to anti-
trust review to this narrow context. In our judgment that is appro-
priate.

Mr. CONYERS. Let me try a new tactic with Mr. Krimminger.

Yes or no?

Mr. KRIMMINGER. With regard to the antitrust protections?

Mr. CONYERS. That is right.

Mr. KRIMMINGER. With regard to the antitrust protections, As-
sistant Secretary Barr stated it accurately. There typically—yes,
there is a requirement to go through Department of Justice review
on bank failures, but there can be exceptions.

Mr. CONYERS. But there is no dismantling or diminution of anti-
trust safeguards? Your answer is, like Attorney Barr’s, no?

Mr. KRIMMINGER. In a systemic context there can be cases in
which there is an override of the anticompetitive consequences, yes.

Mr. CONYERS. Wait a minute.

Well, let us talk about union contracts. Are they protected under
the bankruptcy code?

Mr. KRIMMINGER. My understanding, and I would consult with
counsel on this because I have never been involved in a bankruptcy
proceeding involving union contracts
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Mr. CoNYERS. Well, they are all in back of you. Just take a mo-
ment. We are in no hurry——

Mr. KRIMMINGER. But nonetheless, in a Chapter—I think a
Chapter 11 proceeding is somewhat distinct from a Chapter 7 lig-
uidation proceeding. A bank receivership, where they—I can just
give you the experience that I have with bank receiverships. In a
bank receivership the claims under the union contract would be
due to be paid in accordance with the priority system for the bank
receivership, because once the bank is closed the charter is
pulled—charter is terminated.

There is no longer a right, of course, to the employment because
we are in a liquidation mode in a bank receivership. But any
claims that are due from the bank to the union or to the union em-
ployees would be paid in the priority system, in that liquidation
priority system.

Mr. CONYERS. So you can break the contract?

Mr. KRIMMINGER. The institution in that case, Chairman, is no
longer in existence. I have no employer to provide. And I under-
stand from counsel that there are similar protections and similar
rights to reject certain union contracts under Chapter 11 provisions
of Title 11, of course with certain protections in place. Chapter 11
proceedings, of course, are reorganization proceedings, whereas
Chapter 7 is a liquidation and the resolution of a bank is the clos-
ing of the bank so that there is no longer a reorganization of that
specific bank but the sale of its assets over to other private entities.

Mr. CONYERS. Lawyers, are retiree benefits and pensions pro-
tected as they are—would they be protected under the resolution
authority concept that you bring to us as they are under the bank-
ruptcy code?

Mr. KRIMMINGER. I believe they would be protected, Chairman,
in the same way that they would be protected in a Chapter 7 lig-
uidation proceeding. You are entitled

Mr. CONYERS. Wait a minute. Could we start off with a yes or
no and then the explanation?

Mr. KRIMMINGER. Yes, they would be protected in the same way
as under a Chapter 7 liquidation proceeding. As in a liquidation
proceeding, there is a winding up of the affairs of the entity and
its assets are then sold to others in order to recover money to pay
off the creditors. That is the same situation in a bank failure.

Mr. CONYERS. Now, Attorney Barr, what is your response to that
same question?

Mr. BARR. I am afraid, Mr. Chairman, I would have to defer to
Mr. Krimminger’s expertise on that.

Mr. CONYERS. Sure.

I am sorry, Mr. Chairman, but this is some of the most fantastic
questioning and responses that I have received in a long time here
in the Committee. I apologize for taking so much time.

Now, in bankruptcy the non-bank would be in a Chapter 11 and
not break the contract without negotiations and approval. That is
not true under the FDIC. Is that a true statement?

Mr. KRIMMINGER. I would defer, Chairman, to your counsel with
regard to what the bankruptcy provides. But what the FDI Act pro-
visions provide is that, just as in a Chapter 7 liquidation, we have
a insolvent closed entity that no longer continues in operation.
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Our goal with the resolution authority that we would support is
to end the “too big to fail” so that the entity is propped up in some
fashion, either temporarily or permanently, from government or
taxpayer dollars. So we would be closing the entity, just as in a
bank receivership, and it would be then—its assets would then be
recycled, if you will, into the financial system.

Mr. CONYERS. Is that a long way of saying yes?

Mr. KRIMMINGER. I say I would defer to counsel—your coun-
sel——

Mr. CONYERS. My counsel says yes.

Mr. KRIMMINGER. I do not know the bankruptcy provision on that
specific provision, but we are not talking a Chapter 11 proceeding.
We are talking about the closure of the institution, the pulling of
its charter, and then the maintenance of the functions that are sys-
temic, not the actual firm in a Chapter 11 reorganization. So it is
a different situation.

Mr. COHEN. Mr. Chairman, if I could do something out of the or-
dinary, I would like to ask Mr. Miller to come up to the panel—
not be recognized, because I think everybody has recognized him in
the past; he is kind of our Black’s Law Dictionary on bankruptcy
sometimes—and ask him without introduction if he can give us his
basis of his knowledge on bankruptcy to respond to some of the
questions the Chairman has asked and the witnesses have de-
murred on.

Mr. Miller, please?

The question is an assortment of questions that the Chairman
asked. He may want to ask you directly about bankruptcy law and
how it might be distinguished from resolution, and as far as union
protection, as far as Justice Department and antitrust, as far as
pensions, et cetera, et cetera. Are there more opportunities to the
bankruptcy court to protect rights of individuals that might be
under this new legislation?

You need to hit your mike.

TESTIMONY OF HARVEY R. MILLER,
WEIL, GOTSHAL & MANGES LLP

Mr. MILLER. As I understand the testimony, the concept of the
FDIC is that because the charter of the bank is terminated there
is no longer an employer and therefore there is no longer a union
contract, and all of these other contracts have effectively been ter-
minated. Under the bankruptcy code, if it is a Chapter 11 bank-
ruptcy, there are protections for pensions, there are protections for
labor contracts, and very specific procedures that have to be fol-
lowed.

And a Chapter 11 does not have to be a reorganization. Many
Chapter 11s today are liquidations with those protections under
1114 and 1113 in place. So there are extra protections under the
bankruptcy code.

Under Chapter 7, which is a liquidation, those provisions do not
apply. But if a Chapter 7 trustee wanted to sell the assets to an-
other company or a purchaser who wanted to run that business,
there is still the possibility for a trustee to assume the union con-
tract and transfer it to the purchaser. So I would submit there are
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greater protections which are being proposed in the resolution re-

gime.
[The prepared statement of Mr. Miller follows:]

PREPARED STATEMENT OF HARVEY R. MILLER

Testimony ol
Harvey R. Miller '
before the
Subcommittee on Commercial and Administrative Law
of the
House of Representatives Committee on the Judiciary

111th Congress, 1st Session

for Hearings on

Too Big to Fail: The Role for Bankruptcy
and Antitrust Law in Financial Regulation Reform

October 22, 2009

I greatly appreciate the opportunity to testity in these oversight hearings as to the
role of bankruptcy law and the bankruptcy courts in achieving a balanced approach to
safeguarding American values in responding to financial crises.

I am a practicing attomey and a senior member of the international law firm of
Weil, Gotshal and Manges LLP (“WGM”) that maintains its principal office in New York, New
York. For the past 50 years,” I have specialized in proceedings relating to debtor-creditor

relationships, with an emphasis on restructuring, rehabilitating and reorganizing distressed

! Senior Partner, Weil, Gotshal & Manges LLP, New York, New York. The views expressed in this

testimony are expressed solely on behalf of myself and not on behalf of any other person or entity.

- During the period of Scplember 1, 2002 to March, 2007, 1 was a Vice Chairman and Managing Dircctor of
Greenhill & Co.. LLC. an investment banking firm located in New York, New York.
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business entities. I created the Business Finance and Restructuring Department at WGM. I have
represented debtors, secured and unsecured creditors, trustees, creditors’ committees, and I have
served as a trustee and attorney in cases under the Securities Investor Protection Act of 1970 (15
U.S.C. 78aaa et seq.).” Currently, I am the lead bankruptey attorney for Lehman Brothers
Holdings Inc. and its affiliates (“Lehman™), and for Motors Liquidation Corporation f/k/a
General Motors Corporation and its affiliates, in their respective cases under chapter 11 of title
11 of the United States Code pending in the United States Bankruptcy Court for the Southern
District of New York.

I am currently an Adjunct Professor of Law at the New York University School of
Law, where | have taught a seminar on chapter 11 bankruptcy and reorganization law since 1975.
I also am an Adjunct Lecturer in Law at Columbia University School of Law, where I have
taught a course on Corporate Reorganization and Bankruptcy Law for the past ten years.

It is my understanding that the Subcommittee is seeking to ascertain the
implications and difficulties of dealing with the potential failure of a first tier financial holding
company comparable to Lehman, a non-bank financial holding company that failed on
September 15, 2008, and the options that should be available to deal with such situations.

In a statement dated October 1, 2009, submitted to the Committee on Financial
Services of the U.S. House of Representatives, Ben S. Bernanke, as Chairman of the Board of
Governors of the Federal Reserve System (the “Federal Reserve™), in support of an improved
resolution process for failing, systemically important financial firms, stated:

“In most cases, the federal bankruptcy laws provide an appropriate

framework for the resolution of nonbank financial institutions.
However, the bankruptcy code does not sufficiently protect the

3

Since approximaicly 1973, 1 have been a conferee and member of the National Bankrupicy Conlerence and
I also am a fellow of the American College of Bankmuptcy.
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public’s strong interest in ensuring the orderly resolution of a

nonbank financial firm whose failure would pose substantial risks

to the financial system and to the economy. Indeed, after Lehman

Brothers and AIG experiences, there is little doubt that we need a

third option between the choices of bankruptcy and bailout for

such firms*

Neither Chairman Bernanke nor the United States Department of the Treasury
(the “Treasury”) has elaborated on the experiences referred to in respect to Lehman and AIG that
have led them to the conclusion that the financial distress of a non-bank financial holding
company presents only two options, i.e., bankruptcy and bailout. However, based upon that
conclusion, Chairman Bernanke urges that it is necessary to create a new resolution regime with
extraordinary powers, a new infrastructure and a new administrative process to deal with such
situations that would include imposing “losses on shareholders and creditors of the firm.” No
rationale is given for why the existing bankruptcy law and bankruptcy courts could not deal with
the resolution of such financial crises, provided that the bankruptcy code is amended to restore
the applicability of the bankruptcy code’s automatic stay to derivatives, swaps and other
securities transactions.® Specifically, | am referring to amendments that were made to the
bankruptcy code as part of the Bankruptcy Abuse Prevention and Consumer Protection Act of
2005 that created safe harbors that put derivatives, swaps and securities transactions beyond
jurisdiction of the bankruptcy court. Those amendments have made a particularly negative
impact on the administration of the Lehman chapter 11 cases.

The essence of a chapter 11 bankruptcy case, initially, is to preserve the status

quo. This is accomplished by enjoining creditors from taking any remedial or other actions that

Bernanke slatement, October 1, 2009, page 7.
s See Act of July 27, 1982, Pub. L. No. 97-222; Bankruptcy Amendments and Federal Judgeship Act of

1984, Pub. L. No. 98-353; Act ol Junc 25, 1990, Pub. L. No. 101-311; Bankrupicy Abusc Prevention and
Consumer Protection Act of 2005. Pub. L. No. 109-8.

~
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would impede or interfere with allowing a debtor a reasonable period of time to pursue
rehabilitation and reorganization or, alternatively, if in the best interests of the economic
stakeholders, liquidation in an orderly fashion under the supervision of the bankruptcy court.
The automatic stay of the bankruptcy code enables a debtor and its creditors the time to develop
plans to preserve and maintain the value of the debtor’s assets and, possibly, enhance values by
avoiding the drastic consequences of a forced, unplanned liquidation that significantly depresses
values to the prejudice of all economic stakeholders.

Unfortunately, under the current state of the bankruptcy code, a Lehman-type firm
does not get the protection of the automatic stay and would be subject to the ravages of
counterparties in respect of its securities and structured finance contracts. These circumstances
make bankruptey difficult and costly, but can be cured by taking some of the proposals for the
new regime and incorporating them by amendment into the bankruptcy code. In that context, is
the true lesson of Lehman that bankruptcy is not an adequate option?

It is important to keep in mind that until the weekend of September 12-14, 2008
the belief that Lehman would be the subject of a bankruptcy was beyond comprehension.
Lehman was the fourth largest investment bank in the United States. It reported consolidated
assets of over $600 billion and liabilities of almost that amount. It operated a massive, global
business on a 24/7 basis. Through its highly developed network of subsidiaries and affiliates,
and 25,000 employees, Lehman conducted hundreds of thousands of transactions each day at the
speed of light and on a world-wide basis. It moved billions of dollars around the world for itself
and its customers each and every day. If ever there was an institution that might have been

deemed “too big to fail,” Lehman was a prime candidate.
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However, the week of September 8, 2008 was a horrendous and traumatic time
for Lehman. A growing lack of global confidence was gripping the financial markets
precipitated by the fall of Bear Stearns and the more recent takeover of Fannie Mae and Freddy
Mac, as well as the growing enormity of the subprime crisis. Lehman’s market capitalization
was declining precipitously as rating agencies indicated potential downgrades and short selling
increased, all causing Lehman’s liquidity to severely contract as its clearing banks demanded
more and more and greater amounts of collateral security. Between September 8 to September
12, Lehman was compelled to provide its clearing banks with billions of dollars in cash
collateral, causing an insurmountable burden on its ability to operate its business — a business
which had been built in major part on high levels of leverage.

The combination of low levels of liquidity and deteriorating economic conditions
resulted in downward pressure on the value of financial assets. Such global and national
economic conditions, in the aggregate, depressed both the valuations of Lehman’s inventory
positions as well as transactional volumes and market activity levels. Thus Lehman became a
national and global problem. Lehman's problem, however, was nothing extraordinary. What
Lehman needed was liquidity, and if it could not find liquidity, it needed the benefit of the
bankruptcy code’s automatic stay so that it could have the breathing space originally
contemplated by the Bankruptcy Reform Act of 1978° to find a third party source of liquidity or
to conduct an orderly, supervised wind down of its business and assets. Had the government and
the bankruptcy code been able to offer liquidity and stay protection, Lehman might have had
what it needed to survive, or at least to experience a soft landing, rather than the unfortunate,

systemically challenging crash that occurred on September 15, 2008. The circumstances

6 Pub. L. No. 95-598.
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surrounding Lehman, from my point of view, establish that what is needed is not an entirely new
resolution regime, but rather: (i) an expansion of the Treasury’s authority, in exigent and
compelling circumstances, to extend loans to financially distressed non-bank financial holding
companies; and (ii) an amendment of the bankruptcy code that would eliminate the safe harbor
provisions for derivatives, swaps and securities transactions that were added to the bankruptcy
code and would restore the protection of the automatic stay for such financial holding
companies. Implementation of those proposals would prevent the consequences of a Lehman
type failure and allow distressed non-bank financial holding companies and their creditors the
time to consider and evaluate the alternatives of rehabilitation and reorganization, or the most

efficient and least intrusive methods to wind down a distressed entity.

The Experience of Lehman

Confronted with an extreme liquidity crisis and the growing loss of confidence,
during the weekend of September 13 and 14, 2008, Lehman desperately turned to the Federal
Reserve Bank of New York and the Treasury to assist it in facilitating a sale of its business or
otherwise support its operations to avoid the cataclysmic and potential systemic consequences of
Lehman closing its doors. To some extent Lehman relied on the past history of Wall Street
assistance and bailouts going back to the Great Salad Oil Scandal of 1963, the broker/dealer
crises of 1970 that led to the enactment of the Securities Investor Protection Act of 1970, the
S&L crisis of the 1980s, the bailout of Bear Stearns in March 2008, and the conservatorships for
Fannie Mae and Freddy Mac in September of 2008. Unfortunately, from the very inception of
the meetings that took place over that weekend, and predominant through all the meetings, was
the overarching principle expressed by Mr. Paulson as Secretary of the Treasury, that there

would be not one dollar of federal money expended to rescue or assist in the resolution of the
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issues presented by Lehman, despite the potential systemic consequences of a Lehman failure.
The result was the recommendation of the Federal Reserve Bank of New York and the Securities
and Exchange Commission (and, by implication, the Treasury) that Lehman initiate a bankruptcy
case by 12 midnight of September 14, 2008. Perhaps the motivation was to set an example or
educate the financial markets that distressed financial holding companies could not rely upon any
“bailout” by the Treasury or the Federal Reserve. Ironically, only a day later, that position had to
be reversed with the rescue of AIG and the initial infusion of $85 billion into ALG on that day.

Nevertheless, for Lehman, the negotiations failed. Their was no rescue or non-
bankruptcy option offered. The basis for that decision was not fully explained at the time and the
subsequent rationalizations have not been fully satisfactory, particularly in light of the almost
$145 billion which was advanced by the Treasury to provide liquidity to AIG.

In the context of the Lehman experience, it appears beyond reasonable
controversy that it is in the best interests of the country and the global financial system for the
Treasury and the Federal Reserve to have the authority to utilize federal funds to avoid potential
systemic failure. Had the Treasury and the Federal Reserve provided Lehman with the liquidity
or the backstop that it needed in order to continue operating, it may not have survived
indefinitely, but it would certainly have been able to arrange a soft landing rather than the crash

that shook world financial markets.

The Automatic Stay Is Inadequate for Financial Institutions

Lehman was forced to seek the shelter of the bankruptcy court in order to protect
whatever assets it could from being ravaged by its creditors. Most bankruptcy cases begin this
way. While the filing of a bankruptcy petition has several aims, ranging from an orderly

liquidation to a reorganization that saves a business and the communities that depend on it, the
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first and most immediate aim is to provide a safety net: to provide the debtor a breathing spell
from creditors and avoid a race among creditors to dismember a debtor’s assets in a manner that
dissipates or destroys their value. Regardless of how a case ends — whether or not it ends with a
reorganized business — the initial focus is to avoid a crash and burn scenario, and if necessary, to
guide the business towards a soft landing. The automatic stay is meant to facilitate this. As
stated by the bankruptcy code’s legislative history, the automatic stay “stops all collection
efforts, all harassment, and all foreclosure actions. It permits the debtor to attempt a repayment
or reorganization plan, or simply to be relieved of the financial pressures that drove him into
bankruptcy.” S. Rep. No. 95-989, at 54-55 (1978) as reprinted in 1978 U.S.C.C.A.N. 5787,
5840-41.

However, most of the relief that is typically available to debtors was not available
to Lehman for two reasons. First, Lehman’s most dire liquidity needs were at its broker-dealer,
Lehman Brothers Inc. (“LBI”) — an entity that may not be a debtor under chapter 11. LBI’s
broker-dealer and fixed income business were among Lehman’s most valuable assets.
Nonetheless, its value depended on Lehman’s ability to assure its clients and customers of its
financial and operational integrity. In the circumstances surrounding Lehman’s bankruptcy, it
could not instill that assurance in its clients and customers.

Second, as the fourth largest investment bank in the United States prior to its
demise, Lehman engaged in derivatives trading with some of the largest counterparties in the
world. These contracts represented another substantial asset for Lehman. Most derivatives,
swaps and securities contracts, however, do not benefit from the protection of the automatic stay.
As a result of the safe harbor provisions of the bankruptcy code, non-debtor counterparties to

such contracts are permitted to exercise certain contractual rights triggered by a debtor’s chapter
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11 case or financial condition, including the right to terminate the contract and take advantage of
positions in their favor, and leave in place contracts in which they owe money to the debtor. The
debtor usually has no right to terminate and remains exposed such contracts. This caused a
massive destruction of value for Lehman. As of September 15, 2008, the bankruptcy date,
Lehman’s derivative counterparties numbered approximately 930,000, of which approximately

733,000 sought to terminate their contracts.

A Solution Is Needed For Truly Global Enterprises

Despite the above limitations, on September 15, 2008, Lehman commenced the
largest bankruptcy case in the history of the United States. Lacking the full benefit of a
“breathing space” within the contours of the bankruptcy code, the days that followed were a
period of perpetual crisis. This crisis was exacerbated by the precipitous nature of Lehman’s
filing. No arrangements had been made to prepare Lehman’s international operations for a
coordinated international restructuring. As negotiations resumed with Barclays Capital Inc. for a
sale of a portion of Lehman’s business in an effort to salvage some value and protect customers
and employees, Lehman’s subsidiaries in the United Kingdom and elsewhere were compelled to
commence their own insolvency proceedings to protect their assets. These companies were an
integral part of Lehman’s worldwide financial reporting system. When a major subsidiary
entered into insolvency administration in the United Kingdom, the systems that Lehman entities
shared for inter-company financial information were shut down, causing a total breakdown of the
financial reporting system not only in the United States, but worldwide. With access to the
financial reporting system terminated, knowledge of trades, location of securities and other

information was no longer accessible.
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As Lehman was struggling to preserve its assets, more and more of its foreign
subsidiaries began to fall all around the globe. As each subsidiary ran out of cash,
administrators, receivers, and liquidators took over. As a result, subsidiaries who had previously
worked together with Lehman and shared information, became adverse to each other. Firstin
Europe, then in Asia, Lehman’s subsidiaries initiated or were forced into insolvency
proceedings. Lehman’s internal financial system, which had previously worked as an integrated
entity-wide operation, was walled off by foreign jurisdictional imperatives.

The collapse of Lehman’s global financial reporting system, and the myriad of
local insolvency proceedings that were commenced throughout the world, have had an enormous
impact on Lehman’s ability to generate information, liquidate assets in an efficient, economic
fashion, and identify a clear path to realize maximum value. The amount of information that
Lehman has attempted to marshal is unprecedented. All of the accumulated information in
Lehman’s systems totals 2,000 terabytes of data, an amount that would completely fill 20,000
computers to the maximum. This vast sea of information spreads across 2,700 software
applications and is dispersed throughout ledger accounts in numerous subsidiaries across the
globe. Ultimately, this means that Lehman’s inter-company balances do not simply appear at the
push of a button. They cannot be produced simply with reference to a single general ledger. The
financial information must be retrieved from among these thousands of dispersed global
accounts, and collated and cross-referenced with alternate sources and ledgers to ensure accuracy
and consistency.

Apart from encouraging cooperation with foreign regulators, the proposed
resolution authority fails to address the total absence of a viable cross-border solution for the

resolution of truly global institutions, and the inevitable breakdown that occurs — and has
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occurred with Lehman. If a global institution is forced to break apart into worldwide
jurisdictionally fragmented global insolvency administrations, little in the way of safeguards will
have been achieved. While I do believe that the bankruptcy code has the ability to deal with the
resolution of a financial institution such as Lehman on a domestic scale, such institutions will
almost always be global in nature and structured in ways that will optimize returns while in
compliance with a global patchwork of legal, regulatory, and tax requirements. The global
fragmentation that has characterized the international side of Lehman’s bankruptcy is an
inevitability that is not adequately addressed by the proposed resolution regime. Other than
encouraging cooperation with foreign resolution authorities, the proposal does not effectively
offer any substantive relief from what occurred in Lehman.

The only remotely viable solution that has been proposed for dealing with the
multinational resolution of a institution such as Lehman is one that would resemble the so-called
“living wills” proposed by the UK’s Financial Services Authority. The general idea, as I
understand it, is that regulators would agree ahead of time as to how they would resolve an
institution that has a presence in multiple jurisdictions. If this approach were to be endorsed, it
appears that non-bank financial holding companies would be required to formulate living wills —
processes somewhat similar to the “stress tests” designed for banks — that would have to be
continuously updated and approved by a consortium of national regulators. This requirement
would be beneficial not only as a means for dealing with the cross-border aspects of resolving
these institutions, but domestically as well. Clearly on the domestic front, having a draft “exit
plan” on the shelf that is periodically updated and reviewed would be helpful if a Lehman-like
institution needs to consider restructuring solutions either through government assistance or the

bankruptcy courts, or a combination of both.
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Conclusions

One year into Lehman’s bankruptcy, the days of perpetual crisis are over, the
enterprise has been stabilized, and the administration of the bankruptcy case is on a path towards
ultimate resolution under chapter 11. Clearly, had the government been confident in its authority
to provide financial assistance to Lehman, and had Lehman had the benefit of the “breathing
space” that is typically available at the initial stages of any chapter 11 case, the massive amount
of value that was destroyed in the months after September 15, 2008 may have been saved.
Lehman might have experienced the “soft landing” that the bankruptcy code is meant to provide.

There is precedent for the use of chapter 11 to avoid the systemic failure of a
particular industry. The Treasury’s support for the chapter 11 cases of Chrysler LLC and
General Motors Corporation (“GM”) demonstrates how chapter 11 may be used as an option to
support a sale and rehabilitation of a distressed entity and potentially save an industry. After the
government had resolved to rescue GM’s business in order to preserve and avoid systemic failure
in the domestic automotive industry and other sectors of the economy, the Treasury first
prevented GM’s immediate shutdown and liquidation by providing GM with a total of $19.4
billion in financing, sufficient to prevent the crash and burn that would have systemically
impacted the U.S. economy. Later, when it became clear that the only feasible manner of
preserving GM’s going concern value was to cause a de-leveraging and an expeditious sale of all
of GM’s viable assets pursuant to section 363(b) of the bankruptcy code, the Treasury again
stepped in and sponsored the sale of GM’s business to a Treasury-sponsored entity, now General
Motors Company LLC. This transaction provided the means for GM to preserve and maximize
the value, viability, and continuation of the survivable business and, by extension, preserve and

provide jobs for GM’s employees and its dependent supplier entities, as well as enhance the
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interests of all such economic stakeholders. The Chrysler and GM transactions were possible
because of the flexibility of the chapter 11 process and the recognition by the federal government
of the need to avoid systemic failure and to preserve the domestic automotive industry.

The government decided not to provide similar support when Lehman critically
needed it. That experience does not necessarily lead to the conclusion that the bankruptcy code
is simply not an option for non-bank financial institutions. There is an alternative option
between bailout — whatever the definition of bailout is — and the commencement of a bankruptcy
case to avoid systematically dangerous results. The action taken by the Treasury in rescuing the
automotive industry is a vivid example of what could be done to use the bankruptcy process in a
constructive way to safeguard the national interests.

Tt appears that the primary objective of the proposed new resolution regime is to
clarify and authorize the use of federal funds. This explicit authority to provide emergency
assistance in the form of government guarantees and loans might have allowed Lehman to forego
bankruptcy, or in the alternative, enabled the effective use of the bankruptcy process to provide
an orderly wind down of Lehman. In contrast, the creation of an FDIC-type agency to
administer distressed non-bank financial institutions is problematic. Non-bank financial holding
companies such as Lehman are quite different from depository banks who engage in limited
trading activities for customers and themselves. At this juncture, it is questionable whether the
FDIC has the expertise to deal with a Lehman type collapse. Further, the proposed resolution
regime appears to have aspects of a covert organization that may be accused of violating due
process in dealing with the assets and business of the insolvent non-bank financial holding
company to the prejudice of its creditors. Of course, transparency may result, potentially, in

more litigation, but it is an inherent aspect of our judicial and governance system
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What the bankruptcy court does provide, however, is transparency and
compliance with due process of law. The proposal does not provide for those attributes. A
receiver or conservator, as proposed, would, in effect, be empowered to take over an institution,
manage its properties, sell or transfer its assets, avoid transactions, enforce or reject contracts,
and above all, decide whether and to what extent creditor claims will be accepted or rejected,
without ever offering creditors or other stakeholders the opportunity to object, and without ever
being subject to judicial review. Creditors would appear to have no means to object to the
treatment of their claims, and contractual counterparties have no ability to challenge the
enforcement or rejection of their contracts in order to ensure that their contractual interests are
adequately protected.

Assuming that the proposed resolution regime could be successful in transferring
parts of Lehman’s derivative book and other valuable assets to a bridge institution, what would
the resolution regime be doing today to preserve and maximize the value of those assets that
remained with the defunct institution, or to deal with the multitude of stakeholders whose rights
and interests are intertwined with the rest of the entity’s assets? This is a massive endeavor.
How would the FDIC-modeled resolution authority be any different from what Lehman itself is
competently doing as a debtor in possession under chapter 11 of the bankruptcy code? Beyond
the ability to provide immediate financial assistance, and to preserve the value of an institution’s
derivative contracts, the proposed resolution authority does not appear to possess any greater
ability for resolving the issues and problems of a distressed institution than the bankruptcy court
has within the framework of the bankruptcy code. Further, the bankruptcy code does impose the

losses on creditors and shareholders by virtue of the application of the principle of absolute

priority.
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If we have learned anything yet from our experience with Lehman, it is that there
should be as many options available to the government as necessary to avoid the failure of a
systemically important institution such as a Lehman. The most important reform that could be
made would be to make it clear that the Federal Reserve has the ability to make loans in the
exigent circumstances of systemic failure. Flexibility to deal with distressed institutions with
potentially systemic consequences should be effectuated to the maximum extent possible. Thus,
if there must be legislation to effectively legitimize what we have all come to refer to as a
“bailout,” it should include within it the concept of providing the means to effectuate a sale of
the distressed institution, or otherwise provide financial support for an orderly wind-down, with
or without resort to bankruptcy.

Once a bankruptcy is commenced, however, the bankruptcy court does have the
ability, within an amended bankruptcy code, to deal with a distressed institution such as Lehman
—indeed, the Lehman case has proven this, as have several other large and complex recent
chapter 11 cases. Clearly, the bankruptcy court would be more capable of dealing with a
financial services firm such as Lehman if the safe harbor provisions were repealed, or if an
exception were created for institutions whose core business depends on the value of their
derivative contracts. The bankruptcy code does provide a uniquely flexible means for dealing
with the resolution of failed business entities and, in particular, as stated, for causing the first
losses to be incurred by stockholders and so on, through the principle of absolute priority.

Finally, the proposed resolution authority is predicated on events that occur
maybe once in a generation. The circumstances that would require its implementation are, by
definition, extraordinary. There may not be a cycle of events as cataclysmic as these until long

after the drafters of such legislation have left these halls. How can anyone propose an entire set
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of tools for an event that occurs once, maybe twice in a lifetime, and expect anyone to have the
necessary knowledge and expertise to implement them?

The restructuring or liquidation of a Lehman type institution should be driven and
overseen by the professionals and institutions that have the most experience with complex
restructurings or liquidations. While such a proceeding is likely to be a rare and extraordinary
event, it will nevertheless resemble the restructuring of a large and complex corporate enterprise.
The FDIC may have applicable experience in the liquidation of insured depositary institutions,
but these liquidations are far simpler than the restructuring or liquidation of highly complex non-
bank financial institutions that engage in a variety of businesses. Their rescue will require the
experience, expertise, and decades of legal precedent and highly qualified judges that have been
developed among this country’s restructuring professionals and bankruptcy courts. We are
fortunate to have developed a body of laws dealing with the consequences of failure. We should
rely upon this foundation and continue to build upon it, rather than hastily construct a framework
that will remain untested and appear foreign to us when the next crisis occurs.

Once again, I want to express my appreciation for the opportunity extended by the

Subcommittee to testify at this Hearing.
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Mr. KRIMMINGER. May I respond briefly?

Mr. COHEN. Yes, sir.

Mr. KRIMMINGER. Just to be clear about this, if you have a Chap-
ter—if you have a bank resolution and you create a bridge bank,
yes, the existing contracts can be terminated by the fact that there
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is no further employer, but you can also transfer a contract. That
is one of the powers of the receiver when one of us talk about con-
tinuity. The receiver would have the authority to transfer those
contracts over to the bridge bank intact so that, just like a Chapter
11, there are to be similar types of protections for union, pension,
or other contracts if that were viewed as being important to main-
tain the going concern value of the entity in a bridge bank struc-
ture or a bridge financial institution structure under the proposal,
or the operations and prevent a systemic risk that was the concern
that led to the use of this extraordinary power in the first place.

So you can transfer contracts. That is why I am saying it is very
similar, in many ways, to bankruptcy law. You can transfer con-
tracts by the receiver over to the bridge bank. You can also termi-
nate, reject, or repudiate, depending upon your preference for
terms, those contracts as well so that they don’t flow over to the
bridge banks.

Mr. CONYERS. It doesn’t seem like you concur completely with
Mr. Miller.

Mr. KRIMMINGER. No, I don’t, because there is also the power to
continue those contracts into the bridge bank, and I would just
simply humbly suggest that perhaps that is something that hasn’t
been considered.

Mr. MiLLER. If I may, Mr. Chairman, that assumes that the
FDIC will find a buyer. What we are talking about here are first-
tier financial holding companies of a huge size. I would look to the
Indymac situation, where the FDIC was unable to find another
bank to transfer those accounts to. And in the context of the testi-
mony, that would mean those union contracts, those pension plans
are terminated.

Mr. KRIMMINGER. Well, look, if I may respond as well—may I?

Since the reference was made to the Indymac situation, the
Indymac situation did involve, effectively, a bridge bank structure
created. The contracts and primary—all of the operations of
Indymac were transferred to that bridge bank structure and then
that entity was sold virtually intact from the bridge bank. Of
course you leave some claims that are of no value down in the re-
ceivership, but that institution was sold virtually intact and is now
operating as One West Bank in California by a new set of inves-
tors.

Mr. MILLER. Yes, sir, which can also be done in bankruptcy if
you are going to have a bridge bank that is being financed by a
Federal agency. You can also do it in Chapter 11 without any Fed-
eral assistance.

Mr. KRIMMINGER. And may I respond as well?

The Indymac receivership and bridge bank, since we are refer-
ring to that one, had no special assistance other than a protection
of the depositors, which is, of course, the charge of the FDIC. There
was not other Federal assistance provided at all.

Mr. CONYERS. Well, there seems to be a problem in the minds of
some of the Members of this Committee about whether these guar-
antees are diminished or improved through this resolution author-
ity idea. I am a little bit concerned, and this is why we are having
this discussion, of course, isn’t it?
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I mean, after all, this is a draft that is not in final form, is it,
Mr. Barr?

Mr. BARR. That would be up, of course, to the Congress to deter-
mine.

Mr. CoNYERS. Well, sure, and we wouldn’t do anything without
consulting with you and Mr. Krimminger. And so we are concerned
about whether or not we would be dismantling many of the bank-
ruptcy code protections that apply to non-bank financial institu-
tions and the antitrust safeguards that apply to them.

That is a valid concern, and that is a big concern, Mr. Miller.

Mr. BARR. Again, Mr. Chairman, in our judgment it made sense
to use the system that is in place for bank failures, which has a
long history and established protections in it and to decide in par-
ticular circumstances that are rare that should be extended to a
further category of institutions that would have then a regime that
has the same protections that have been used in bank failure law
for many, many years.

Mr. MILLER. Thank you, sir.

I suggest that we should not forget that what is the fourth-larg-
est non-bank financial holding company is currently in bankruptcy
and is being administered in bankruptcy very efficiently and with-
out a single dollar of Federal assistance, in a proceeding in which,
as the prior panelists have said, was able to sell assets within a
period of 5 days, did not need debtor and possession financing, has
been running this estate—this huge, complex estate—for well over
a year, and if it had the protection of the automatic stay in connec-
tion with the derivative contracts, would be a much more valuable
estate today.

I would submit to the Committee that this whole problem of de-
rivatives is so complex that three-quarters of the people on Wall
Street still do not understand what a derivative is. And where you
have almost a million counterparties in these derivative trans-
actions, many of whom took full control because of the way the
statute is written.

I don’t believe the FDIC has ever had any experience with de-
rivatives and how you unpeel them and how you unwind them.
And there are billions and billions of dollars involved in that proc-
ess.

Mr. CONYERS. We can’t disagree with that, can we, Mr. Barr?

Mr. BARR. If I could, Mr. Chairman——

Mr. CoHEN. Well, Mr. Krimminger, that is the reason I asked
you the question about, is the FDIC equipped to take on these glob-
al economic situations with these multi-country—I mean, you all do
like the bank of, you know, Tucum Karey—you are talking about
doing the bank of the Semi-world.

Mr. KRIMMINGER. Like WaMu and some other substantial insti-
tutions. Yes, I think it would be a challenge but I think the——

Mr. CoNYERS. You have never done it before.

Mr. KRIMMINGER. Well, I don’t know—our point is that there is
value to preplanning and value to planning these types of insolven-
cies in advance. There were some consequences from the Lehman
failure that were created by the drying up of liquidity. I am not
going to say that was all caused by the Lehman failure, but cer-
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tainly there were consequences to that failure that created substan-
tial problems in the financial system.

Our judgment, which we would agree with Treasury on this, is
that it is important to have an alternative system where you have
the most—the largest financial firms involved in a potential col-
lapse. We have had experience working with derivatives. We have
dealt with a lot of major counterparties around the world.

My work, as illustrated by the Chairman’s introduction, as a co-
chair of the international working group looking at these issues, we
have been working with international colleagues for months and
years to try to deal—to try to find better ways of dealing with these
issues.

One of the recommendations in our working group report, which
was published on the Bank for International Settlements Web site
on September 17, was the need to have an insolvency system that
could be consistent across both banks and the very largest non-
bank financial firms in order to allow for greater coordination to
prevent there from being cross-border consequences that can cause
significant problems.

And it is certainly not a secret that there certainly have been
substantial cross-border disagreements with regard to everything
from information sharing, with regard to the treatment of certain
creditors and certain claims, and with the preferential treatment
alleged by some of certain creditors and claims in the Lehman
Brothers bankruptcy.

So I wouldn’t want to sit here and say that it is an easy problem
to solve, but I don’t think we can sit here and say that the bank-
ruptcy resolution is an easy problem to solve for these very largest
institutions either.

Mr. CONYERS. Well, we beg to apologize for undervaluing the ex-
tensive global experience that the FDIC has accumulated over the
years. I wasn’t fully appreciative of that fact.

Mr. BARR. If I could, Mr. Chairman, I think that the bankruptcy
proceeding that Mr.—is referring to is successful only in the nar-
rowest sense. So we have a responsibility, I think all of us, not just
to have a system that works with respect to the process of bank-
ruptcy and the creditors in that bankruptcy, but really with respect
to the stability of the financial system as a whole and the protec-
tion of taxpayers.

And the decisions that were made last year and the results of
which, since the tools were so limited available to the Federal Gov-
ernment, the Lehman bankruptcy was maybe okay for the narrow
proceeding that it is engaged in, but was absolutely horrible for the
financial system, and American taxpayers, consumers, and busi-
nesses are paying for it every day. And I don’t think we want to
set up a system in the future that is narrowly procedurally success-
ful and brings down our financial system.

Mr. CONYERS. But aren’t we creating a super—a powerful super-
regulator with so-called resolution authority that we have never
created before?

Mr. BARR. Not in my judgment, Mr. Chairman. We have a long-
standing system of resolution for bank failure, we have par-
ticular—
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Mr. CONYERS. Am I right? Are we creating a—or maybe I am
wrong. When have we ever created any kind of authority with the
power that is being contemplated now that the Treasury—that Mr.
Barr, particularly—has handed us to consider? Is this routine?

Mr. MILLER. Absolutely not, sir. Absolutely not. I don’t believe we
have ever done that before.

Mr. CONYERS. I don’t know about it.

Mr. BARR. Mr. Chairman, we have a longstanding history, we
have a bank failure regime that has been in place for three-quar-
ters of a century. It is a special resolution regime for financial
firms. We are talking about applying that in rare circumstances to
an additional group of companies whose failure could really bring
down the system. And so in our judgment really we have a long
history of established practice and we are applying it in this con-
text.

Mr. CONYERS. Well, all I have to do is take my medicine and get
more rest and I will learn that this is what we do regularly for al-
most a century. This has been going on all the time, Chairman
Conyers, you just didn’t know about it. It slipped my attention com-
pletely. A super-regulator authority with this authority to get rid
of many of the safeguards of due process for unions, pensions, for
secured and unsecured creditors that are all covered in the bank-
ruptcy code now.

Attorney Harvey Miller?

Mr. MILLER. Yes, sir.

Mr. CONYERS. It is all there.

Mr. MILLER. It is all there. I think Mr. Barr, sir, is referring to
two different things: one, what caused the failure, which is an en-
tirely different subject. There are many factors that precipitated
Lehman’s collapse which were—included excessive risk-taking,
which should have been subject to some regulation, poor regulation,
and a general economy which was suffering from the takeover of
Fannie Mae and Freddie Mac, and as well as the growing enormity
of the subprime crisis. And you can trace back the subprime crisis,
many of the problems.

What I was addressing myself to was, when failure occurs, how
do you deal with that failure? And the bankruptcy code and the
bankruptcy courts allow you to deal with that failure with all of the
protections which Congress has already put in, and if you amended
the code to deal with this derivatives problem we would have a
much more efficient Administration.

And even though Lehman was an unplanned Chapter 11, it was
something that, responding to Mr. Johnson’s comments, the Fed-
eral Reserve Bank and the Treasury and Mr. Cox told the board
of directors of Lehman, “You should file a bankruptcy petition by
midnight on September 14.” And while they said it is in the discre-
tion of the board, it was pretty much a command.

And then the question was, how do you deal with that failure?
I believe that the Chapter 11 bankruptcy in Lehman demonstrates
that you can deal with it and we have dealt with it. And in fact,
Lehman owns two banks. And it is through the Chapter 11 pro-
ceeding where, in the full light of the sunshine, full transparency,
the Lehman estate has invested money in those to banks to keep
them in compliance with the FDIC. And you have an administra-
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tion there where everybody is involved and the stockholders are
being wiped out.

Mr. CoNYERS. Would you agree with that, Mr. Barr?

Mr. BARR. I don’t, sir. With respect, I think it is very hard to
hold up the failure of Lehman Brothers and the way it was man-
aged as a model of how we want to deal with financial crises in
the future. It was horrible for the system, it is horrible for tax-
payers, it is horrible for consumers, it is horrible for workers, it is
horrible for our economy.

We have to set up a system that is designed to bring——

Mr. CoNYERS. What should we have done?

Mr. BARR. I think we need to have tougher regulation. Mr. Miller
and I are in agreement on that. As I said at the outset, we need
to make sure that these largest financial firms that are complex
and interconnected have tougher regulation, higher capital require-
ments, more stringent activities and restrictions alike, but we have
to have a system of special resolution.

If they fail we have to have humility about getting that right and
the system we have in the past, where our choice is sending that
firm into the bankruptcy or not, is insufficient and it has really
hurt the system. We can’t do it again.

Mr. CONYERS. But isn’t the Miller description, Mr. Krimminger,
a valid one?

Mr. KRIMMINGER. Well, I think what the Miller description fails
to recognize is that you have the light of day. You have trans-
parency in the bank receivership process as well. You have access
to the courts, you have determinations by Federal judges about
whether or not claims were accurately paid or not.

So while I understand Mr. Miller’s understanding of the bank-
ruptcy code, I think you have to look at what has actually been
done in the bank receivership laws as well. There are protections,
contrary to what he said, for secured creditors. There are protec-

tions for unsecured creditors. There are protections for all types
of-

Mr. CoNYERS. Maybe he hasn’t studied this carefully enough to
know that.

Mr. MILLER. I agree with a lot of the things that Mr. Barr said
and what we do need, but in a context of saying that if you dis-
agree with the FDIC and how they are handling things in auto-
cratic fashion you can start an action in the Federal district court,
a plenary action, it is not like going to the bankruptcy court, which
has hearings regularly, somewhat informal. Starting a plenary ac-
tion to complain about the FDIC requires a great deal of financial
backing, and that——

Mr. BARR. We are talking about the largest firms in the country.

Mr. KRIMMINGER. And that is why you have an administrative
process first to hear those claims and have a determination of
them, then there is the right, if you are dissatisfied with that de-
termination, to go to court in which there is no deference given to
the FDIC’s views.

Mr. CoNYERS. Well, let us see. What is it that we agree on collec-
tively? These are three of the finest legal minds in the country.
What is it that we can agree on here and what is it that needs to
be discussed a little further?
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Mr. BARR. I think that we can all agree we need to end the per-
ception of “too big to fail.” I think we can all agree we need tougher
capital requirements, tougher liquidity requirements, more strin-
gent forms of supervision on the largest, most interconnected firms.

I think that we need to come to an agreement but we apparently
don’t have one with Mr. Miller that the——

Mr. CONYERS. Or this Committee.

Mr. BARR [continuing]. Bankruptcy regime is sufficient. In our
judgment, the bankruptcy regime is not designed for the purpose
of protecting financial stability. It is not designed for the purpose
of protecting the taxpayer. It is designed for the purpose of ensur-
ing process with respect to creditors. That is too narrow a vision.
I think we have a deeper responsibility.

Mr. CoNYERS. What do you say, Mr. Krimminger?

Mr. KRIMMINGER. Well, I think that we do agree on the need for
reform across the regulatory and supervisory realm, which I men-
tioned both in my written statement and my oral statement. But
what we also—we think that there does need to be a special resolu-
tion regime, if you will, only to be used in those rare cases where
the—going through the normal bankruptcy process could create ad-
ditional systemic risk.

So I concur with Assistant Secretary Barr that it is important
that in that narrow scope of issues that we have the ability to go
through a process that is designed to make sure there is speed,
make sure there is continuity in these key contracts so that con-
tracts where the liquidity is so crucial can be maintained through
the bridge financial institution. That is simply what we are pro-
posing, not some other—not a Federal bailout—because we believe
that we do need to end “too big to fail.”

The problem is that there was not an interest by both, in some
cases policymakers but certainly in the case of also creditors, in
many cases, of putting some of these largest firms through a bank-
ruptcy proceeding because of the fear that there would be a mas-
sive dumping of these financial contracts on an already illiquid
market. That is a danger that we need to avoid, and we can avoid
it without having to have a taxpayer bailout as the only alter-
native.

Mr. CONYERS. Attorney Harvey Miller?

Mr. MILLER. I agree with almost everything Mr. Barr has said,
but when he refers to stability I need a definition for stability. I
said in my statement that Lehman’s primary problem, putting
aside its other problems, the immediate problem on the weekend
of September 12 was liquidity. The liquidity had been drained out
of Lehman by a series of different events, and finally the clearing
banks just demanding more and more collateral.

If you were looking for stability at that point in time, the govern-
ment, the Federal Reserve Bank, or the Treasury could have done
a bridge loan. And there was a request for a bridge loan to get Leh-
man assistance to get to a sale.

The Treasury decided against that, and that resulted in the un-
stable conditions that happened. There is no prohibition in using
the bankruptcy process, and if it is appropriate for the Treasury or
whoever, in the interest of stability, to do a bridge loan it can be
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done in bankruptcy and it can be done in the bright light of full
transparency.

Mr. CoNYERS. Now, you don’t need to qualify that statement do
you, Mr. Barr?

Mr. BARR. I think that—I think again, with respect to Mr. Miller,
it is too narrow a perspective. We are not focused on the success
of failure of Lehman. We are focused on financial stability overall.

I think that the Lehman process obviously occurred in the con-
text of a massive inflow of—followed by a massive inflow of liquid-
ity provided into the system. There was a massive inflow of liquid-
ity in the system from the Federal Reserve before. There was an
enormous amount of government action taken in and around the
Lehman bankruptcy.

The Lehman bankruptcy itself is a narrow slice of what we need
to look at, and I think we have broader responsibilities. I think we
need to have a special resolution regime because we are looking out
for the taxpayer and the system and not just for the creditors or
the firm.

Mr. CONYERS. Mr. Krimminger, you have less criticism of the
Miller evaluation.

Mr. KRIMMINGER. I wish that I could provide concurrence, but 1
will say again that what the Miller evaluation fails to recognize, I
think, 1s that the simple process that are provided by current bank-
ruptcy code provisions, of requiring or allowing parties to terminate
and net their contracts immediately onto an illiquid market creates
a great deal of risk of destabilization.

A bridge loan would not necessarily solve that, but let us pre-
sume for a second that we also adopted the Miller proposal, say
that these financial contracts were subject to the automatic stay.
That is going to create nothing but illiquidity and concern by credi-
tors of other entities that might be in trouble around the financial
markets that their contracts will be subject to delay and they won’t
be able to get out of the contracts.

As much as the netting provisions cause problems, they were put
in place in part to help deal with the potential destabilization that
could occur by immediate—by having contracts tied up in a bank-
ruptcy proceeding or other type of proceeding. That is why the Con-
gress, in its wisdom, did give us the power to transfer these con-
tracts over to a bridge financial institution so that they could be
maintained and wound down slowly rather than being terminated
immediately.

Mr. MiLLER. Referring to the last comment, that is what should
be in an amendment to the bankruptcy code, and that is exactly
what, as I understand it, the resolution regime would want—the
ability to assume or reject these contracts rather than allowing the
counterparties to terminate them and take advantage of a declining
market.

The other issue that I would raise is, in response to Mr. Barr,
how are you going to protect this country against the same decision
that was made on the weekend in which the Treasury decided, “We
are not going to do a bridge loan or anything for Lehman,” and
then on Tuesday the 16th advanced $85 billion to AIG? How do you
check that decisions?

Mr. CoNYERS. How can you explain that?
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Mr. BARR. Mr. Chairman, obviously I was not in the government
at the time of those decisions. I don’t really have a particular judg-
ment with respect to weekend activities. I will say that I think it
is absolutely critical—and here I think Mr. Miller and I agree—
that we change the basic nature of regulation in our system so that
there are big buffers and we can internalize the costs. I think those
are important

Mr. CONYERS. But he wants to put the law into bankruptcy and
you want to put it into a super-regulator.

Mr. BARR. I don’t want to put it into a super-regulator, sir. I
think that these institutions need to be toughly, confidently super-
vised at the consolidated level. I think there need to be important
checks and balances in the system for the use of resolution author-
ity with three keys, as under the systemic risk approach—the Fed-
eral Reserve, the Treasury, and the FDIC in agreement.

I think there does need to be transparency in the process once
the firm is in resolution with the opportunity for judicial review.
So I don’t agree with the characterization of this as a super-regu-
lator.

And again, with respect, I think that we need to have broader
system interests in mind and not just the interests of creditors of
the firm.

Mr. CoHEN. The Chair is temporarily going to ask Chairman
Conyers to assume the Chair and recognize the Ranking Member
as well to continue this questioning. And if the Chair would take
the Chair for just about 5 or 10 minutes, I would appreciate it. And
I will return shortly. But Mr. Franks has some questions, but I will
leave that to the Chair to recognize Mr. Franks.

Mr. CONYERS. [Presiding.] Recognize Mr. Franks.

Mr. FRANKS. Well, thank you, Mr. Chairman.

You know, I guess just fundamentally here I think Mr. Miller’s
testimony has been very compelling to me. My original question
was, what is the primary difference between what you are doing
and the bankruptcy protocol that is already set up? And I under-
stand that the big difference is who is in charge here.

And I have got to tell you, I want to be very respectful to Mr.
Barr and Mr. Krimminger because I know that you are here, you
know, at the behest of others, but you are in a position of having
to defend what I think is almost an indefensible situation here be-
cause there is the reality of a super-regulator, like the Chairman
suggests. This is putting this into an entirely new environment,
kind of a bureaucratic environment, and you are trying to write a
whole century of law here in a short period of time. You are trying
to create an entirely new mechanism; you are trying to essentially
replace what the bankruptcy system already accomplishes in most
cases.

I have not heard any particular, clear, specific advantages that
this would offer over the bankruptcy system. I just haven’t. So let
me just say that one of the things that concerns me is under the
legislation here it says—this is verbatim—no judicial review of de-
termination pursuant to the subparagraph. No court may review
the appropriate Federal regulatory agency—that would be you—de-
termination subject to subparagraph D to disallow a claim.
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In other words, the gentleman, Mr. Miller, is absolutely correct.
You could go into a Federal court and make a big statement—I will
call on you in a moment—and I just think that you are talking
about a modicum of chaos here, and there is a lot of hubris I am
hearing here that if the right people were in charge it would all
work out okay.

And, you know, I am looking at some graphs here and there is
an indicator where, when the bankruptcy by Lehman occurred
there was a little hiccup in the graph, but when the Bernanke-
Paulson testimony came and TARP was announced, boom, it was
disaster time. And I am convinced that the inept intervention by
the department is most of what catalyzed the panic. Now, I am not
suggesting that it was at the cores substance of what the under-
lying problem was, but it catalyzed the panic.

The same thing here with the Dow. When the Lehman bank-
ruptcy occurred it bounced a little and bounced back up, but when
this announcement of this two-and-a-half-page plan to save the
world occurred the Dow just went—bottomed out because the mar-
ket couldn’t understand how the bureaucrats were going to come
along and save the day.

Now, what I hear happening here is that somehow you are going
to all of a sudden have, under the FDIC, the ability to have the
same transparency, the same protective rules, the same wisdom,
the same experience as the entire bankruptcy court mechanism
that has been going on for so long. And I know I am being a little
rough on you here, but let me ask a couple questions.

First of all, it seems to me that the additional strain and re-
source demand on the FDIC of this proposed new regulation would
weaken the confidence in the FDIC’s existing brand as a guarantee
and the resolver of depository institutions and a single measure
failure here by the FTC to resolve a bank holding company, for ex-
ample, Citigroup, under the new proposed resolution would under-
mine the market confidence in the FCID. And wouldn’t a loss of
confidence then accomplish the same tragedy here where there is
a run on the banks?

So let me ask you both, if you have got Goldman Sachs over here
on one hand, now a bank holding company, and you have got your
largest covered bank under FDIC, and both of them go into dis-
aster at the same time, which one is your priority? And I will ad-
dress it to Mr. Barr first.

Mr. BARR. Thank you very much, Mr. Franks. I guess I would
respectfully disagree with respect to the characterization of the ac-
tivity we are doing as creating this kind of entity you described.
What we are talking about doing is applying for a narrow class of
the largest, most interconnected firms in the country the oppor-
tunity to apply, in narrow circumstances, special resolution author-
ity to be administered by the FDIC, an institution that has carried
out the same procedures through the same protections for three-
quarters of a century in the narrow additional class.

In my judgment the FDIC would have the capacity to engage in
the kind of necessary approach to preserve the stability of the fi-
nancial system while also taking care of deposit insurance——
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Mr. FRANKS. But you are suggesting that it would be a new—you
know, you would have additional responsibilities? I hope I could get
that, because if I can’t get that I am——

Mr. BARR. Yes, sir.

Mr. FRANKS. Okay. So what would be the main—and you haven’t
told me where your priorities would be. Would it be with Goldman
Sachs or your largest bank—covered bank?

Mr. BARR. It is not a question of——

Mr. FRANKS. Well, that is my question.

Mr. BARR. Yes, sir. I believe that the FDIC has the judgment and
the capacity to take appropriate steps to protect depositors with re-
spect to a bank and also to take appropriate steps to wind down
large firms and to preserve through that mechanism financial sta-
bility in the system.

Mr. FRANKS. Well, could you understand a potentially large
bank’s reticence to see this situation when maybe Goldman Sachs,
which would be largely represented in the department, and all of
a sudden it looks to me like that they would say, “Hey, you know
what? These guys might favor Goldman Sachs over the banks here
because of the large political representation that is there.” And I
am not making any—I am not challenging anybody’s loyalty here,
I am just suggesting that the market is going to consider that and
what you are doing is you are politicizing the whole process.

You have got sort of a “bailout on demand” mechanism here and
you are widening the ability of executive government, of bureau-
cratic government, department government to intervene in these
areas that it really—that has pretty much been determined to be
what was the catalyst of a lot of the panic in the first place. And
I mean, can’t you understand why the business community would
say, “Well, they screwed it up once. Why should we all of a sudden
have this great confidence that they can come along and rescue ev-
erything now?”

Mr. BARR. Mr. Franks, in fact I agree that we shouldn’t care at
all what Goldman Sachs thinks or any other firm thinks about any-
thing we all do up here. The point is to develop a system that pro-
tects the taxpayer, protects our economy, and makes sure that we
have the tools available to we need to end “too big to fail,” to regu-
late the largest firms, to have higher capital requirement and li-
quidity requirement on it, and we have to be humble about that.

We have to know that sometimes that is not going to work. If it
doesn’t work we need to have the option, other than a bailout or
bankruptcy, that is actually going to be able to resolve the firm in
a way, wind it down in a way that is not disruptive to the system.
And our judgment is that——

Mr. FRANKS. It just occurs to me that, you know, if you have got
this additional process, that the market doesn’t know whether to
trust it or not and the firms, then they think, “Oh, well then our
issue is not whether we get a bailout or a bankruptcy. We have got
this other possibility that we may try.” And all of a sudden there
is an entirely new calculus in the minds of some of the business
leaders. And it just occurs to me that this is a recipe for absolute
confusion.

And T still haven’t heard a major advantage in the process that
you are talking about that would not be—and I am sure there may
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be some—but that would not be already available under what Mr.
Miller has talked about in a Chapter 11.

Mr. BARR. Could I suggest, sir, that I think that the ability to
act quickly and decisively with respect to changing the manage-
ment, with respect to providing financing for liquidity functions,
with respect to the ability to reduce risks to financial system as a
whole through knock-on effects to counterparties, and the ability to
take that kind of decisive action, not with respect to protecting the
narrow interests of the firm but with respect to preserving tax-
payer interests and having the ability to assess on the industry as
a whole to make sure that the largest firms pay for any financing
improves market discipline and preserves the ability to strengthen
our financial system. I do not believe that bankruptcy is adequate
to doing that.

Mr. FRANKS. So getting back to the one question that I asked,
just as clear as you can, I know—what happens if Goldman Sachs
and your largest bank blow up on the same weekend? What hap-
pens? What do you do?

Mr. BARR. You resolve the depository institution according to ex-
isting bank failure law and you resolve the large financial holding
company according to the special resolution procedures as de-
scribed in our proposal.

Mr. KRIMMINGER. May I respond to the section of the FDI Act
that you read from a moment ago?

Mr. FRANKS. Sure.

Mr. KRIMMINGER. That section simply means that there is no,
like, administrative procedure act type of review of the decision by
the receiver. That is why I was saying before, there is a de novo
judicial review of the decision.

The court can’t review the decision and give deference to it; they
have to review it without giving deference. And the subsequent
provision of the FDI Act, which provides specifically for the ability
to go to court, file your claim, and get that resolved by the court.
So there is a judicial review of the claim, the decision——

Mr. FRANKS. But the ultimate impact is that the process then
has less transparency in the long run because, you know, you can’t
possibly suggest to me that you are going to—under this new mod-
icum here where you don’t have 50 years of developed transparency
with the bankruptcy court, you can’t suggest to me that there is
the same transparency.

And Mr. Miller, would you suggest——

Yes. We have given you plenty of time here, guys, but I want
to—because my time is short too.

Mr. MILLER. Thank you, Mr. Franks. There is nothing that Mr.
Barr has said that could not be done as a complement to bank-
ruptcy. I believe Mr. Barr is—and I think simply saying that the
Chapter 11 bankruptcy has a very narrow focus is understating,
because if there is exigent in circumstances, certainly there is going
to be a lot of public interest in it.

In terms of bridge financing and all of that, that can be done.
Now, I hate to use Lehman as an example all the time, but before
Lehman filed, the Federal Reserve and the Treasury went to all of
the major money-center banks and the major street—Goldman
Sachs and Morgan Stanley and Merrill Lynch, when Merrill Lynch



91

was still there—and nobody was prepared to do anything. What do
they do in those circumstances?

Mr. BARR. I think that Mr. Miller is exactly right that no one
was prepared to do anything. Our financial system was teetering
on the brink. And I think it is ironic to say the least to hold up
the failure of our financial system last fall as the model for the
kind of financial system we want to have in the future. We can’t
have that kind of system in the future.

Mr. MILLER. Well, I would just suggest that, you know, the entire
foundation of the crash was loans that did not perform as those
who rated them said they would perform, because whether it is de-
rivatives or whatever it might be, that was the basis. If those loans
had performed as they would have traditionally, until we changed
the rules and government in the middle of it all, then the entities
would have had much more to lose and their own stockholders, all
of these systems—even Fannie Mae and Freddie Mac—their stock-
holders would have said, “What? You are underwriting loans that
you don’t know whether the person has a stated income, no credit
history, no big down payment. What are you doing?”

All of a sudden the traditional judgment would have entered into
the process, but when government comes in and says, “Well, we are
guaranteeing it because we are really smart; we know how to make
it all work,” and I will suggest to you that this is the same mistake
that has littered the highway of histories where government comes
in and feels like they can make better judgments than the market
and those who are in business and the foundational productivity
sector are.

Now, let me just suggest here, the assistance that is talked about
in this legislation for a bank holding company—this would be Gold-
man Sachs—this would allow you to come in, make loans or pur-
chasing any debt obligation, purchasing assets of the covered bank,
assuming or guaranteeing the obligations of the covered bank, ac-
quiring any type of equity interest in the covered bank, taking a
lien on all assets of the covered bank, selling or transferring all or
any part of the covered bank. That is a recipe for you just coming
in and just taking them over, and I don’t know how you think that
you are going to do a better job than most of the private sector has
done without putting the responsibility on them to perform or go
bankrupt.

Mr. KRIMMINGER. May I make a comment with regard to that
provision?

As I indicated before, we have not—we at the FDIC have not—
supported every provision in the proposed Treasury proposal. We
do not support provisions that would provide assistance to open in-
stitutions. That is why our focus is on the institution needs to be
closed and needs to go through an insolvency process and not be
bailed out prior to closure.

Mr. FRANKS. Well, the Chairman has been very kind to me and
I want to give you, Mr. Barr, a last thought and Mr. Miller a last
thought, then I am finished. But obviously you could probably
guess here that I am a little bit not convinced here.

Mr. BARR. Mr. Franks, I would agree with you that we need to
be humble. We need to be humble about the ability to have regu-
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lators. We need to be humble about the ability of managers of large
firms.

And I think that is why it is absolutely critical that we build up
large buffers in the system in the event of failure. It is why we
need tough rules on these institutions in advance.

And I think what we are talking about is just a narrower ques-
tion of, do you want a process through the bankruptcy process,
which involves a set of individuals working in the government, or
do you want a special resolution process which involves a set of in-
dividuals working in the government to decide the nature of the
resolution? And in our judgment the bankruptcy process is set up,
designed for a different function. It works well for most of the time
for most institutions in doing what it is supposed to do.

We are talking about in the narrow case of financial stability—
do we need a broader purpose and a carefully cabined approach
using long trusted mechanisms? We think that we do.

Mr. FRANKS. Mr. Chairman, considering the history of the last
year, we have seen some major intervention by government that is
unprecedented in this country, and I would just suggest that if we
had gotten back to just basics and told these financial institutions,
“Listen, you better have enough equity to cover your risks and you
better make sure that the taxpayer is the last one to have to inter-
vene here, and if you don’t you are not going to go bankrupt you
are going to go to jail if you don’t follow at least having the funda-
mental equity necessary to cover your risk.” And if we did that and
we said, “Okay, buyer beware, lender beware, guys, have a good
time,” I can tell you it would have worked a whole lot better than
government trying to come in and tell everybody how to do it and
guaranteeing everything to the extent that it threw the whole skew
of a real market out of place in the minds of any rational partici-
pant.

And with that, Mr. Miller, I give you the last word here.

Mr. MILLER. Thank you, Mr. Franks.

I go back to what Mr. Johnson said earlier this morning in con-
nection with Chairman Bernanke’s statement about after the expe-
riences with AIG and Lehman we need a third option. There is no
place where Mr. Bernanke or anybody else has said, “What are the
experiences in AIG and Lehman that requires this special super-
agency?”

I would submit to you that H.R. 3310 is a good start to where
we should go incorporating those amendments into the bankruptcy
code. We need to deal with the derivative problem. We have to take
out those safe harbors that are in the bankruptcy code. And all of
this without some cross-border solution is not going to work.

We are dealing with firms that are global and have huge oper-
ations overseas. In the Lehman case we now have 80 separate in-
solvency proceedings. We have to deal with corporate governance
obligations and fiduciary duties in other countries that the FDIC
can’t deal with, or the Treasury, in terms of stability.

And until we have a cross-border solution the type of solution—
this regime that is being proposed simply is not going to work. It
all can be done in the bankruptcy—within the bankruptcy law and,
as I said, with full transparency.
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Mr. COHEN. [Presiding.] Thank you, sir. And this has been a very
unusual manner of conducting a Committee hearing, but I think it
has been very evocative of issues, and I think it has been very
helpful to us. And I thank Mr. Miller for joining the panel and Mr.
Barr and Mr. Krimminger for participating as we have gone long.

I would like this one last thing, Mr. Barr. I just think there prob-
ably needs to be some type of standard when you get out of the
bankruptcy into this resolution, and the standard ought to be
spelled out in some way, like a compelling state interest sometime
that—your compelling financial economic doomsday, you know, and
define some standards that could be met.

Mr. BARR. I would agree with that, Mr. Chairman, and we have
a standard proposed in our legislation. We would be happy to make
it available to you for your consideration.

Mr. CoHEN. I look forward to that and I think—and I have to ask
you, too, how are you related to Bob Barr? Are you all cousins?

Mr. BARR. We are not cousins. In fact, I am fairly confident we
are not related in any way. My name comes from a long string of
changes through the process of immigration and assimilation to the
United States and I believe it used to be Kaplinski in Poland.

Mr. CONYERS. But so did Barr’s, I think, came from the same
place. [Laughter.]

Mr. BARR. The gulag. Maybe. Right now I am just your neighbor
up the street in Ann Arbor.

Mr. CoHEN. Thank each of you and I appreciate your testimony.
And I would—you might want to find a different word that is a bet-
ter word than regime. I am afraid that may reflect poorly. But I
thank each of you.

Mr. BARR. Thank you for your advice.

Mr. CoHEN. We will get the thesaurus together.

We would like to now welcome the second panel and thank our
first panel for their—oh. I thought I beat the clock——

Mr. KING. Mr. Chairman, I

Mr. COHEN. Mr. King is here.

Yes, Mr. King, you are recognized.

Mr. KiNG. Thank you, Mr. Chairman. I thought for a moment
that you had suspended your peripheral vision and

Mr. COHEN. I can go to my left.

Mr. KING [continuing]. And I seldom do.

And I want to thank the witnesses for your testimony, and as I
look out across the list we have here perhaps I could start with Mr.
Barr and ask you this question, and that would be, if we had sim-
ply allowed these financial institutions to go through a normal
process of Chapter 11 or Chapter 7, what would you predict would
be the results today? How would those large investment banks
have fared? What would be left? Who would have picked up the
pieces without regard to what the prediction might have been for
the global financial structure?

Mr. BARR. I think that if we had—if the Federal Government at
the time had not taken significant measures, both through the Fed-
eral Reserve and the Treasury and the FDIC, to provide liquidity
in the system the financial consequences would have been much
more severe and lasting. Already 1 think that the difficulties that
have been experienced because of the financial crisis have been
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quite severe to American consumers and businesses and house-
holds and the taxpayer. I think——

Mr. KiING. Mr. Barr, I think I am going to need to rephrase my
question: What would the pieces look like if we had let that hap-
pen, though? I mean, I understand that you endorse the support
that has been there for these institutions to maintain the entities
that we had as much as possible to go through this.

Had we not, if we had decided that “too big to be allowed to fail”
really didn’t apply, that the free enterprise and free markets and
the risk of failure as a deterrent for future imprudent investments
or risks on lending institutions, what do you think would have hap-
pened in the function of the, say, bankruptcy court, for example, of
those large investment institutions that were bailed out?

Mr. BARR. Sir, in my judgment let me just say, I don’t really care
at all about the firms themselves or what pieces would have been
left of them or what

Mr. KiNG. But I do, Mr. Barr. That is why I asked the question.

Mr. BARR [continuing]. What new pieces arrive. It is not about
protecting the firm, so the key question is what is necessary, in
terms of imposing the discipline on them in the future, making
sure they have higher capital standards, higher liquidity require-
ments, bigger buffers in the system, tougher forms of prudential
supervision. We have to make sure they are supervised on a con-
solidated basis so you don’t have a firm like AIG that really is a
loophole in the system with respect to bank holding companies.

And then the question is just, in the event of crisis if all that is
crashing down and has failed, should the government have the
ability to throw those firms into a resolution procedure? I think the
answer is that in some cases maybe yes, and that is why there is
this narrow authority that is provided in that special circumstance
with respect to these largest interconnected firms.

Mr. KING. Thank you, Mr. Barr.

If T could direct that similar question to Mr. Miller, and also ask
Mr. Miller if you have gamed this out and anticipated or tried to
predict what would have happened if the government hadn’t inter-
vened. And as a person who takes care of my money—when I in-
vest it in a business startup, for example, I do so with the prudence
of the realization that if it doesn’t work out I lose my money. When
I borrow money or loan money it is done so with the prudence of
the judgment of being allowed to fail.

And that deterrent was taken away, and I think it was taken
away implicitly some years ago. In fact, some of the top financial
people that I have heard from 2 years ago were, “What you do in
this business is pretty much what everybody else does. That way,
if they are making money you make money but if everything falls
apart you get bailed out with the rest of them.” What would you
say about that subject matter?

Mr. MiLLER. Mr. King, I would respond in this context: If the
firms went into bankruptcy—Chapter 11 or Chapter 7—the sur-
vival of the firms would be minimal at all. The assets would have
been offered for sale, they would have been broken up.

If the economy was in a stable condition there is a thing called—
a capitalist term called constructive destruction, or something like
that, that part of capitalism is failure, and when there is a failure
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other elements of the economy take over that deceased, let me call
it, entity. I think the problem in September of 2008 was the sys-
temic risk, where it wasn’t a question of Lehman; it was the ques-
tion, was Merrill Lynch next? Was Goldman Sachs next? Was Mor-
gan Stanley next?

And if you had a successive set of bankruptcies for each one of
those firms the consequences to the overall economy, I think, would
have been disastrous.

Mr. KiNG. I thank you, Mr. Miller, Mr. Barr, all the witnesses.

I appreciate it, Mr. Chairman, and I yield back the balance of my
time.

Mr. CoHEN. Thank you, Mr. King.

And now we will conclude the first panel, and we are going to
quickly go because we are going to have to vote at 3’ish, or what-
ever.

Mr. BARR. Thank you, Mr. Chairman, Chairman Conyers.

Mr. COHEN. You are welcome, sirs. Thank you very much.

Second panel, come in. I am sorry I have been probably derelict
in recognizing your expertise and just deferring to Mr. Miller but
it made for a good panel discussion.

The first witness we are going to hear from is going to be Mr.
David Moss. Professor Moss is the John McLean professor at the
Harvard Business School, teaches business, government—senior
economist at Abt Associates and he joined the business school fac-
ulty in 1993. And we will recognize Professor Moss now for his
statement.

Professor Moss, if you would start in the interest of time?

TESTIMONY OF DAVID MOSS, HARVARD BUSINESS SCHOOL

Mr. Moss. Thank you, Mr. Chairman.

Mr. Chairman and Members of the Subcommittee, I appreciate
your inviting me here today, and I am very pleased to have the op-
portunity to speak about the proposal for a resolution mechanism
for systemically significant financial institutions. I actually sup-
port—I do support the broad idea of a resolution mechanism, and
the reason I support it is that I believe it could be helpful in navi-
gating a rather narrow path and a treacherous path between

Mr. CoHEN. If I may interrupt, at the suggestion of the Chair-
man we will go through a continued unorthodox policy in this Com-
mittee, which I am happy to be the initiator of because I am very
unorthodox in more ways than one. And what we would like to do
is ask Mr. Moss, first, Professor Sagers, Professor Skeel, and Mr.
Weissman to comment—you can incorporate some of what you had
in your opening statements, all of which will be put into the record,
but also to comment on what you have heard in the testimonies of
Mr. Barr and others and give your opinion of their testimonies and
how you—safeguards or non-safeguards you think we should look
for in having a resolution group rather than bankruptcy.

Professor Moss, you start.

Mr. Moss. It was quite an interesting discussion to begin with.
I guess I would start that I am not sure that the choice, which has
been framed here is, in fact, the choice we face. The choice that
was framed in this discussion back and forth was one between a
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resolution mechanism and bankruptcy, and I realize that that may
seem like the choice but I don’t think it is.

I think the choice, sadly, is between resolution and bailout. I
think that in the—what we have seen is that there is now a suffi-
ciently widely held belief, perhaps correct, that bankruptcy of
enough very large financial institutions could have catastrophic ef-
fects for the financial system. And given that, it is not clear that
policymakers from any party at any time, in my view, would allow
that to happen.

And I think as a result, although the law on the books would say
to put the firm in bankruptcy, it is not clear to me that in fact that
would be followed in a crisis. It was not followed in this crisis by
either administration, Republican or Democrat. I don’t think it
would be followed in the future either.

And, as a result, I don’t actually think the choice is, in fact, be-
tween resolution and bankruptcy. I think it is between resolution
and bailout.

Between those two choices I will take resolution. I recognize its
problems.

I will say that your predecessors, it seems to me—I had not pre-
pared to talk about this, but—your predecessors have excluded fi-
nancial firms quite regularly over the course of American history
from bankruptcy law. The original 1898 act, as I recall—Mr. Miller,
I am sure, would know better than I—but I believe excluded all
corporations from voluntary bankruptcy, but banks in particular
were excluded from involuntary bankruptcy, so they were already
exchéded. Banks, of course, were subsequently brought under
FDIC.

And insurance companies are also excluded, if I am correct, from
bankruptcy law. So I think the idea of excluding financial compa-
nies from bankruptcy law is not a new phenomenon.

Maybe I can just make one more comment—I know you want me
to be brief. I have two significant concerns about the idea of a reso-
lution mechanism. Broadly I think it is necessary, but I have two
concerns.

One is that we should not fool ourselves to think that a resolu-
tion mechanism will solve all the problems. There is still the basic
problem of systemic risk and the basic problem of moral hazard,
and as we try to solve one we increase the other. A resolution
mechanism is an attempt to provide a balancing act, but it is not
a perfect one.

The more serious problem—and I think this is one you ought to
consider if you go forward with the resolution mechanism—is that
in a crisis, in a crisis it is not clear that we would, in fact, follow
a resolution mechanism. The question is, is the resolution mecha-
nism credible? Just in the way that we have to ask, is bankruptcy
credible? Over the past year-and-a-half it has not been. At every
opportunity we avoided it.

At every opportunity—it seems to me that if we are not careful
we could create a beautiful resolution mechanism and it would be
circumvented in a crisis. So we need to create a mechanism, and
a system, that is credible.

I would be glad to talk about how to do that. I have some ideas.
But I will just remind you that with FDIC—which, by the way, I
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think the resolution mechanism works quite well with FDIC—but
it is attached to an insurance system that protects depositors. I
suspect that if that insurance system did not exist we would be
very reluctant to put a major bank into resolution for fear that it
would spark runs on other banks by fearful depositors.

So there is a question of how we stabilize the broader financial
system, whether we put a major financial institution into bank-
ruptcy or resolution. Do we have a system for protecting the
healthy institutions at the same time? I would be glad to talk
about that in more detail if that would be helpful, but those are
my broad comments.

[The prepared statement of Mr. Moss follows:]
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Mr. Chairman, and members of the Subcommittee, thank you for inviting me here today.
1 am very pleased to have the opportunity to speak with you about the need for a
resolution authority for systemically significant financial institutions.

For the better part of a year, I have been focused on how best to manage the risk posed by
systemically dangerous firms — and, by extension, how to structure our regulatory and
legal systems so that no private financial firm is considered “too big to fail.” When
several of our country’s largest and most interconnected financial institutions became
vulnerable this year and last, our government was left with few options but to assist them,
lest their failure and ensuing bankruptcy provoke a dangerous cascade of losses across
the financial system. To avoid the need for bailouts in future crises, we must establish a
strong resolution mechanism in advance, specially tailored for systemically significant
financial firms, in a way that our existimg bankruptcy system is not.

For a resolution mechanism to fulfill its promise and serve as a firewall against the need
for bailouts, it must manage the twin dangers of systemic risk and moral hazard. First, it
must be designed to limit — and certainly not exacerbate — the systemic threat posed by
the failure of a very large and highly interconnected financial firm. Tt is now widely
believed that the current bankruptcy system is not well suited for this purpose. At the
same time, to prevent the creation of moral hazard (i.e., incentives for excessive risk
taking), a resolution mechamsm must be sufficiently tough so as not to resemble a bailout
itself. It must also be sufficiently credible so that market participants are confident in
advance that it will in fact be used (and not dropped in favor of a bailout), even in the
midst of a financial crisis. Over the remainder of my testimony, I would like to discuss
what a resolution authority that met these objectives might look like.

A strong resolution authority is needed to allow systemically significant firms to fail,
without provoking an avalanche of losses in the process.

Although American bankruptcy law has served us extremely well in many different
contexts over the past 100-plus years, it was never designed to handle the failure of a
large, systemically significant fmancial institution, particularly at a monient of severe
financial turmoil. For one, our bankruptcy procedure may be too slow to deal with the
failure of a major financial institution in the midst of a fast moving crisis. Moreover, the
preservation of certain claims, even at public expense, may in some special cases be
necessary to prevent or linit a broader fmancial storm.

More concretely, at a moment of financial turmoil or distress, the bankruptcy of a
systemically significant fmancial mstitution (SSFI) could potentially provoke cascading
losses (far beyond the firm and its direct creditors and counterparties) and perhaps even
trigger a severe financial panic. Concern about such a chain of events, stemming from
the bankruptcy of a large financial firm, existed well before the failure of Lehman

David Moss — Testimony — 10/22/09 1
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Brothers, but was dramatically confirmed by Lehman’s entry into bankruptcy in
September 2008 and the financial havoc that followed. Given this, it is very likely that in
some future moment of financial turmoil, federal officials would go to great lengths to
prevent a systemically significant financial institution from falling into bankruptcy. In
fact, with the notable exception of Lehman, this is precisely what happened in the recent
crisis (with government-supported rescues of Bear Stearns, Fannie Mae, AIG, and
Citigroup, among others).

As a result, the choice we now face may not be between the existing bankruptcy system
and a new resolution process, but rather between an ad hoc bailout process (to avoid
bankruptcy at a moment of systemic turmoil) on the one hand, and a strong resolution
process on the other. Given this choice — and, I’'m afraid, this is exactly the choice we
face — | prefer the creation of a credible resolution process, specially designed for SSFls.

The good news it that FDIC has had this authority for years with respect to commercial
banks, and it has worked well. What is needed now is a comparable resolution process
for all SSFls, whether they are banks, bank holding companies, or other financial
institutions. We need a resolution process that works, so regulators don’t have to be
afraid to let a systemically significant financial institution fail.

The resolution mechanism must be designed as one component of a comprehensive
regulatory plan to eliminate the policy of “too big to fail.”

While a resolution mechanism is necessary to help eliminate “too big to fail,” it is by no
means sufficient. If there is one thing [ would like to convey today, it is this: in isolation,
a resolution mechanism will not do the trick. Rather, it must exist as part of a larger
program to manage systemic risk, or we will likely end up with the very same ad hoc
bailout system that we are now trying to eliminate. FDIC’s resolution mechanism for
commercial banks exists as part of a broader system of regulation and insurance, and so
must the new resolution mechanism for SSFTs that we hope to create.'

To effectively manage the problem of “too big to fail,” we must take four linked steps,
designed to reduce the risk of systemically dangerous firms failing in the first place, and
to allow such firms to fail if necessary, without causing system-wide damage.

e As a first step, I believe we must publicly identify systemically significant financial
mstitutions (that is, those firms whose failure, whether m normal times or times of
fmancial turmoil, could provoke a cascade of losses m the financial system); and we

! See note 4 below.

* For a fuller description, se¢ David Moss, “An Ounce of Prevention: Financial Regulation, Moral
Hazard, and thc End of ‘Too Big to Fail’,” Harvard Magazine, Scptember-October 2009
(hitp:/harvardmagazine .cony/2009/09financial-risk-management-plan).
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must develop and maintain this public list of SSFIs on an ongoing basis, before crisis
strikes.

e Second, to reduce the risk that such institutions will fail, and to give them an
incentive to slim down, we should impose heightened regulation on the systemically
significant firms on the list. This heightened regulation should include, at a
minimum, tough leverage and liquidity requirements, limits on the proportion of
short-term debt on these firms’ balance sheets, and restrictions on their off-balance
sheet activity. A maximum leverage ratio for SSFIs might even be written directly
mto the statute.

e Third, to prepare n advance for the possibility of system-wide disturbance and to
help make the resolution mechanism credible, we should create an explicit — but
strictly limited — stabilization fund, which would trigger only in periods of severe
systemic distress. The fund would require regular fees or premiums (ex ante) and
would provide pre-specified (and temporary) capital infusions to all viable SSFls to
help stabilize the broader financial sector in the midst of a crisis. I'll return to this
stabilization-fund proposal later in my testimony.

¢ Fourth and fmally, we should develop an effective resolution mechanism — as I have
mentioned — to ensure that no institution is seen as too big, or to systemic, to fail.

The resolution authority must be sufficiently tough and credible so as not to create
moral hazard.

A resolution mechanism, placed within the broader regulatory program just described,
would allow systemically dangerous financial firms to fail without the type of systemic
damage a bankruptcy could create. However, as I mentioned in my introductory remarks,
the resolution authority must not only prevent systemic damage, it must also avoid the
danger of moral hazard. 1 see two potential scenarios in which a resolution mechanism
could fail, leaving us with a de facto bailout policy — and the associated moral hazard.

First, in designing a resolution authority that would avoid the systemic damage
engendered by bankruptcy, we must take care not to build in so much support for claims
against the failing firm that the resolution 1s essentially a bailout itself. If the resolution
process is not sufficiently tough — that is, if it is tantamount to a bailout — the market will
still consider systemic firms government-guaranteed. Shareholders must be wiped out,
and creditors must be converted into new shareholders (starting with the most junior
creditors, and working up). Counterparties may require some protection, but even here
there should be significant haircuts to avoid the perception of an implicit guarantee and
the moral hazard that goes along with it.

David Moss — Testimony — 10/22/09 3



102

Second, and most important, a resolution mechanism must be credible in order to
eliminate implicit guarantees and reduce moral hazard. Market participants must believe
that the mechanism will in fact be used to take down a failing financial firin, whether in
normal times or m times of fmancial turmoil, and that public officials will not mstead
(and at the last minute) resort to an ad hoc bailout.

The problem is that in the event of a severe systemic disturbance that threatened to take
down all (or at least many) of the nation’s largest financial firms simultaneously, it would
probably not be either feasible or desirable for the government to put every major
financial institution into receivership at the same time. Nor could it credibly make this
threat ex ante. Consequently, the danger exists that if we faced a broad financial crisis, in
which numerous SSFIs were at risk of collapse, public officials might feel compelled to
circumvent the resolution mechanism by providing direct (and open-ended) financial
support to these firms, to prevent them from failing. If market participants perceived this
bailout option to be inevitable in a crisis, the resolution mechanism would be far less
effective than it should be in reducing (or, ideally, eliminating) implicit guarantees and
the associated moral hazard.

As a result, while a resolution mechanism for SSFIs would play an important role in
combating perceptions of “too big to fail,” we should prepare in advance for a situation in
which a systemic disturbance leaves many such firms vulnerable at the same time. To
address this problem, we should create a stabilization mechanism that would provide a
strictly limited infusion of funds to all viable SSFIs at a time of severe systemic turmoil
Such an infusion (which would likely involve the purchase of preferred shares) would be
available only to pre-designated systemically significant firms and would be designed to
stabilize fundamentally healthy institutions. Weaker firms, whose failure was deemed
imminent, would not receive the infusion and would face resolution immediately. Firms
that received a capital infusion but neared failure in any case would also be forced into
resolutionr.

In contrast to the current bailout approach, where open-ended government support is
provided disproportionately to the weakest firms, the system described here would — in a
crisis — separate SSFIs into two groups: strong firms, for which a limited (and temporary)
capital infusion would be sufficient to ensure survival through the crisis; and weak firms
where even the promise of a limited capital infusion would not be sufficient to ensure

* Specifically, I am recommending the creation of a stabilization fund for systemically significant
financial institutions (SSFIs), which would rcquirc these firms to pay fecs (or premiums) on an ongoing
basis. At a moment of severe systemic turmoil — and only at such a moment — the fund would have the
authority to borrow from the Trcasury to undertake pre-specified (i.c., not open ended) capital infusions to
all viable, pre-designated SSFIs. Once the crisis had passed, surviving recipient firms would be required
to repurchase the government shares from the stabilization fund, and the fund would then repay the
Treasury. Any losscs to the fund would be covered by the previously collected fees (premiums). These
fees might also be used to finance resolution operations, as necessary.

David Moss — Testimony — 10/22/09 4
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survival. Under the proposed system, strong firms would be stabilized until the turmoil
dissipated, whereas weak firms on the verge of failure would be credibly forced into the
resolution mechanism.

Importantly, the proposed stabilization fund would not create a new guarantee. Rather, it
would transform an open-ended implicit guarantee, which already exists (and is by far the
most dangerous kind of guarantee), into the possibility of explicit support that was well-
defined, carefully limited in scope, effectively funded through premiums or fees, and
reserved only for rare moments of systemic turmoil. In the period after the systemic
disturbance, all surviving SSFls would be required to repay the federal government (most
likely by repurchasmg the preferred shares that the government had acquired).
Consequently, the only loss to the fund would be the amount provided to firms that
ultimately failed, despite receiving stabilization assistance. This loss would be covered
by fees (or premiums) paid into the fund by all SSFTs, ex ante.

Such a system would ensure that resolution remained a credible option for taking down
systemically significant financial institutions, even in the midst of a severe financial
Crisis.

Conclusion

Particularly given the string of bailouts that we just lived through, it is critically
important that we develop a credible resolution mechanism for dealing with systemically
significant financial firms in the future. No private entity should ever be “too big to fail.”
However, it is also essential not to deceive ourselves by creating a resolution mechanism
that looks good on the surface but would in fact fail to reduce the implicit guarantee that
these institutions now enjoy — either because the mechanism was so weak as to constitute
a de facto bailout, or because it was not credible, with market participants doubtful that it
would be used in a crisis. In either case, the unfortunate result would be a virtual
continuation of the current policy of “too big to fail” and the severe moral hazard that
goes along with it.

* Proponents of a resolution mechanism for SSFIs commonly put forth as a model the FDIC’s resolution
process for commercial banks, which is widely regarded as effective. It is worth remembering, however,
that the FDIC resolution proccess is part of a broader program of bank supcrvision that includes not only
prudential regulation but also federal deposit insurance. Without the insurance component, officials at the
FDIC might be reluctant to put a large bank into reccivership, lest depositors at other banks become
nervous and commence bank runs or even start a general panic. Just as FDIC’s resolution process for
commercial banks would be far less effective (and credible) without the existence of federal deposit
insurance, so too a new resolution process for SSFls would be unlikely to be very cffective (or credible)
without the existence of a stabilization fund.

David Moss — Testimony — 10/22/09 5
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For the resolution mechanism to be effective, the process of winding up a financial firm
must be streamlined and the receiver must have some discretion to avoid triggering
systemic losses; but the process must never coddle the creditors, counterparties, or
management of failing financial firms simply because those firms are systemically
sigmficant. To be credible, the resolution mechanism must be accompanied by a
stabilization fund to safeguard strong financial institutions in times of crisis and to allow
the weak ones to be put into resolution. Together with heightened prudential regulation
of systemically significant fmancial firms (to reduce the risk of failure), a stabilization
fund and a resolution authority would enable the government to credibly take down weak
institutions, preserve stronger ones, and dramatically reduce the problem of moral hazard
by rendering obsolete the existing policy of “too big to fail.”

David Moss — Testimony — 10/22/09 6

Mr. COHEN. Thank you. And we will come back and hopefully
have time for discussion.

We are going to go to Professor Sagers next because Mr. Miller
has let us know his thoughts and participated in the colloquy that
we previously had. Professor Sagers practiced law for 5 years in
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D.C. at Arnold & Porter and Shea & Gardner, involved in large-
scale litigation, public policy matters, and different issues of com-
mercial affairs.

Professor Sagers, your thoughts and opinions?

TESTIMONY OF CHRISTOPHER SAGERS,
CLEVELAND-MARSHALL COLLEGE OF LAW

Mr. SAGERS. Thank you very much, Mr. Chairman. It is my great
privilege to be here.

I am more than happy to scrap my prepared statement because
I think that I can be of use here in precisely one way, which is to
answer Chairman Conyers’ specific question, does the bill change
existing antitrust law with respect to these entities? And I can give
a yes or no answer. | have the disability of also being a lawyer, so
I would like to expand on it a little bit if I could, but the simple
answer is yes, it does change existing law.

In deference to Secretary Barr and Mr. Krimminger, I gather
they are not antitrust lawyers primarily, and in drafting the bill
and preparing their testimonies they were advised by antitrust
counsel, and in their defense they gave answers which were not lit-
erally false. There is an existing—and I don’t mean to cast any as-
persion there [Laughter.]

Mr. CoHEN. Criminal defense lawyer? [Laughter.]

Mr. SAGERS. The short answer—a short way of saying what is
really a very complicated answer—is that it is true that bank
merger review has always existed as something of a special case
under our antitrust merger review system. And it is also true, as
they testified, that that system contains a series of emergency safe-
ty valves that can make the process go really fast if the banking
regulators decide that one of the banks is in danger of failure.

I think we need to beware—I do want to say, by the way, that
there is one significant change. There is one technical legal change
made to the law that really is potentially breathtaking. But even
before getting to that, it is a bit misleading to say that we have
addressed competition concerns because we just incorporate anti-
trust law that we have always had for bank failures.

The antitrust law that we have always had for bank failures is
extremely problematic. It has never ever incorporated any concern
for systemic risk; it has repeatedly approved the merger of im-
mense banking institutions and conglomerate financial institutions
even over strenuous objections about the increase in systemic risk
that is being caused.

And I don’t think that—even if that system weren’t put into an
incredibly rushed procedural framework under this bill, as it will
be, it wouldn’t—that existing system of bank merger law wouldn’t
be very well designed to handle the competitive risks, which are
both systemic risks and also the more traditional competitive risks
that we deal with in merger law. That system wouldn’t be very
Welldset up to deal with mergers of entities of this immense mag-
nitude.

All right. That is all in answer to the question whether existing
bank merger law is really adequate to deal with these problems
even if it is not going to be changed by the bill. In one important
respect existing bank merger law is changed by this bill, and that
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is that the bank holding companies that can be subject to the reso-
lution authority under this bill include “financial holding compa-
nies”—that is, those businesses that are allowed to own both banks
and other financial businesses.

It is clear under the bill that if one of these resolution actions
is undertaken and an entire financial holding company or big
pieces of it are given away—sold, rather; they wouldn’t be given
away but sold to other large competitors—there will be merger re-
view, and moreover, the non-banking piece of any financial holding
company that is taken into receivership, that transfer of that piece
will be reviewed not under bank merger law, but under the Hart-
Scott-Rodino Act, or as the familiar, more normal review of anti-
trust merger review.

And that is how it would happen under existing law, except that
this bill provides that that non-banking piece of the financial hold-
ing company that is to be transferred to a competitor, possibly a
really big competitor with a lot of market share, that transfer will
be judged under the Hart-Scott-Rodino Act, just exactly as it would
under existing law, except that the antitrust agencies won’t be al-
lowed to make the so-called second request for additional informa-
tion, they won’t be allowed to request any extension of time for re-
viewing the merger.

So what we are basically going to have is transactions involving
transfers of truly the largest non-banking financial institutions re-
viewed by DOJ or FTC under extremely tight time constraints and
with very limited information, and those agencies are either going
to be forced to rubber stamp these transactions or just challenge
all of them so that they can get them stopped and the courts can
review them. So the testimony that was given is, to some extent,
incorrect and I think quite misleading.

[The prepared statement of Mr. Sagers follows:]
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Chairman Cohen and members of the Subcommittee, my name is Chris Sagers and 1
am a professor of law at Cleveland State University in Cleveland, Ohio. With my
gratitude 1 am pleased to offer these thoughts on antitrust aspects of the Administration’s

proposed financial regulatory reforms. I applaud the emphasis that Judiciary
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Subcommittees have given this year to antitrust issues, because | believe that our
competition policy is in need of attention.'

At the request of Subcommittee counsel, my testimony will concern Title XTI of the
Administration’s financial regulatory reform package, entitled The Resolution Authority
for Large, Interconnected Financial Companies Act of 2009 (“Act”). I have been asked
to address the explicit ways in which the Act modifies the antitrust laws, and such other
consequences it might have on antitrust through the “implicit repeal” doctrine or
otherwise. I have studied the law of antitrust exemptions and immunities throughout my
career. I was co-author, with Peter Carstensen of the University of Wisconsin, of the
American Bar Association’s book /ederal Statutory lxemptions from Antitrust Law
(2007), and Professor Carstensen and T were called for testimony on exemptions issues
before the Antitrust Modernization Commission (“AMC”) in 2006. I have also published
articles concerning statutory exemptions in the ocean shipping, airline and railroad
industries, as well as judicially created antitrust exemptions like the /’arker and Noerr-

Pennington doctrines.

Summary
If there is a criticism of the Act itself, from the perspective of competition policy, it is
merely that it preserves our Byzantine, idiosyncratic and dubious system of bank merger
law. The sense of general disappointment in this system was captured in the thoughts of

an eminent banking scholar at a recent Symposium:

What I have seen since [in the last fifteen years] is that the number one
bank in the country will merge with the number five bank in the country

! 1 do not represent any party with any interest in this matter. 1 have received no compensation in
conncction with my testimony, I appear here at my own cxpensc, and the vicws expressed arc my own. [
submit this testimony at the request of counsel for the Subcommittee.
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and create a multi-state institution, with billions of dollars in assets, and if
it is found to violate the antitrust laws, the solution is to knock off half a
dozen branches in the Peoria area or something like that, which makes me
wonder: Do we really have an effective law of antitrust for banks??

But indeed the Act not only preserves this system, it does so in a context in which
concerns for competition seem more acutely needed than in other bank regulatory
contexts. The transactions to take place under the Act that would raise antitrust concerns
will almost by definition involve the largest entities, within markets that are already the
most concentrated and interdependent (since, by definition, they will involve systemically
significant entities), and they will at least sometimes result in making those entities even
bigger. 1In fact, the Act manages in at least one case to make the system of bank merger
review even more hasty and less careful.

Possibly it will seem unfair to criticize the Administration for failure in this narrowly
tailored, special purpose bill to revise the general law of bank merger review. But the
larger criticism is that neither the Act nor the rest of the Administration’s financial
regulatory reform package appears to conceive of competition itself as any part of the
solution, or seeks meaningfully to constrain the breathtaking consolidation that has been
the salient feature of financial institutions markets since the 1980s. This particular Act
simply takes entities that are Too Big To Fail (“TBTF”) as a given or a necessary evil.

Admittedly, in this particular context—the search for better regulatory solutions to
financial sector problems—competition could not fix some persistent and difficult
problems. On the one hand, as to some financial products price competition is already

fierce and yet those markets are rife with problems needing regulatory attention. And on

2 Panel Discussion I: The Development of Bank Merger Law, Svmposium: The Antitrust Aspects of
Bank AMergers. 13 FORDHAM J. CORP. & FIN. L. 511, 512 (2008) (comments of Profcssor Carl Felsenfcld,
Fordham Law School).
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the other hand, even where price competition is not healthy, merely improving it will not
solve all the problems they present. And yet, as it will be my goal to show, competition
in the financial sector, along with reinvigorated regulatory oversight, must be a
component of policy. It is needed to generate efficiency, encourage innovation and
product quality, and to reduce risk.

Competition and the encouragement of deconcentration could in reasonable, easy to
imagine ways be made part of a solution to TBTF dilemmas. In fact, the
Administration’s reform package happens quietly to include one important step in that
direction. Another Title of the package contemplates that regulators will from time to
time designate systemically significant firms as “Tier | Financial Holding Company,” a
step that would subject those firms to enhanced (and more costly) prudential oversight.
The drafters observe that in addition to the hoped-for risk reduction, this designation will
have the effect of “compel[ling] these firms to internalize the costs they could impose on
society in the event of failure.”® But the more important benefit is that by creating and
actually using this designation, the government will raise the costs of bigness itself. In
this particular context opposition to bigness in and of itself is not just knee-jerking

populism, and rather goes to the central problem of the current financial crisis.

Analvysis

1. Specifics of the Pending Legislation and
Their Relation to Existing Bank Merger Law

The Act contemplates that the Secretary of the Treasury will, when certain specified

exigencies arise, determine that the default of a bank holding company (“BHC”) would

* DEP’T OF THE TREASURY, FINANCIAL REGULATORY REFORM: A NEW FOUNDATION: REBUILDING
FINANCIAL SUPLERVISION AND REGULATION 20 (2009) |hereinafter “TREASURY REPORT].
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pose systemic consequences.’ Upon that finding the Secretary may invoke either of two
federal corrective measures, one of which is to place the BHC under the control of a
federal conservator or receiver.’ The conservator/receiver would then hold a number of
powers to resolve the BHC’s crisis, among them being to merge the BHC with another
company or transfer any of its assets.’ There lie the Act’s antitrust consequences.
Mergers of BHCs and transfers of their assets are subject to Clayton Act § 7, which
prohibits mergers and acquisitions whose effect “may be substantially to lessen
competition, or to tend to create a monopoly,” 15 U.S.C. § 18,7 and also to a complex
series of special statutory rules that require a pre-transaction review process that roughly
mirrors the Hart-Scott-Rodino (“HSR”) process. BHC transactions are ordinarily exempt

from HSR filing, though in some cases they are not.*

* BHCs arc primarily govcrned by (he Bank Holding Company Act, 12 U.S.C. §§ 1841-50. ABHC is
a corporation, partnership, or other entity that holds control of one or more banks, and ordinarily is
permiited to cngage only in banking or aclivitics that arc closcly rclated (o banking, like somc limited
securities and insurance work. Only a company that complies with the terms of the Bank Holding
Company Act may own control of a bank, and it must first seek approval of the Federal Reserve Board
before it may do so. See 12 U.S.C. §§ 1841(a), 1842, 1843. See generally CARI, FEISENFELD, BANKING
REGULATION IN 11 UNIIED STATES (2004).

* Tn cases in which the BHC's largest subsidiary is a securities firm, the conservator/receiver will be
the Securities and Exchange Commission (“SEC™). Act at § 1202(1). In other cases, it will be the Federal
Deposit Tnsurance Corporation (“FDIC™). See id. at § 1204(b). The other corrective measure provided for
under the Act is that, whether or not a conservator/receiver is appointed, FDIC may make loans or provide
other assistance to the BHC. 7d. at § 1204(a).

° First, the conservator/receiver may cause the seized company to be merged into another or may
transfer any of its asscts. See id. at § 1209(a)(1)(G)(i). Sccond, the conscrvator/receiver may creatc a
“bridge bank holding company,” which would be a temporary, federally chartered corporation fully
controlled by the conscrvator/recciver, to which to transfer the asscts of a scized cntity. Following crcation
of the bridge BHC, either the entire company or its assets would be transferred to their ultimate owner. See
id. aL § 1209(h).

" There was actually uncertainty on this point during the first half of the twentieth century, but it was
resolved by Lhe seminal decision in United States v. Phila. Nat'l Bank, 374 U.S. 321 (1963). Philadelphia
National Bank, which remains a fundamental decision in merger law generally, established that bank
mergers are subject to Clayton Act § 7, even if they have been previously approved by a federal banking
regulator. See generally Bermard Shull. 7he Origins of Antitrust in Banking: An Historical Perspective, 41
ANTTIRUST BULL. 255, 260-75 (1996).

¥ See generally SECTION OF ANTITRUST LaW, AM. BAR ASS’N, BANK MERGERS AND ACQUISITIONS
HANDBOOK1-12 (2006)| hereinafter “BANK MERGER HANDBOOK”|; Yvomne S. Quinn, Practical Aspects of
Defending Bank Mergers Before the Federal Reserve Board and the Department of Justice, 62 ANTITRUST
L.J.91 (1994).
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The Act deals with these antitrust issues in two explicit, identical provisions.
Presumably, they were included simply to make clear that antitrust continues to apply to
the conservator/receiver’s remedial actions, even though they are ordered by the federal
government. For the most part these provisions preserve the existing system of bank
merger review, and indeed they are written in such a way as mainly just to reference that
system obliquely. Existing bank merger law requires that BHC mergers and significant
acquisitions cannot proceed until the parties seek permission to the appropriate federal
banking regulator.” The responsible bank regulator must request and consider the views
of both the Justice Department (“DOJ”) and the other bank regulatory agencies as to
competitive issues. They prepare their opinions under a process that largely tracks the
analysis that the antitrust enforcement agencies perform in HSR review, though with one
significant substantive difference: regulators can approve an otherwise illegally
anticompetitive bank merger if they find its competitive costs to be “clearly outweighed
in the public interest by the probable effect of the transaction in meeting the convenience
and needs of the community to be served.”'®  In any case, this system of bank merger

rules contains a series of saftey-valve provisions, which allow the responsible bank

¢ The identification of the appropriate regulator is itself a complex little statutory problem. [t will most
often be the Federal Rescrve Board, as it is given anthority over acquisitions by BHCs of any bank, 12
U.S.C. § 1842, as well as most acquisitions by state bank members of the federal reserve system, id. at §
1828(c)(2)(B). But if thc acquiror is a national bank or a District of Columbia ban the regulator is the
Office of the Comptroller of the Currency: if the acquiror is either a state bank that is federally insured by
not a member of the federal rescrve system. or is any f(cderal insurced bank that sccks to acquire a non-
insured entity, the regulator is the Federal Deposit Insurance Corporation; and if the acquiror is a thrift the
regulator is the Office of Thrifll Supcrvision. 7d. at § 1828(c)(2).

Technically, the particnlar rules that apply to any given bank merger or acquisition depend on exactly
what is being transferred and to whom. Because conservator/receiver remedial actions might both cause
the merger of an cntirce BHC or mercly the transfer of some of its asscts, a given casc under the Act might
involve a merger of two BHCs or the transfer of bank or banking related assets to anohter BHC or to a
financial holding company. In cach casc the appointed regulator could be different, and the precisc mules
that apply could vary. But overall the samme substantive standard would apply. and the overall process
would bc roughly the samc.

1212 U.S.C. § 1828(c)(5)(B).
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regulator to speed up the approval process substantially, and even to exclude antitrust
review entirely, where it finds there to be a risk of imminent failure of one of the banks.
The Act’s approach to competition review is to provide that this whole process of
merger review will occur as it ordinarily would, except that the Act automatically triggers
all the emergency time period provisions, and it also makes one potentially significant
modification. The Act’s two, identical antitrust provisions provide that:
(1) Tf a conservator/receiver transaction “requires approval by a Federal
agency,” then it cannot be consummated before the Sth calendar day
after the approval is made.
(2) Where such an approval requires a “report on competitive factors,”
then DOJ must be notified “promptly,” and DOJ must then provide the
report within 10 days of the request.
(3) If a transaction requires an HSR filing, then the antitrust review agency
must make its determination within 30 days after receipt of the filing,
and it may not seek any extension of time or make any “second
request” for additional information.
(4) Tf the Treasury Secretary and Federal Reserve Chairman determine that
a conservator/receiver transaction must proceed “immediately,” in
order “to prevent the [BHC’s] probable failure,” then no regulatory
approvals or antitrust review are required at all and it may
consummate with no delay.
See Act § 1209(a)(1)(G)(ii); § 1209(h)(10). The one apparent modification of existing
law is in item number 4. At present, where some component of a bank merger
transaction /s subject to ISR review,'! that review proceeds according the ordinary rules
applied under HSR. Therefore, the reviewing agency would be free to make a “second
request” for information in addition to information supplied with the HSR form, and

thereby trigger an additional time period under which to continue review of the

transaction.

"' As can be the case when a financial holding company is involved that owns some non-banking assect,
as well as banking assets.
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An important aspect of existing bank merger law—which has consequences both for
the process of review and for the substantive standards applied—is that there has been a
substantial amount of interagency coordination to make bank merger review work. Much
of this was necessary because bank merger law read literally, would allow approval of
mergers under time frames that could be extremely burdensome for DOJ. There is also
plenty of room in the law for what could have been disruptive substantive conflicts
among the agencies, and indeed disagreements arose between DOJ and the banking
regulators in the early 1960s, almost as soon as the present bank merger review
framework was put in place.'® The consequence has been certain formal agreements
among DOJ and the banking regulators,”® as well as informal norms, like the common
practice of merging parties of providing DOJ with their application materials well before
the banking regulator is legally required to do so."

Why exactly this special system of bank merger review persists is a bit of a mystery.
It has long been clear that, for reasons of its own, “Congress . . . has determined to deal
with banking in a manner different from other forms of ‘commerce . . . " "> Banking
thus remains one of only four industries in which the antitrust enforcement agencies must
share merger review with an industry-specific regulator,'® and is virtually unique in that

anticompetitive mergers can be approved on a finding of “public interest” But the

12 See Shull, supra note 7, at 274,

® See U.S. DEP’T OF JUSTICE, BANK MERGER COMPETITIVE REVIEW—INTRODUCTION AND
OVERVIEW(2000) |hereinafter “DOJ REVIEW POTICY”| (a document initially agreed to among DOJ and the
banking rcgulators in 1995, which governs both (he process and substantive standards applicable to the
review).

1 See Quinn, supra note 8, at 93-94.

15 Adolph A. Berle, Jr., Banking Under the Antitrust Laws, 49 COLUM. L. REV. 589. 590 (1949).

16 See ANITIRUST MODERNIZATION COMMISSION, REPORT AND RECOMMENDATIONS 363-64 (2007)
[hercinafter “AMC REPORT™]. The others are certain aspects of clectricity. in which merger review is
shared with the Federal Energy Regulatory Comumission, telecommunications, in which merger review is
shared with the Federal Communications Commission, and the special casc of the railroads, in which
mergers are subject solely to review by the Surface Transportation Board. See id.
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explanation exactly why that should be has changed over time and is not at the moment
particularly persuasive. During the nineteenth century and the early part of the twentieth
banking policy was dominated by explicit “destructive competition” arguments, of the
sort that at one time supported broad antitrust exemptions and invasive economic
regulation in sectors throughout the economy, including transportation, communications,
utilities, insurance, and banking. (Those arguments are now largely dead, as applied to
any industry other than one that can credibly claim natural monopoly effects, and for this
reason much of the U.S. economy has been deregulated since the 1970s.) But by the time
the bank merger review legislation was initially adopted, between 1956 and 1966,
Congress’s overriding concern was the alarming growth in (for the times) very large bank
holding companies. At that time, there remained substantial doubt that bank mergers
could be subject to Clayton Act § 7, even under the recent Celler-Kefauver amendment of
1950,"7 and banking law also imposed much more severe limits on the extent to which
banks could compete with each other.'® Tn other words, the law was originally set up to
impose more competitive discipline on bank mergers than was thought to be available.
Now, however, it imposes less invasive (or at least more rushed and less information-
intense) review than might be available were banks and BHCs simply subject to the same
rules as the rest of American industry. To the extent that this persistent difference in
treatment has any theoretical foundation, it is different than the one that originally
underlay bank merger law. It now appears to be justified by some sense that banks need
special protection from competition policy, because their failures are damaging to

communities and impose taxpayer costs through the deposit insurance system. In other

"7 See infira notc 35.
18 See infia note 21-22,
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words, to the extent that bank merger review law has any current justification, it has
reverted to the old fear of destructive competition."

II. Competitive Consequences of the Legislation

A. Competition in the Financial Sector

Competitiveness in the financial sector is important, and in that special context it
plays two distinct roles. First, these markets’ lack of “competitiveness,” in the sense that
they lack numerous competitors, has been a key contributor to the increase in wolrd-wide
systemic financial risk. The fewer financial institutions there are, given their growing
interconnectedness, the more likely that failure of one of them will pull down many
others.® Second, competition is the only discipline for price and output of the many
products and services financial institutions provide so that our system of savings,
investment and corporate finance works.

On any measure, U.S. financial markets have transformed completely since the early
1970s. There is little doubt that the transformation is irreversible.' Change began most
prominently with deregulatory steps in the 1970s that were designed to remove regulatory
barriers to competition in banking and securities, which caused them to lose access to
traditional sources of legally protected, supra-competitive revenues. Insurance companies

began to face similar pressures as well.”> Then, throughout the 1980s and 1990,

12 See Shull, supra nolc 7; Lawrcnce J. While, Banking, Mergers, and Anfitrust:  istorical
Pers sl)ecrt\es and the Research Tasks Ahead, 41 ANTITRUST BUTI.. 323 (1996).

See generally Arthur E. Wilmarth, Jr., The Transformation of the U.S. Financial Services Industry,
I)73 ’()()() Competition, Consolidation, and Increased Risks, 2002 U. 111.. L. REV. 213, 316-17.
See, e.g., Shull, supra note 7, at 257 (so arguing).

22 The major step in banking was to lift rules that sct very low maximnm intcrest rates for deposits.
This was accomplished by repeal of the Federal Reserve Board’s Regulation Q in the 1980s. 1n the
sccuritics industry the most important dercgulatory step was in 1975, when congressionally mandated SEC
action finally prohibited the centuries old practice of stock exchange members of fixing the brokerage
commissions they charged their clients for cxccuting sccuritics trades. The Sccuritics and Exchange
Commission proliibited fixed commissions on May 1, 1975 by adopting its Rule 19b-3, 17 CFR. §

10
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regulators gradually loosened restraints on the lines of business in which traditional
financial institutions could engage. Geographical restraints on banking were loosened as
well, and interstate branching was generally authorized by Congress in 1994.2 The
crowning event so far has been the adoption of the Gramm-Leach-Bliley Act (*GLB™)**
in 1999, which finally permitted banking businesses to branch into unrestricted securities
and insurance businesses. Though we may tend to forget it now, arguments supporting
all of these regulatory changes were framed relentlessly in the language of competition,
and indeed one early version of the GLB bill actually bore as its formal short name the
Financial Services Competition Act>

However, while the increased competition that resulted from these reforms should
have been and for a time was fairly unequivocally pro-consumer, it also caused certain
unforeseen consequences. The loss of legally protected sources of excess profits caused
the traditional institutions to invade one another’s geographic and line-of-business
territories in search of new revenues. But this new competitiveness also set off a mad
scramble of consolidation, which has generally been seen as an effort to stave off

. . 26 . . . .
competitive inroads.”™ Thus we have seen waves of consolidation in banking and other

240.19b-3. In insurance the problem was that changing interest rates and the growing availability of
compcting consumer investment products causcd consumers to losc interest in traditional lifc insurance. As
to all these changes, see generally Wilmarth, supra note 18.

> Interestate branching was authorized in the Ricgle-Neal Interstate Banking and Branching Efficiency
Act of 1994, Pub. L. No. 103-328, 108 Stat. 2338 (Sept. 29, 1994) (codified in scattered sections of 12
U.S.C.). The Ricgle-Neal Act perinitted states to “opt oul” of the Act in scveral respects, but most did not
do so. For the most part, BHCs are free to hold banks in multiple states and individual banks are free to
cngage in interstate branching.

2 pub. L. 106-102, 113 Stat. 1338 (Nov. 12, 1999), now codified at scattered provisions of U.S. Code.

** Financial Services Competition Act of 1997, H.R. 10, 105th Cong., 1st Sess. (Jan. 7, 1997)
(cmphasis added).

As for the competition rhetoric that always surrounded the bill, see for example H.R. Ri:p. No. 106-434
(1999) (confcrence report); S. REP. No. 106-44 (1999) (committce report accomanying bill that would be
enacted as Gramm-Leach-Bliley Act); H.R. Rrp. No. 105-164 (1997) (committee report accompanying
HR. 10, 105th Cong., 1st Scss. (1997)).

2 See sources cited at n. 38, infra.
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financial markets since the early 1980s that, from the aggregate national perspective, has
increased concentration substantially. Indeed, a large wave of mergers during the 1990s
involved a whole series of bank and financial institution combinations each of which was
the single largest merger of its kind to date *’

One salient trait of this merger wave has been that the larger mergers, and especially
the very large mergers of financial conglomerates, have had disappointing economic
results.®™® In part this reflects what appear simply to be significant scale and scope
diseconomies in bank operation beyond a certain size.”” Much of this failure among the
larger conglomerate mergers also has resulted from the mistaken prediction of consumer
enthusiasm for “one-stop shopping” in financial products™ There is no serious doubt
that—since the claimed efficiencies probably aren’t the real goal of these mergers—some
part of the motivation has been the self-interest of managers, who among other things
seek the implicit federal subsidy of TBTF status.>'

As a result of this period of consolidation, the financial sector has come to have an
essentially two-tiered structure. Banking for consumers and small to mid-size businesses
remains a predominantly local affair, engaged in by smaller and regional banks, and to a
lesser extent by branches of larger banks. But large scale banking—major commercial
loans, loan syndications, mass-marketed commodity products like credit cards and
mortgages—is mainly now the domain of very large banks. Moreover, there remains a

two-tiered aspect to bank concentration. While aggregate concentration in banking—the

" See Robert Kramer, Speech Before the Section of Antitrust Law, American Bar Association, “Aega
Mergers” in the Banking Industry (April 14. 1999). Stephen A. Rhoades. Competition and Bank Mergers:
Directions for Analysis I'rom Available Lvidence, 41 ANTITRUST BULL. 339 (1996).

* Wilmarth. supra note 18, at 272-79.

Pwilmarth, supra note 18, at 279-81.

3 See Wilmarth, supra notc 18, at 432.

3! See Rhoades, supra note 25, at 340-41; Wilmarth, supra note 18.

12
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number of entities representing banking business nationally—has increased dramatically
during the period of transformation, concentration in local banking markets has remained
relatively constant throughout that period.*® That, though, is not necessarily cause for
much optimism, as it also seems widely acknowledged that local banking has always
been subject to some concentration and is prone to some market power.® Concentration
is also prevalent in other sectors, as among investment banks and securities dealers,™ and
the immense global duopoly that now dominates the credit rating business.*

On top of this evidence conceming concentration, there also remains persistent
evidence of serious, collusive anticompetitive conduct among financial institutions. Prior
to 1944, when it was made clear that banks could be subject to U.S. antitrust law,* banks
engaged in open and extensive price-fixing as to deposit rates, and even thereafter they
apparently did not work hard to conceal price-fixing until well into the 1960s.*” Other
financial markets have been rife with collusion as well. Indeed, the New York Stock
Exchange (“NYSE”) is generally said to find its origin in a naked horizontal price-fixing
conspiracy, and throughout its history it was governed by a series of explicit (and for the

most part legally protected) price and output restraints, which were enforced by

2 See Shull, supra note 7, at 257.

% See Shull, supra note 7. As to market power in local banking markets, scc Wilmarth, supra notc 18,
at 293-300. Interestingly, the one isolated context in which short-term stock price improves for both an
acquiring and a target bank in large bank mergers, and that is where the two banks previously competed in
the same geographic markets. /. at 293

3 See generally FRANK PARTNOY, INFECTIOUS GREED: HoOw DECEIT AND RISK CORRUPTED THE
FINANCIAT, MARKETS (2002).

3 See Thomas J. Filzpatrick, IV & Chris Sagers, Faith-Based Financial Regulation: A Primer on
Oversight of Credit Rating Qrganizations, 61 ADMIN, L. REV. 557 (2009),

36 During the 19th century the Supreme Court had held that the business of insurance was not within
“interstatc commerce” for purposcs of the Commerce Clausc jurisdiction of Congress, Paul v. Virginia, 75
U.S. 168 (1868), and it widely was presumed that other financial businesses were not, either. The Court
reversed this mlce as to insurance in United States v. S.E. Underwriters Ass'n, 322 U.S. 533 (1944). and,
again, it was presumed that the reversal would be effective as to other financial businesses as well. See
Shull, supra notc 7, at 260-63.

¥ See Shull, supra note 7, at 263,
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horizontal boycotts. In more recent times anticompetitive conspiracies have been more
secretive, of course, but major conspiracies plainly persist in the financial sector, like the
spectacular rings of fraud and collusion among Wall Street firms broken up by the New
York Attorney General during the past 15 years.*®

Still, having said all that, assessing the price competitiveness of financial product
markets is complex. Traditional banking products—taking deposits and making loans—
is fairly prone to market power wherever concentration increases. Entry is thought to be
difficult not only because it requires regulatory approval, but because traditional banking
involves a “relational” aspect under which consumers smaller business clients value long-
term relationships and personal attention.” However, some financial products have come
to be effectively commodity-like, in that they can be mass-marketed directly to
consumers. Examples include mortgages, consumer loans, and credit cards. 1t is thought
that because the products can be sold at low cost and entry is easy, price competition as to
these products tends to be fierce. Thus, the core business of smaller banks is thought by
many—including DOJ and the bank regulators—to be much less competitive than the
core businesses of very large banks and financial conglomerates. But, as will be
explained below, this narrow focus on specific products—which happens to guide current
bank merger law—may be importantly incomplete.
B. Consequences of Conservator/Receiver Transactions Under the Act

However infrequently the government might use its new powers under the Act, any

government remedy that causes yet further concentration in these already highly

3% See generally JOLL SLLIGMAN, Tul TRANSFORMATION OF WALL STREET: A HISTORY OF T1IL
SECURITIES AND EXCHANGE COMMISSION AND MODERN CORPORATE FINANCE (2d cd. 1993); Haxs R.
STOLL, REGULATION OF SECURITILS MARKETS: AN EXAMINATION OF T1E EFFECTS OF INCREASLD
COMPETITION (1979); Wilmarth. supra notc 18.

* See Wilmarth, supra note 18.
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concentrated markets should be taken as a grave matter. Indeed, conservator/receiver
transactions under the Act will normally involve transactions in which, at least at the
national aggregate level, concentration issues are particularly acute. Virtually by
definition they will involve the largest entities in already concentrated, interconnected
markets, because by definition those entities will be systemically significant.

Because the Act deals with competitive issues by simply incorporating existing bank
merger law, assessment begins with the existing system. Criticism of that system has
been extensive.” 1t has focused in large part on the substantive standard the regulators
follow, first formulated during the sharp narrowing of antitrust enforcement of the 1980s
and ultimately codified by agreement among DOJ and the bank regulatory agencies in
1995."" While nominally that standard is more or less the same ordinarily applied under
Clayton Act § 7 and HSR, DOJ and the bank regulators have decided that the only
serious competitive issues in bank mergers concern the credit needs of small and mid-
sized businesses. In the regulators’ view both consumers and large business have
sufficient alternatives for their needs that consolidation in those areas simply will not
restrict competition.

Accordingly—while in and of itself this fact is not a criticism—DOJ’s actual
enforcement of antitrust against bank mergers is vanishingly slight. DOJ has not

formally challenged a bank merger since 1993, and on average it requests divestiture

* [Peter C. Carstensen, A Time fo Return to Competition Goals in Banking Policy and Anfitrust

Fnforcement: A Memorandum to the Antitrust Division, 41 ANTITRUST BULIL. 489 (1996); Peter C.
Carstensen, Restricting the Power to Promote Competition in Banking: A I'oolish Consistency Among the
Circuits. 1983 DUKE L. J. 5380; Fclsenfeld. supra note 2: Margarct E. Guerin-Calvert, Current Merger
Policy:  Banking and ATM Network Mergers, 41 ANITIRUST BULL, 289 (1996); See generally AMC
REPORT. supra note 16, . at 363-64 (criticizing all statutory limits on merger review in regulated industrics.
calling for full application of Clayton Act § 7 and the HSR to all such mergers, and calling for full
compctition review authority as to such mergers to be returmned to the antitrust enforcement agencics).
! That policy is contained in DOJ RiviLw POLICY, supra note 13,
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concessions in only about one out of the 1000 or more bank mergers it reviews each
year.” Somewhat more directly in critique of the agencies’ approach is the poor
economic performance of most of the large bank mergers and especially the super-sized
conglomerate mergers that they approve. That performance is important because a
guiding premise of bank merger law has been the conviction that larger banks, other
things equal, are more economically efficient and desirable than small ones. That is, the
currently very permissive approach effectively begins with a strong presumption that
mergers will be efficiency enhancing. In quite a lot of these mergers that premise is
evidently false, and there being no pro-competitive motive for these transactions the
question remains what their other motives might be and whether they should have
relevance to an antitrust policy.

Indeed, while large bank and financial institution mergers tend not to produce
anything good for the economy, they do appear to give merging parties some market
power.” This may be true not only as a consequence of immediate increase in
concentration in those local markets to which the current merger review policy is
calibrated. As my collaborator Peter Carstensen has frequently pointed out, there may be
significant constraints associated with the fact that local branches in a given market are
acquired by a national firm, even if the acquisition does not cause any substantial,
immediate change in concentration there.** Moreover, it is now widely accepted in the
industrial organization literature that firms that experience multiple contacts—firms that

compete in many markets, and face each other in more than one—are more prone to

* Gregory J. Werden, Perceptions of the I'uture of Bank Merger Antitrust: Local Areas Will Remain
Relevant Markets, 13 FORDHAM J. CORP. & FIN. L. 581 582 (2008) (revicwing rccords of DOJ bank merger
reviews).

* See supra notc 31.

" See Carstensen, supra note 38.
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oligopolistic interdependence than might otherwise be thought to be the case on the basis
of concentration levels alone.

But, as mentioned, a wholly separate concern, that is in some sense a competitive one,
is increasing systemic risk and the related problem of increasing numbers of TBTF firms.
Even though American law really contains only one, isolated rule that could hope to
constrain this problem in banking and financial markets—Clayton Act § 7, as applied
through our regime of bank merger law—the government has refused to use it to reduce
risk. Indeed, strenuous TBTF objections were made to DOJ in its review of the
Citicorp/Travelers merger of 1998—the largest financial merger in history at the time, the
first major merger of banking and non-banking businesses since the Great Depression,
and one of the largest mergers in world history—but DOJ’s view as that “this [w]as
primarily a regulatory issue to be considered by the [Federal Reserve Board.]”* The
merger was approved in all respects.

Incidentally, while the Act does not explicitly exempt or affect the antitrust treatment
of collaborative conduct, it is relevant to that conduct. Elementary theory suggests that
collusion is easier the fewer competitors there are in any given market.** If the bill
facilitates more consolidation then it will aggravate the risk of collusion.

All of this criticism, it should be added, is wholly aside from the fact that our antitrust
law currently refuses to consider concentrations of power as of any relevance. It focuses
instead purely on costs and elasticities in narrowly defined relevant markets (as if

allocational efficiency were a concept even yet dreamed of by the Congress of 1890).

* Kramer, supra notc 25, at 6.

16 See U.S. DL oF Justict & F.T.C., HORIZONTAL MERGER GUIDELINES § 2.1 (1997); DENNIS W.
CARLTON & JEFFREY M. PERLOFF, MODERN INDUSTRIAL ORGANIZATION 132-45 (3d cd. 2000); George
Stigler, A Theory of Oligopoly. 72 J. POL. ECON. 44 (1964).
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That is a bit of a shame in this context, as many of the major bank and financial holding
company mergers since the boom began in the 1980s have been among the largest
consolidations of wealth and power in U.S. history. Of course, though it was not always
so,"” addressing that concern through antitrust is a ship that for the time being has
definitely sailed. But why we have convinced ourselves that the Congress of the Unites
States should be prohibited from caring about concerns of this magnitude, and making
them part of some coherent federal policy, is beyond me.

One final and completely separate issue deserves mention, as it relates to competition
policy. The Act contains a special provision that requires the conservator/receiver to
consider certain policy goals to guide the use of its powers, and among these goals is the
protection of competition. This provision will be irrelevant on any practical level. The
Act requires the conservator/receiver to exercise all of its § 1209 powers in accordance
with a list of six policy aspirations, see § 1209(a)(10)E), and one of them is to “ensure([]
timely and adequate competition and fair and consistent treatment of [potential buyers of
the failing BHC],” id. at § 1209(a)(10)(E)(v). For two reasons this provision will lack
meaning. First, the other five values the conservator/receiver may consider are different,
equally vague, and sometimes inconsistent with the competition duty. Most importantly,
the conservator/receiver is directed, “to the greatest extent practicable,” to “maximize[]
the net present value return from the sale or disposition of . . . assets.” Jd. at §
1209(a)(10)(EXi). At least some times the acquiror who would be most willing to pay for

assets held by the conservator/receiver will be the one who can use them most

7 See, e.g., Robert Pitofsky, The Political Content of Antitrust. 127 U. PA. L. REvV. 1051 (1979) (articlc
by longtime FTC Chairman and leading antitrust academic, argning that one of the purposes of antitrust
should bc to constrain unwelcome conccentrations of private power, in addition to improving allocational
efficiency in specific markets).



125

anticompetitively, because their use in that acquiror’s hands will lead to supra-
competitive profits. Second, the duty is effectively unenforceable by any party that
would have any concern for competition. Even assuming there could be a plaintiff with
standing, and even assuming judicial review is available,” it seems extremely unlikely
any decision of the conservator/receiver would ever be reversed for failure to give effect
to these six factors."

C. Drafting Ambiguities and Unintended Consequences

Finally, some consideration should be given to a handful of drafting ambiguities that
have relevance to competition matters.

First, the Act provides that where any portion of a transfer of assets made by a
conservator/receiver would be subject to HSR, the antitrust enforcement agencies are
barred from making a “second request” for information. See Act at §§ 1209(a)(1)(G),
1209(h)(10)(A). This is slightly ambiguous because even where bank merger reviews are
not subject to HSR (as is almost always the case), the agencies have access to civil
investigative demands (“C1D”) under the Antitrust Civil Process Act,” and indeed DOJ

has issued CIDs in bank mergers in the recent past, both to the merging entities and third

" The conservator/receiver would constitute an “agency” under the Administrative Procedures Act
(“APA™), and its final actions would therefore ordinarily be subject to judicial revicw under 5 U.S.C. § 702.
However, given the ambiguity and range of discretion implied in these six factors, the
conscrvator/receiver’s assct sales under the Act might conccivably be cxemptl [rom review as being
“committed to agency discretion by law.” 5 U.S.C. § 701(a)(2). That exception applies to decisions made
under “statulcs arc drawn in such broad (crms (hat in a given casc (here is no law to apply.” Cilizens (o
Preserve Overton Park v. Volpe, 401 U.S. 402, 410 (1971).

* The decision would be subject only to the very deferential standard of review under APA §
706(2)(A). that the decision be upheld unless it was “arbitrary [or] capricious.” A dccision by a federal
agency is “arbitrary or capricious” where (1) the agency failed to consider those factors in making its
decision that arc made relevant by the underlying legislation, or (2) the agency failed to show that its
decision drew some rational connection between facts contained in the record at the time of the decision
and the policy actually adopted. See Overton Park, 401 U.S. at 416.

1S US.C §§ 1311-14.
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parties that might hold relevant information.” Those powers are available to the agencies
even where the responsible banking regulator triggers emergency time periods.
Presumably the limitation on HSR second requests was not meant to affect the CID
power, and is meant only to avoid the time delays that can occur under HSR. This point
should be clarified.

Second, under § 1204(a) of the Act, whether or not the Treasury Secretary chooses to
appoint a conservator/receiver, the Act empowers FDIC to provide loans and make other
assistance available to BHCs whenever the Secretary makes the determination required
under § 1203(b). Among FDIC’s assistance powers, it may “purchas[e] assets” of the
BHC or “acquir[e] any type of equity interest” in it. Act § 1204(a)(2), (4). Tt may then
“sell[] or transfer[] all, or any part thereof . . . .” /d at § 1204(a)(6). What seems
ambiguous is that on its terms of this section, FDIC could apparently acquire a
controlling interest in the failing BHC or any of its subsidiaries, and then transferring it to
another bank, BHC or financial holding company. If this section has the effect of
exempting such a transaction from antitrust altogether, that would seem unambiguously
bad. But if not, then it would seem to subject to such a transaction to fairly different
treatment (namely, more thorough, unrushed review) than conservator/receiver
transactions receive under §§ 1209(a)(1)(G) and 1209(h)(10) of the Act.

One more minor peculiarity is that one of the Act’s two antitrust provisions, §
1209(a)(1)(G), says that merger or transfer of assets may be undertaken “without
obtaining any approval, assignment, or consent with respect to such transfer.”
Presumably this language is meant to waive requirements for shareholder or board

approval that might have been required as a matter of corporate law, or state regulatory

31 See Quinn, supra note 8, at 94.
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approval. 1t is made fairly clear that this language is not meant to waive regulatory
approval under bank merger law, because the power to make mergers or transfers is made
explicitly “[s]ubject to clause (ii)” of the subsection. Clause (ii) implies that regulatory
approvals are not waived. 1 might note, though, that clause (ii) does not explicitly require
approvals to be gotten, and so this remains a non-trivial ambiguity that might lead to
uncertain consequences in the event of litigation.
Conclusion

From the perspective of competition norms, the narrow problem with the Act is just
its incorporation of an idiosyncratic and dubious system of merger review that itself calls
for serious reconsideration. But this reflects a much larger consideration: the
Administration’s financial regulatory reform package largely ignores competition as any
part of any solution. This is a shame, because consolidation and concentration are part of

some of the financial sector’s worst problems.
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Mr. COHEN. Professor Sagers, thank you for your addendum to
their testimony.

Mr. David Skeel, professor of corporate law at Penn, author of
“Icarus in the Boardroom”—the history of bankruptcy laws—publi-
cations, received several distinguished recognitions and honors, cor-
porate law, bankruptcy, and sovereign debt, law and religion, and
poetry in the law.

Thank you, Professor Skeel.

TESTIMONY OF DAVID A. SKEEL, JR.,
UNIVERSITY OF PENNSYLVANIA LAW SCHOOL

Mr. SKEEL. Well, thank you for that plug. I wish I had brought
a few of my books to have outside to try to sell to people before
we are done today.

I think I have three quick points in response to the commentary
I have heard so far. The first is, although Harvey Miller and I do
not agree about everything—there are a few things in bankruptcy
we are not completely on the same page on—I pretty much agree
completely with everything Harvey has said thus far. To elaborate
on that just a tad, Professor Moss made the comment that our real
choice is resolution versus bailout. In my view that is not quite
right. I think our real choice is bankruptcy versus bailout.

In my view, the proposed resolution authority would just institu-
tionalize the bailouts we have seen in the last year. If we had that
resolution authority in place, what would happen if we had another
Lehman or AIG is they would be bailed out before they got to the
resolution authority decision. And I think it is not either accidental
or unimportant that the trigger decision—the decision whether to
invoke the resolution authority—is a purely political decision being
made by bank regulators. So that is my first point.

My second point is, with respect to Mr. Krimminger and Mr.
Barr—and I am sorry they are not here now; Michael Barr is a
friend of mine; I have not previously met Mr. Krimminger—they
repeatedly referred to 75 years of beautiful FDIC history resolving
bank failures. In my view, the reality is the FDIC was not tested
from the 1930’s until the 1980’s. We didn’t have bank failures, for
the most part, and that is one of the beauties of post-war America.

The first time the FDIC was truly tested was in the banking and
S&L crisis of the 1980’s. By most accounts their performance was
quite poor. And as a result of that poor performance we put new
banking laws in place in 1989 and 1991 that really forced the
FDIC’s hands.

We have prompt corrective action rules, we have least cost reso-
lution rules. Those work pretty well for small banks and maybe for
medium-sized banks as well. But they effectively don’t apply to the
very institutions we are talking about today.

They do not apply to large banks. When they run into trouble the
FDIC is able to do whatever it wants, exaggerating just a little bit.
And the FDIC’s history with the big banks is not a good history.
I think the Indymac example from last year is a good example.

So to the extent the FDIC is effective, it is only effective with
small and medium-sized banks. It is not effective with large banks
and there is not good reason to extend its authority beyond banks
to other financial institutions.
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Finally, in my view the key question—what I would hope you all
will be thinking about and talking about in the coming months—
is how we can make a bankruptcy system that works really well
even better. And the answer to that, it seems to me, has to do with
derivatives.

Over the past 20 years, as part of the their campaign against
regulation derivatives lobbyists together with the Fed and the
Treasury persuaded Congress—that is you all—to exempt deriva-
tives from several key core bankruptcy provisions, the most impor-
tant of which is the automatic stay. What I hope you all will be
talking about is how and how much to reverse that deregulation of
the last 20 years and reimpose the stay.

One approach to that would be a blanket reversal, a stay of all
derivatives. Another would be the approach that has been sug-
gesting in H.R. 3310. Either of those, I think, are very good ap-
proaches and I hope that is where you all end up before the dust
settles.

Mr. CoHEN. Do you have a poem to close with?

Mr. SKEEL. I will work on one before—give me a couple more
hours. I can——

Mr. COHEN. A limerick will do

Mr. SKEEL. Let us go now, you and I, while the evening is spread
against the sky. [Laughter.]

Mr. COHEN. It is not for us to do or die.

Mr. SKEEL. We are reading from the same script. That is for
sure.

[The prepared statement of Mr. Skeel follows:]




130

PREPARED STATEMENT OF DAVID A. SKEEL, JR.

Written Testimony of David A. Skeel, Jr.

Before the Subcommittee on Commercial and Administrative Law
Committee on the Judiciary
United States House of Representatives
October 22, 2009

Thank you for the opportunity to testify about the role of bankruptcy in effective
financial regulation reform. Tt is a great honor to appear before you today.

Last summer, the Obama administration rolled out an extensive package of
proposed financial reforms.! The principal resolution proposals in the proposed reforms
would give bank regulators sweeping resolution authority with respect to financial
institutions that are designated as systemically important, and which are in financial
distress. In my view, some of the administration’s proposals are desirable, and would
improve our financial regulation. But the resolution proposal would make the regulatory
framework far worse, rather than better. H.R. 3310, which would rely on bankruptcy
rather than the bailout approach used in the recent crisis, is a much more promising
approach, as are the existing bankruptcy laws.

Under the resolution proposal in its current form, a financial institution could be
designated as systemically important at any time, including right before intervention. 1f
the Treasury concluded that such an institution was in financial distress, it could invoke
the special resolution regime “after consulting with the President” and “upon the written
recommendation of two-thirds of the members of the FDIC Board (or, if the largest
subsidiary is a brokerage, two thirds approval of the SEC commissioners). At this point,
the Treasury would appoint a regulator, usually the FDIC, to step in and take steps to

resolve the financial distress.

! The administration released a lengthy white paper outlining its financial reform proposals in June 2009.
U.S. Department of the Treasury, Financial Regulatory Reform: A New Foundation (June 17, 2009),
available at http:/fwww financialstability. gov/docs/tegs/FinalReport_web.pdf
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This proposal is designed to expand the rescue process that was used in 2008 with
Bear Stearns and AIG. Tt would institutionalize the ad hoc bailouts of the last year.
There are at least three problems with this approach. First, it, together with the
designation of systemically important institutions, would increase the number of
institutions that are “too big to fail,” and would lead to even more concentration in the
financial services industry than we already have. Second, the resolution proposal is
backward looking: it assumes that the financial regulatory landscape will be the same in
the future, and pose the same problems, as it did last year -- such as the opacity of the
derivatives markets. Finally, it would abandon a far superior approach: bankruptcy

In the remarks that follow, T will focus primarily on the benefits of a bankruptcy-

based approach, and the significant costs of institutionalizing the bailouts of the past year.
My discussion will consider four issues:

1) T first critique a key piece of the conventional wisdom about the crisis: the
view that the default of Lehman Brothers was the sole reason for the financial
panic last fall, and that Lehman casts doubt on the efficacy of bankruptcy.
These claims are not borne out by the evidence.

2) Toutline several of bankruptcy’s key benefits.

3) Tdescribe the serious costs of relying on bailouts.

4) Tconclude that the best use of Congress’s time would be to consider possible
ways to improve the bankruptcy laws, in particular by imposing a stay on at
least some derivatives, and thus reversing Wall Street’s effective campaign in
the 1990s to protect the derivatives markets from regulation.

Much of the discussion that follows draws on current scholarship of mine that

develops these arguments in more detail, particularly an article with Northwestern Law

professor Kenneth Ayotte .

 The While Paper introduces (he proposal with the slatement (hat (he “government’s responses (o (he
impending bankruplcy ol Bear Stearns, Lehman Brothers, and AIG were complicated by the lack ol a
statutory framework for avoiding the disorderly failure of nonbank financial firms.” 7d. at 74.

* Kenneth Ayotte & David A. Skeel, Jr., Bunkruptcy or Bailouts?. Journal of Corporation Law
(forthcoming 2010), available at www.ssrn.com.



132

1—The L.ehman Myth—Rethinking the Crisis

According to the conventional wisdom, Federal bank regulators were right to bail
out Bear Stearns in March 2008, and to bail out ATG in September 2008. Their only
mistake was failing to bail out Lehman Brothers, also in September 2008. The Lehman
Brothers bankruptcy and the turmoil in the financial markets in September and October
2008 show, it is claimed, that bailouts are a better solution to the financial distress of a
large investment bank or other nonbank financial institution than bankruptcy. This
understanding, which is central to the case for expanding bank regulators’ authority, is
deeply misleading.

To put the events of 2008 into their proper context, it is necessary to start by
considering the bailout of Bear Stearns six months before Lehman’s collapse, and the
effects that the bailout had. After the markets lost confidence in Bear and its $18 billion
of cash reserves began to disappear in March, Bear Stearns chief executive Alan
Schwartz called Timothy Geithner, who was then head of the New York Federal Reserve
Bank. Geithner, then-Treasury Secretary Hank Paulson and Ben Bernanke pushed Bear
into the arms of J.P. Morgan, a much healthier bank. The deal was structured so that the
creditors of Bear Stearns would be fully protected, while its shareholders would lose
much of the value of their shares. The government provided a $29 billion guarantee of
Bear’s most dubious assets.

If regulators had decided not to bail Bear out, the short-term effects might have
been jarring. The creditors of Bear Stearns would have suffered losses, and the
shareholders would have been wiped out. But this hard medicine would have sent a very
clear message to the managers, creditors and shareholders: better watch what the
company is doing, or you could get burmed. In more technical terms, a Bear Stearns
bankruptcy would have eliminated moral hazard—the tendency not to take precautions if
you’ll be spared the consequences of bad outcomes.

The government did take steps to limit the moral hazard of the company’s
shareholders. Indeed, it pushed J.P. Morgan, the buyer of Bear Stearns’ assets, to offer
less for Bear Stearns’ stock than J.P. Morgan originally planned, in order to make sure
that shareholders were not completely bailed out. But it ensured that all of Bear’s

creditors were fully protected. The creditors—mostly Wall Street banks and other

(V8]
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financial institutions—who lent money to or entered into derivatives transactions with
Bear Stearns were paid in full, despite having dealt with a highly leveraged institution
that had been engaging in extraordinarily risky activities.

When Bear Stearns fell, Lehman Brothers was widely viewed as similarly
vulnerable, since it too was highly leveraged and heavily exposed to subprime mortgages.
Yet Richard Fuld, Lehman’s chief executive, rejected a proposed investment by Warren
Buffett and made only desultory efforts to sell the company in the months after the Bear
Stearns bailout.

Nor, once bankruptcy became a serious possibility, did Lehman make a serious
effort to prepare for bankruptcy. When Lehman filed for bankruptcy, no one even knew
who Lehman owed money to and who the counterparties on its derivatives contracts
were. ATG behaved in very similar fashion. These responses are perfectly
understandable given both companies’ assumption—an assumption shared by nearly
everyone as a result of the Bear Stearns bailout—that regulators would rescue any big,
troubled financial institution. Not only was there no need to plan for bankruptcy. But the
bailout strategy gave Lehman and AIG an incentive not to prepare for the worst. The
more unprepared they were, the worse the bankruptcy option would look, and the more
likely a bailout would be forthcoming.

This, not the bankruptcy system, is why Lehman’s collapse was such a shock to
market participants. Lehman, its suitor Barclays, and everyone else assumed that a
bailout would be forthcoming. But regulators decided at the last minute not to provide
bailout funds after all. Lehman’s failure to prepare, and the way it was dumped into
bankruptcy, were the problems. The bankruptcy itself has gone remarkably smoothly.
Lehman’s investment banking operations were sold to Barclays four days after the
bankruptey filing, and Lehman has been selling its less time sensitive assets in a more
leisurely fashion in the months that have followed.

If Bear had filed for bankruptcy back in March, the managers and investors of
Lehman and AIG surely would have acted differently in the weeks before their failures.
The prospect of bankruptcy would have given them a very different perspective on the
implications of their financial difficulties. At the least, they would have gotten their

books in order and started looking for buyers for their businesses much earlier.
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Not only have the effects of Lehman’s default been mistakenly attributed to
bankruptcy, but the evidence calls into question the widespread view that Lehman’s
collapse triggered the economic panic last fall. Tn a recent paper, Ken Ayotte and T find
that Lehman’s default did not cause any more disruption in the financial markets than the
government’s decision to bail out AIG two days later. The fall in the stock market, as
measured by the S&P 500 index, was nearly identical. The rise in the VIX, an index used
to measure volatility (and informally known as the “fear index”) saw a slightly higher
percentage increase following Lehman. The TED spread, an indicator of credit market
risk, saw a larger percentage point increase following AIG.* Similarly, yields on short-
term U.S. Treasury bills (a measure of investor flight to safe assets) saw a larger fall
following the ALG news.

Stanford economist John Taylor has provided additional evidence that the Panic
of 2008 was not triggered by Lehman’s default. Based on, among other things, an
analysis of the Libor-OIS spread—which is the difference between the interest rate for
longterm loans and the overnight interest rate—he concludes the major triggering event
was the requests by Treasury for what eventually became the legislation providing for
$700 billion in TARP funds.

In short, the significance of Lehman’s bankruptcy filing has been seriously
misinterpreted by the conventional wisdom. The effect of Lehman’s default was due
primarily to its failure to prepare for a bankruptcy filing, and to market participants’
surprise when the government refused to bail Lehman out. In addition, Lehman’s role in
the market disruptions of fall 2008 has been exaggerated. Finally, and of particular
importance for this hearing, the actual bankruptcy case has proceeded remarkably

smoothly under the circumstances.

2—The Benefits of Bankruptcy

Bankruptcy has a number of provisions that make it well suited for resolving the

financial distress of nonbank financial institutions. It may be useful to briefly outline

" 'The TED spread is the difference between 3-month LIBOR (an interest rate at which banks lend to each
other) and the 3 month U.S. Treasury Bill ratc.
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these provisions before T describe the perverse effects of bailouts, and how bankruptcy
avoids these problems.

The first key bankruptcy provision is the one that made possible the sale of
Lehman’s assets shortly after its bankruptcy filing: section 363 of the Bankruptcy Code.
Under this provision, the debtor can sell its assets free and clear of any existing liabilities
at any time after filing for bankruptcy, subject to approval by the bankruptcy court and an
opportunity for the company’s creditors to object to the proposed sale. Because sales
under section 363 are free and clear of liabilities, financially troubled companies often
prefer to effect a sale of their assets in bankruptcy, rather than trying to sell them outside
of bankruptcy.

Second, the Bankruptcy Code provides a very generous financing provision
(section 364) that often makes it possible for a company to borrow the money necessary
to fund its operations during the bankruptcy case. While senior, secured loans are
sometime available outside of bankruptcy, in many cases they will not be possible. Most
bond indentures, for example, contain negative pledge clauses that limit or prevent the
incurrence of new, senior debt. In bankruptcy, by contrast, these clauses are rendered
ineffective.

Third, the automatic stay (section 362) requires that creditors cease any efforts to
grab assets from the debtor or to try to collect what they are owed. This can provide the
firm with the breathing space it needs to conduct its business in an orderly fashion,
preventing a desperate scramble to satisfy the claims of withdrawing creditors. The
breathing space can be valuable not only if the firm plans to remain as a going concern,
but also if it plans to liquidate its assets but needs time to do so. The one major exception
to the automatic stay is derivatives: as discussed in more detail below, the derivatives
industry, the Federal Reserve and the U.S. Treasury persuaded Congress to exempt
derivatives from the automatic stay, through a series of amendments to the Bankruptcy
Code over the past several decades.

Fourth, bankruptcy is extremely transparent. Creditors are entitled to examine the
debtor and its managers, and a company is required to disclosure a large amount of
information about its operations while in bankruptcy. The kinds of hidden activities that

have raised considerable concern in contexts such as Bank of America’s purchase of
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Merrill Lynch would be very unlikely in bankruptcy. As bankruptcy lawyers sometimes
say, a company is required to open all its closets and drawers when it files for
bankruptcy.

Finally, the bankruptcy trustee—or if there is no trustee, the company itself—has
extensive power to retrieve any preference payments or fraudulent transfers made prior to
its bankruptcy filing. 1f a company pays exorbitant bonuses to its executives prior to
bankruptcy, and these bonuses squander valuable assets, the executives can be forced to
disgorge them.

In short, the bankruptcy laws offer a full menu of provisions for addressing the
financial distress of a large nonbank financial institution. With each of the two large
investment banks that have filed for bankruptcy—Drexel Bumham two decades ago and

Lehman Brothers last year—it has proven very effective.’

3—The Problems with Bailouts and the Proposed Resolution Authority

The Adminstration’s proposed new resolution authority would expand the
authority that the FDIC has over bank failure to every financial institution that is deemed
systemically important. The intuition behind the proposal is that the FDIC has done an
effective job of resolving bank failures, and that this authority would prove equally
effective for systemically important financial institutions. These assumptions are
problematic for several reasons.

The first problem with the assumption that Congress should extend FDIC-style
authority to other financial institutions is that commercial banks are special. Although
the so-called shadow banking system plays an increasingly important role in financial
life, commercial banks still are unique because of the importance of protecting ordinary
Americans’ deposits, and of assuring that business always have access to the lines of
credit they secure from a bank. For these reasons, deposits are federally insured.
Because the deposit insurance guarantee gives taxpayers a huge financial stake in
commercial banks, the FDIC is given dictatorial powers when a bank becomes financially
distressed. The FDIC can take over the bank, force its sale, and determine how the

creditors of the bank will be treated. Further, its actions are almost completely protected

* The Drexcl and Lehman cascs are discussed in detail in Ayotte & Skeel, supra notc 3.



137

from judicial review. These powers, and the complete lack of transparency, are not
justified for other financial institutions.

Second, the FDIC’s performance is very different with small banks than with
large ones. When a small or medium-sized bank becomes distressed, the FDIC often
closes it relatively promptly.6 Indeed, the prompt corrective action rules instruct the
FDIC to step in before the institution becomes insolvent. With large institutions, on the
other hand, these rules do not apply. In these cases, the FDIC often ends up bailing the
institution out. If FDIC authority were extended to systemically important firms as
proposed by the administration, we can be sure that these institutions would inevitably be
bailed out. As already noted, the proposal would expand and institutionalize the recent
use of bailouts.

Bailouts have four very serious downsides. The first problem is that they cause
moral hazard, as discussed earlier. If the managers of a financial institution know they
will be bailed out in the event the institution fails, they will have an incentive to take
extraordinary risks. Investors will have little incentive to monitor the institution if they
too will be protected by a bailout. The government significantly reduced the problem of
shareholder moral hazard by ensuring the Bear Stearns and AIG shareholders were not
fully protected when their companies were bailed out, but it magnified the moral hazard
of debt. The creditors of both companies were fully protected. The bondholders of bank
holding companies such as Citigroup and Bank of America are also expecting to be
protected if either bank fails, which has aggravated the serious moral hazard in the
financial services industry.

The second problem is that bailouts cause significant distortions in corporate
governance. When the government insists that a CEO be replaced—as with AlG—or that
the company complete a problematic merger—as with the acquisition of Merrill Lynch
by Bank of America—the decision is likely to influenced by factors other than optimal
corporate governance. The distortions may be still greater if the government oversees the

investment decisions made by the company even after the initial rescue loan. Both

® The FDIC’s resolution of (he banks during the recent crisis has been crilicized by somne, and the FDIC
has recently announced that it will need to impose additional charges on banks because ils guaranty fund is
dangerously low. But. in my view, the FDIC have been relatively effective with small and medium sized
banks, and its current authority is justified in that context. But there is no justification for extending this
powcr to cncompass other financial institutions.
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because of the limits of their expertise and because of the conflicting pressures they face,
the government’s track record when it shifts from regulator to decision maker is not a
good one.

Third, bailouts often simply postpone a needed restructuring. The decision to bail
out AIG, for instance, seems to have significantly delayed the process of restructuring its
operations. The temptation for regulators with a bailout is to “kick the can down the
road,” delaying the hard decisions of how best to resolve the firm’s problem.

Finally, the bailouts of the past year have protected the Wall Street institutions
who were creditors of the institutions that were bailed out. Wall Street banks and other
financial institutions have often been the principal beneficiaries of bailouts.

None of these problems arise in bankruptcy. The prospect of bankruptcy
dramatically reduces moral hazard; is much less likely to distort corporate governance;
forces a restructuring; and requires all parties to bear the consequences of the default, not

just some.

4—Possible Bankruptcy Improvements—A Stay on Derivatives

My conclusion that bankruptcy is the best mechanism for resolving the distress of
nonbank financial institutions does not mean that the current bankruptcy laws are perfect.
The current laws are preferable to bailouts, but it is worth considering how the existing
bankruptcy framework might be improved. The most important issue in this regard, in
my view, is the special treatment given to derivatives and other financial contracts.”

Due to the ongoing efforts of the derivatives lobby, as well as the Federal Reserve
and the U.S. Department of the Treasury, Congress enacted a series of special protections
for repurchase transactions, credit default swaps and other financial contracts in the
1980s, 1990s, and 2000s.* Counterparties to these contracts were exempted from several
core protections of the Bankruptcy Code. They are not subject to the automatic stay, or
to the preference and fraudulent conveyance provisions. Much as they insisted that

derivatives should be immune from regulatory oversight, proponents of these provisions

’ Talso believe it would be useful to limit the government’s abilily (o finance a financially troubled
financial institution in bankruptcy. H.R. 3310 would impose a strict prohibition.

® The legislative history, and the arguments for reversing the special treatment of derivatives that are
outlined below, are discussed in more detail in David A. Skeel. Ir.. Bankrupicy Boundary Games, Brooklyn
Journal of Corporate, Financial & Commcrcial Law (forthcoming, 2010), available at www.ssm.com.
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argued that bankruptcy should not be allowed to interfere with the derivatives markets. Tf
derivatives were subject to the automatic stay, they argued, the bankruptcy of one
institution could lead to “ripple effect” failures of other institutions that had entered into
contracts with the debtor. The recent crisis has shown, however, that the inability to stop
counterparties from exiting these contracts may exacerbate the consequences of a default,
not reduce them.

Congress could fix this problem in several different ways. One approach would
be to simply reverse the exemption from the automatic stay, based on a view that the
arguments for exempting the derivatives markets from bankruptcy no longer seem
compelling. Exempting derivatives counterparties from the stay reduces their incentive
to monitor the debtor and does not seem to provide a bulwark against systemic risk.

H.R. 3310 offers an alternative approach. Under this proposed legislation, the
stay would be applied under certain circumstances in cases in which the debtor is a
nonbank financial institution. The special treatment would remain in place for other
kinds of debtors.

In my view, either of these approaches would improve on the treatment of

derivatives and other financial contracts in bankruptcy.

Conclusion

Bankruptcy is a much better method of resolving the financial distress of nonbank
financial institutions than bailouts. If Congress adopts more effective regulation of the
derivatives markets and other needed financial reforms, the bankruptcy approach is likely

to be even more attractive.
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Mr. COHEN. Mr. Weissman has written extensively. He is our
next witness—Robert Weissman, Public Citizen president. That is
a pretty heady title. Expert on economic, health care, trade, and
globalization, electoral property, and regulatory policy, and issues
related to corporate responsibility and commercialism.

Written extensively over the years. Prior to joining Public Citizen
he was director of corporate accountability organization Essential
Action, editor of Multinational Monitor, that tracks corporate ac-
tors worldwide, and an attorney with the Center for the Study of
Responsive Law.

Mr. Weissman, you are on.

TESTIMONY OF ROBERT WEISSMAN, PUBLIC CITIZEN

Mr. WEISSMAN. Thank you very much, Mr. Chairman. I am sorry
that I am afraid I won’t be able to offer any poems or a—perhaps
concepts achieve pristine insight of poetry.

I want to thank you for holding the hearing and emphasize, 1
think, the importance of an antitrust approach to considering the
“too big to fail” problems in the structure of the financial sector.
I think antitrust offers us a lot of tools and principles to think
about how to handle the sector.

With Chairman Greenspan I am happy to say that we agree that
an appropriate application of antitrust principles is to actually di-
rectly break up the largest institutions. They are too big to fail. I
agree with all of the proposals that Mr. Barr put forward on the
front end to deal with systemic risk, but they are not enough. The
largest institutions will always find a way to get around narrow,
traditional agency regulation—prudential regulation.

But if they are smaller they are more able to be grappled with.
We can avoid a lot of the problems that we are spending this hear-
ing talking about if we go ahead with an aggressive breakup strat-
egy.
It is feasible, can be done in an aggressive, top-down way, or it
can be done in a more gentle way by the institutions themselves.
Citigroup, for example, is itself now stripping itself down effectively
on the model that I might be suggesting.

Second, I think antitrust teaches us about the importance of
structure and also looking to revising Glass-Steagall itself or Glass-
Steagall-like principles and separating out the super-risky activi-
ties of the investment banking operations from the commercial
banks. And again, we are here very happy to side with Chairman
Volcker on this point.

There are more modest ways to achieve these kinds of objec-
tives—for example, unwinding the recent set of mergers which
have made the “too big to fail” problem much worse, or at least
saying there should be a standstill on future mergers that are
going to exacerbate the problem going forward.

We should also be enforcing existing concentration limits which
have been breeched in the last round of mergers, and there should
be examination, I think, by Congress over new forms of concentra-
tion limits, both in terms of the depository institutions but also
thinking about asset categories other than depository institutions,
where it is not obvious what kind of standards you would impose.
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Finally, in terms of trying to avoid problems before they emerge,
I think antitrust teaches us not just to look at traditional regula-
tion but a set of conduct remedies that are different in approach
from what traditional regulators do. And to just quickly highlight
some of the things we—I think it is worthwhile for Congress to con-
sider both avoid systemic risk problems, enhance the ability of reg-
ulators to understand what is going on in the super large institu-
tions, and to offer increased consumer protection.

For this category of institutions that still are super large, there
should be a prohibition on the use of offshore tax havens and off-
the-books accounting, both of which make it too hard for our regu-
lators to understand what is going on. There should be affirmative
obligations that bonuses are tied—executive pay and bonus com-
pensation is tied to long-term performance to avoid the wrongful
incentives that exist with the short-term bonus structure that we
have now.

There should be, as Mr. Barr said, increased capital reserve
standards, and I think also increased consumer protection obliga-
tions on the largest institutions. To the extent they are permitted
they can continue to exist.

On the specific issue of resolution authority, we do think that
there is a good case to be made for resolution authority to avoid
the bailout problem, but with some caveats and with some sugges-
tions. One is that there should be a presumption that the institu-
tions are not provided with new financing unless there is some very
affirmative showing made that there needs to be external financing
made available. So you really are talking about winding down the
institution and you are avoiding the problem of the subsidies that
were given to AIG counterparties.

The AIG bailout, by the way, was really not a bailout of AIG so
much as it was a bailout of AIG counterparties, which is, I think,
an important consideration to keep in mind.

There should be also, I think, a directive—this speaks to Pro-
fessor Sagers’ point—there should be a directive to any resolution
authority that as it is doing the resolution a central and maybe
overriding objective must be to avoid a worsening of “too big to fail”
problems, that as they are breaking up banks or merging them,
whatever they are doing, it should not be to create new even bigger
institutions, the bigger great white sharks of Mr. Johnson’s meta-
phor—maybe I do have some poetry in my after all. We ought to
be avoiding worsening that problem.

And finally, there should be conditions attached on the resolved
enterprises, either in whole or when parties are broken up, repli-
cating, I think, some of the things that I mentioned in the area of
conduct remedies. Those things including, as you pointed out prop-
erly, compensation limits and competition standards ought to be at-
tached. If taxpayers are going to be involved and intervening in
these institutions it is reasonable that we have some reciprocal de-
mands on what goes on with them after they are put back into the
private sector.

[The prepared statement of Mr. Weissman follows:]
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Testimony of Robert Weissman
President, Public Citizen
Hearing on "Too Big To Fail —
The Role for Bankruptcy and Antitrust Law iz Financial Regulation Reform"
Before the House Judiciary Committee
Subcommittee on Commercial and Administrative Law
October 22, 2009

Mr. Chairman and members of the Committee, thank you very much for inviting me to
testify today. I am president of Public Citizen, a nonprofit research, lobbying and
litigation public interest organization with 150,000 members and supporters. Based in
‘Washington, D.C., and founded in 1971, Public Citizen accepts no government or
corporate funds.

Public Citizen is a member of Americans for Financial Reform, a coalition of more than
200 consumer, community, labor, civil rights, housing, faith-based and other public

- interest organizations. I have appended to this statement the Americans for Financial
Reform position paper on resolution authority issues.

I want to thank you for holding today's hearing. Financial re-regulation is the subject of
intense debate and discussion in Congress - and around the country -- right now. It is
important that the isswe of financial re-regulation be considered from multiple vantage
points. The Judiciary Committee has a crucial role to play in the re-regulation debate,
considering matters in light of its expertise in bankruptcy and, especially, antitrust.

Antitrust offers a different approach to addressing Wall Street abuses than traditional
regulation, Antitrust looks to industry structure rather than just setting rules for all market
participants. When it turns its attention to troubling conduct of institutions with market
power, it commonly employs remedies which provide (somewhat) self-enforcing specific
rules of conduct. This is in conirast to the agency rule-making and enforcement approach,
which usually requires effective regulatory surveillance and enforcement, The traditional
regulatory approach is vital; but policymakers need also to draw on the distinct and
complementary wisdom embodied in antitrust.

There is widespread agreement that creation of too-big-to-fail financial institutions was a
key contributing factor to the financial erisis - and that addressing the too-big-to-fail
problem is a central challenge for regulation going forward. The traditional regulatory
approach directs policy inquiry into how regulatory agencies can monitor the too-big-to-
fail financial institutions to ensure they do not engage in excessively risky operations.
The antitrust approach suggests a more fundamental inquiry: Should the too-big-to-fail
financial institutions be permitted to exist? What social value do they offer as against
harms and risks to financial stability and a functioning democracy? Are the dangers of
too-big-to-fail financial corporations great enough to overcome the presumption in favor
of leaving private corporations to grow as they please? If too-big-to-fail Wall Street firms
are permitted o continue to exist at current scale, should they be subject to specific
conduct rules, including rules designed to limit their speculative undertakings? And,

\
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should government policy exhibit a bias against size, at least to the extent that
government-facilitated combinations of financial institutions do not exacerbate the too-
big-to-fail problem? .

In this testimony, I will touch on these issues, in the context both of the current profile of
the financial services industry, and proposals to create a resolution authority for too-big-
to-fail non-bank financial institutions.

The first section of my testimony briefly reviews consolidation trends in the financial
sector over the last quarter century, and highlights the serious and unique problems with
excessively sized corporations in the financial sector, These include consumer and
competition problems, but especially the familiar "too big to fail” issue and concerns with
how large financial institutions impair a functioning democracy. The second scotion
draws on antitrust principles to suggest a series of proposals to shrink excessively sized
financial firms - including but not limited to a call to break up the biggest banks -- and to
control large firms that continue to exist. The final section turns aftention to the issue of
what to do with failing non-bank financial companies that pose a threat to the overall
financial system. It concludes that the case for establishing new resolution authority is
strong, but that this authority should be guided by legislative directives to prevent
continuation of a misguided bailout policy.

The Rise of Too-Big-to-Fail — and the Fall of the Financial System

Merger mania in the financial industry has been all the rage for more than 25 years.
"Bigger is indeed better," proclaimed the CEO of Bank of America in announcing its
merger with NationsBank in 1998.! In the United States, about 11,500 bank mergers took
place from 1980 through 2005, an average of about 440 mergers per year?

The size of the mergers has increased to phenomenal fevels in the pre-crisis period: In
2003, Bank of America became a $1.4 trillion financial behemoth afier it bought
FlestBoston, making it the second-largest U.S. bank holding company in terms of assets.
In 2004, JPMorgan Chase agreed to buy Bank One, creating a $1.1 trillion bank holding
company.?

! Dean Foust, "BofA: A Megabank in the Making," BusinessWeek, September 13, 1999, available at:
<http://www._businessweek.com/archives/1995/b3646163.arc.htm>,

2L oretta J. Mester, Senior Vice President and Director of Research as the Federal Reserve Bank of
Philadelphia, "Some Thoughts on the Evolution of the Banking System and the Process of Financial
Intermediation," Bconomic Review, First & Second Quarters, 2007, available at:
<hitp:/fwww.frbatlanta.org/filelegacydocs/erq107_Mester.pdf>.

3 Loretta J. Mester, Senior Vice President and Director of Research at the Federal Reserve Bank of
Phifadsiphia, "Some Thoughts on the Evolution of the Banking System and the Process of Financial
Intermediation," Economic Review, First & Second Quarters, 2007, available at:
<hitp://www.fibatlanta.org/filelegacydocs/erg107_Mester.pdf>.
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From 1975 to 1985, the number of commercial banks was relatively stable at about
14,000. By 2005 that number stood at 7,500, a nearl?' 50 percent decline.’ A staggering
series of mergers led to ever larger banks at the top.

By mid-2008, the top five banks held more than half the asses controfled by the top 150.°

Regulators and antitrust enforcers rarely challenged the rash of bank mergers and
acquisitions.

(A similar story can be told about the securities side of the financial sector. Summarizes
analyst Jane D'Arista; "Mergers have also consistently reduced the number of firms in the
securities industry. At year-end 1984, the top 10 firms — 0.12 percent of the 7,800 firms
registered — accounted for 41 percent of the sector's capital, 47 percent of total revenue
and 55 percent of underwriting profits. Of the top 10, all but three (Merrill Lynch,
Lehman Brothers and Goldman Sachs) had been acquired by or merged with other
institutions by the beginning of 2008."") '

Strikingly, the bursting of the housing bubble and subsequent financial crash hasled to a
sharp intensification of the quarter century trend. The top two mortgage companies,
Wells Fargo and Bank of America, originated 44 percent of all mortgages in the second
quarter of 2009, up from 28.6 percent the previous year. The jump reflects Bank of

# Loretta J. Mester, Senior Vice President and Director of Research at the Federal Reserve Bank of
Philadelphia, "Some Thoughts on the Bvolution of the Banking System and the Process of Financial
Intermediation," Economic Review, First & Second Quarters, 2007, available at:

<http://www.frbatlanta org/filelegacydocs/erq107_Mester.pdf >,

% Yames Brock, "Merger Mania and Tts Discontents: The Price of Corporate Consolidation,” Multinational
Monitor, Tuly/August 2005, available at:
<http://werw.multinationalmonitor.crg/mm2005/072005/brock.himb>, (In 2 brief review of mergers through
2005, Brock writes, "Through two decades of ever-larger acquisitions, NationsBank became one of the
country's largest commercial banking concerns, absorbing C&5/Sovran (jtself a merged entity), Boatmen's
Bancshares ($9.7 billion deal), BankSouth and Barnett Bank ($14.8 billion acquisition). Then, in 1998,
NationsBank struck a spectacular $60 billion merger with the huge Bank of America, which itself had been
busily acquiring other major banks. The merger between NationsBank and B of A created a financial
colossus controlling nearly $600 billion in assets, with 5,000 branch offices and nearly 15,000 ATMs. Bank
of America then proceeded to acquire Fleet Boston — which had just completed its own malti-billion
dollar acquisitions of Bank Boston, Bay Bank, Fleet Financial, Shawmut, Summit Bancorp and NatWest.
Giants Banc One and First Chicago NBD — their size the product of numerous serial acquisitions —
merged, and the combined entity was subsequently absorbed by J.P. Mergan which, in turn, had just
acquired Chase, after the latter had merged with Manufacturers Hanover and Chemical Bank in the
financial business of underwriting stocks and bonds. Other mega-mergers include the $73 billion
combination of Citicorp and Travelers Group in 1998, as well as the acquisition of leading brokerage firms
by big banks, including Morgan Stanley's ill-fated acquisition of Dean Witter.")

¢ Loretta J. Mester, Senior Vice President and Director of Research at the Federal Reserve Bank of
Philadelphia, "Some Thoughts on the Evolutfon of the Banking System and the Process of Financial
Intermediation,” Eccnomic Review, First & Second Quarters, 2007, available at:
<http://www.frbatlanta.org/filelegacydocs/erq107_Mester.pdf >,

7 Jane D'Arista, "Financial Concentration." Wall Street Watch, August 2009, available at:
http:/fwallstreetwatch.crg/blog/Tp=73.
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America's acquisition of Countrywide, and Wells Fargo's takeover of Wachovia.® Other
metrics also reveal a starkly more concentrated market: The market share percentage of
deposits held by JP Morgan Chase, Wells Fargo, and Bank of America has risen from 21
percent in 2007 to 33.9 percent in 2009, according to SNL Financial data reported by The
Washington Post.® The top four banks held 49 percent of total banking assets as of June
2009;'° a roughly 50 percent jump from June 2003, when the top four held 33 percent of
total assets.11

The financial industry has also witnessed another kind of consclidation over the last
decade, following the repeal of the Glass Steagall and related acts, and adoption of the
Gramm-Leach-Bliley Financial Modermization Act of 1999, Gramm-Leach-Bliley paved
the way for commercial banks to merge with insurance companies and investment banks.
It helped introduce the speculative risk-taking culture into commercial banking --
providing the toxic mix of government insurance and speculative betting that helped
generate the financial crisis.?

The financial crisis has intensified the combination of commercial banks and other
financial enterprises, with JP Morgan's acquisition of Bear Steams and Bank of America's
takeover of Merrill Lynch.

Bigger banks are bad for society, Although there are contradictory studies in the area,
there is compelling evidence that large banks take on more risk than smaller banks, while
providing inferior service and higher charges to consumers. Studles have shown that
compared to smaller banks, Jarge banks take on greater leverage, ' more investments in
derivatives," and higher percentages of uninsured deposits.'® Derivative risk, in fact, is
overwhelmingly concentrated in the top banks: The top five banks own 96 percent of all

® Kate Berry, "Morigages' Big Two Are Too Big to Aveid," National Mortgage News, September 30, 2009,

available at: <http:/www.nationalmorigagenews.cam/lead_story/?story_id=96>.

? David Cho, "Bauks 'Too Big to Fail' Have Grown Even Bigger (The Big Get Bigger),” The Washington

Post, August 28, 2009, available at: <http://www.washingtonpost.com/wp-

(%yn.l’conwnt/gmphlclzowlosm8!GR2009082800426 hitml?sid=8T2009082800437>.

<http:/fwww.federalreserve.gov/releases/lbr/current/defautt htm>.

' chtip://www.federalreserve.gov/releases/1br/20030630/krg_bnk_Ist.txt>,

12 wihen repeal of Glass-Steagall brought investment and cammercial banks together, the investment-! bank

culture came out on top, There was a demand for the kind of high returns that could be obtained only

through high leverage and big risk taking."” Joseph Stiglitz, "Capitalist Fools," Vanity Fair, January 2049,

available at: <http://www.vanityfair.com/magazine/2009/01/stiglitz200901>,

'3 Rebecca S, Demsetz and Philip E. Strahan, Federal Reserve Bank of New York, Research Paper 9506,

April 1995, available at: <hittp://www.newyorkfed.org/research/staff _reporis/research_papers/9506.pdf>,

See also Arnold Danielson, "Getting Ready for the 21st Century: A Lock at Recent Banking Trends,”

Banking Pol'y Rep,, March 15, 1999. (Banks larger than $50 billion had an average capital ratio of seven

percent while banks between $100 million to $2 billion in size had an average capital ratio of j Just over nine
ercent).

E Rebecca S, Demsetz and Philip E. Strahan, Federal Reserve Bank of New York, Research Paper 9506,

April 1995, available at; <http://www.newyorkfed.org/research/staff _reports/research_papers/2506.pdf>.

15 Office of the Comptroller of the Cusrency, "OCC's Quarterly Report on Bank Trading and Derivatives

Activities, First Quarter 2009" available at: <http:/www.oce.treas.gov/ftp/release/2009- -72a.pdf>,
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U.S. bank-owned financial derivatives {by notional value).'s The top five banks own 80
percent of the entire U.S. derivatives risk.

These risky policies combine to exacerbate institutional and systemic risk. Jane D'Arista
offers one example: "Much of that increase [in borrowing by the banking sector] reflects
leverage -- that is, borrowing {under repurchase agreements) using assets reported on
their books as collateral to obtain cash to buy additional assets that could be held off-
balance-sheet. Institutional size matiered because the margin of return over the cost of
borrowing was so small that profitability depended on the size of the position and thus on
the ability to attract the amount of funds needed to finance a huge pool of investments.
The result of burgeoning leverage was even larger balance sheet and (especially) off-
balance-sheet liabilities that increased the market dominance of these institutions at the
same time that it exacerbated their fragility and interdependence.”

The t00-big-to-fail enterprises also benefit from an implicit subsidy, as they are able to
raise funds on the capital markets at a lower interest rate, reflecting their perceived
invulnerability to failure. Econemist Dean Baker and researcher Travis McArthur find the
cost of funds for institutions with assets in excess of $100 billion to be .78 percentage
points less than the average cost of funds for smaller banks. The difference in cost of
funds has leapt dramatically since the financial crash, which Baker and McArthur
attribute to the adoption of a nearly formalized too-big-to-fail policy. This difference --
which Baker and McArthur emphasize is sure to change over time, and may shrink --
implies an annual subsidy to large financial institutions of roughly $34 billion,"

On the consumer side, there is evidence that larger banks charge higher overdraft fees,
checking account fees and ATM fees.””

There is no public policy rationale for maintaining mega-financial institutions (beyond
the not unimportant presumption that firms should be left alone). Proponents inevitably
cite synergies and efficiencies for every ImeIger, but retrospective analyses (as well as
common sense) show that these do not emerge.” Even the savings from closing branches

16 Office of the Comptroller of the Currency, "Quarterly Report on Bank Trading and Derivatives
Activities, First Quarter 2009," available et: <http:/fwww.occ.treas.gov/fip/release/2009-72a.pdf>,

' David Katz, "Five Firms Hold 80 percent of Derivatives Risk, Fitch Report Finds," CFO, July 24, 2009,
available at: <http://www.cfo.coma/article.cfm/14113089>.

' Dean Baker and Travis McArthur, "The Value of the "Too Big to Fail' Big Bank Subsidy," Center for
Economic and Policy Research, September 2009, available at:

<http//www.cepr.net/index. php/publications/reports/foo-big-to-fail-subsidy>.

" Timothy H. Hannan, "Retail Deposit Fees and Multimarket Banking," Federal Reserve Board, December
2005, available at: <http:/fwww.federalreserve.gov/pubs/feds/2005/200565/20056 Spap.pdf>,

» Seg Allen N. Berger and David B. Humphrey, "The Dominance of Inefficiencies Over Scale and Product
Mix Economies in Banking," J, Monetary Econ,, 117-48, August 28, 1991; Allen N. Berger and David B.
Humphrey, "Megamergers in Banking and the Use of Cost Efficiency as an Antitrust Defense," 37
Aatitrust Bull, 541, 554-65 {1992); Simon Kwan and Robert A. Eisenbeis, "Mergers of Publicly Traded
Banking Organizations Revisited,” Fed. Res. Bank of Atlanta, Econ, Rev., 4th Qtr. 1999; Jane C. Linder &
Dwight B. Crane, "Bank Mergers: Integration and Profitability," 7 I. Fin. Servs. Res. 35, 40-52 (1992);
Stavros Peristiani, "D'o Mergers Improve the X-Efficiency and Scale Efficiency of U.S. Banks? Evidence
from the 1980s," 29 J. Money, Credit & Banking 326, 329-33, 336-37 (1997); Steven J. Pilloff,
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and layoffs are offset by increased costs.?! The behemoth financial institutions have long
passed the point of absorbing all available economies of scale. Reasons the financial
companies continue to grow in size, despite a paueity of evidence that such growth
contributes to efficiency, include empire building and executive compensation, which
often rises in conjunction with greater institutional size.

Defenders of the goliath financial institutions sometimes claim they are necessary to
service giant non-financial corporations, and that the United States needs goliaths to
compete globally, But these claims are meritless, Large corporations may need large
banks, but there is ne reason to believe they need banks on the scale of today's giants
versus the size of the top banks a year ago, or five years ago. The global competition
argument collapses once it is recognized that larger banks are not more efficient -- on
exactly what terms arc the colossus banks supposed to be better competitors?”

But even if there were a narrow economic case to be made for preserving the giant
financial corporations, it would be overwhelmed by two countervailing concemns: the
creation of too-big-to-fail institutions, and the excessive politicat power of the Wall
Street giants. These concems signal the need for a policy bias against giant financial
institutions, and a willingness to employ appropriate tools to prevent and unwind undue
concentration among financial firms. )

The too-big-to-fail problem has hovered over policymaking in the U.S. financial sector
for at least a quarter century, since the bailout of Continental Illinois. The current crisis
has now shown how too-big-to-fail endangers the national (and global) economy. Too-
big-to-fail was a canse as well as cost of the crisis. On the one hand, the backstop of a de

"Performance Changes and Shareholder Wealth Creation Associated with Mergers of Publicly Traded
Banking Institutions,”" 28 J. Money, Credit & Banking 294, 207-98, 201, 308-03 (1996).

2 prthur E. Wilmarth, Jr., "The Transformation of the U.S. Financial Services Industry, 1675-2000:
Competition, Consolidation and Increased Risks,” 2002 U. Il L. Rev. 2 215 (2002), available at:
<http://papers.ssm.com/sol3/papers.cfin?abstract_jd=3135345>,

2 Allen N. Berger and David B. Humphrey, "The Dominance of Inefficiencies Over Scale and Product Mix
Economies i Banking," J. Monetary Econ., 117-48, August 28, 1991; Arthur E. Wilmarth, Jr,, "The
Transformation of the U.S, Financial Services Industry, 1975-2000: Competition, Consclidation and
Increased Risks,” 2002 U, IIl, L, Rev, 2 215 {2002), available at:
<http://papers.ssrn.com/sol3/papers.cim?abstract_id=315345>

2 On these matters generally, see multiple posts by Simon Johnson and James Kwak at
www.baselinescenario.com. In an Qctober 12, 2009 posting, "Who Needs Big Banks?," Kwak writes:
"Let's take a big, global transaction - say, a debt offering. Here, arguably, it might be good to have a
single bank with global scale, since you want to seli bonds in as many markets as possible in order to get
the broadest possible pool of investors, In 2008, J&J issued $1.6 billion (face value) of bonds. Who got the
deal? Goldman, JPMorgan, Citi, Deutsche Bank, Bank of America, Morgan Stanley, Williams Capital
Group, BNP Paribas, HSBC, Mitsubishi UFJ, and RBS Greenwich Capital. Eleven investment banks based
in five couniries, including five U.S,-based banks, (In 2007, J&J issued 500 million pounds of debt, using
thirteen underwriters — six of whom were not involved in the 2008 offering; two out of three book-running
managers were European bauks.) So when push comes io shove, our beloved mega-banks are nowhere near
up to the task. What this tells me is that it's the big companies that call the shots, and they Jike parceling out
business to lots of banks. This is another basic principle of business: it's better to have muitiple suppliers
than one supplier, 50 you can keep them in competition." Available at:
http://baselinescenario.com/2009/10/12/who-needs-big-banks/#more-5216.
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facto federal guarantee helped drive the financial sector to an ever-greater speculative
frenzy. The giants threw caution to the wind, in part because of the assumed federal
backstop. On the other hand, the imminent threat of instituticnal failure has drained
hundreds of billions of dollars from federal coffers, and required trillions of dollars of
public supports for Wall Sireet.

Not unrelatedly, the Wall Street goliaths accumulate extraordinary and dangerous
political power. This distorts appropriate policymaking in all kinds of ways, involving
matters from trade to climate policy.?* Most acutely, this accumulated power enables
Wall Street to lobby effectively for deregulation that makes speculation, financial bubbles
" and subsequent collapse more likely;25 for unconditional bailouts in the face of crisis; and
against modest restraints even in the aftermath of financial crash and bailout (as is
currently the case). '

It is inconceivable that the advantages of maintaining giant financial firms, if any were
demonstrated, could outweigh -- or even come close to offsetting - the enormous costs
attached to entrenchment of too-big-to-fail financial corporations and the associated
subversion of effective democracy.

Antitrust Tools to Address Too-Big-to-Fail

In considering the too-big-to-fail problem, the issue, of course, is not whether the too-big-
to-fail institutions are monopolies; although market concentration is fast worsening, the
commercial banks and most too-big-to-fail financiel institutions probably do not possess
monopoly power nationally (although they may in local retail markets). Because the too-
big-to-fail problem is nonetheless a problem of size (as well as the more complicated
issue of interconnectedness), Congress, and relevant federal agencies, should employ
appropriate antitrust principles and utilize appropriate antitrust tools to address the too-
big-to-fail problem. The idea is to apply these concepts and instruments in a context
closely akin to, but slightly different from, traditional antitrust analysis. What are the
implications of this approach?

First, the most powerful implement in the antitrust toolkit is to break up existing
enterprises. We believe using this tool is the simplest and most efficient way to deal with
the too-big-to-fail problem. With Alan Greenspan, we agree that "If they're too big to fail,
they're too big."2¢

Pursuing a break-up-the-banks policy would be no simple matter, of course, particularly
given that a substantial (if uncertzin) number of institutions that have achieved too-big-
to-fail status. A deconcentration process would necessarily have to take place over time.

% On this matter generally, see Robert Kuttuer, Te Squandering of America; How the Failure of Our
Politics Undermines Qur Prosperity, New York: Kncpf, 2007,

25 See Robert Weissman and James Donahue, "Sold Out: How Wall Sirect and Washington Betrayed
America,” March 2008, available at: <http:/www.wall h.org/soldoutreport.php>.

% Quoted in Scott Lanmen and Michael McKee, "Greenspan Says He's Not Concemed About Dollar’s
Drop," Bloomberg, October 15, 2009, available at:
<http:/farww.bloomberg.com/apps/news?pid=20601103&sid=ai02YskFORgl>,
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Tt could be managed in a top-down fashion, with government regulators managing the
break-up process, Alternatively, the government could instruct the mega institutions to
sell off operations or spin off subsidiaries in line with government established targets.
Graduated over time, it is very feasible. To address its own financial difficulties,
Citigroup is undertaking this sort of process on its own initiative right now.

A more modest approach would bé to unwind some or all of the recent megamergers.
Undertaken in times of crisis, it is now svident, as noted above, that they have worsened
both the size problem, and the problem of combining commercial banks and other, riskier
financial institufions.

Second, Glass-Steagall, or an updated version of the venerable law repealed in 1999,
should be reinstated. The core idea of Glass-Steagall remains highly relevant: Insured
depository institutions should be kept separate from insurance companies, investment
banks or other enterprises undertaking risky investments. The combination of commercial
banks with risk-seeking subsidiaries in a single corporate entity is an invitation to disaster
-- for the corporate entity, and, in the case of larger institutions, for the financial system
overall.

Beyond Glass-Steagall's structural restraints, there should be put in place additional rules
to control excessively risky practices by commercial banks. Paul Volcker has identified
this set of activities as including owncrs}n'zg of hedge funds and private equity funds, and
undertaking of heavy proprietary trading.

Third, while we believe that breaking up the mega-financial institutions, and imposing a
new Glass Steagall regime, are both desirable policies on the merits, we would also
support less robust measures toward the same end. One less ambitious approach would be
to impose a standstill or do-no-harm rule, so that the too-big-to-fail and related problems
do not grow worse. This would suggest the need for a prohibition on acquisitions by
existing too-big-to-fail institutions, a prohibition on mergers among large financial
enterprises whose combination would create too-big-to-fail or nearly too-big-to-fail
corapanies, and a prohibition on new mexgers and acquisitions combining commercial
banks with non-commercial bank enterprises.

Relatedly, the same rules should at least presumptively guide the actions of a resolution
authority, an issug I discuss below.

Fourth, the existing 10 percent concentration limit for depository institutions should be
enforced.?® Under the Riegle-Neal Interstate Banking and Branching Efficiency Act of

27 pan] Volcker, Testimony before the House Financial Services Committee, September 24, 2009, available
at: <http:/fwww.house.gov/apps/listthearing/financialsves_dem/fehr_092409.shim>. ("As & general matter,
1 would exclude from commercial banking institutions, which are potential beneficiaries of official (i.e.,
taxpayer) financial support, certain tisky activities entirely suitable for our capital markets. Ownership or
sponsorship of hedge funds and private equity funds should be among those prohibited activities. So should
in my view a heavy volume of proprietary trading with its inherent risks.")

2 12 USC 1842(d)(2)(A} ("The [Federal Reserve] Board may not approve an application pursuant to
paragraph (1)(A) if the applicant (including all insured depository institutions which are affiliates of the
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1994, a bank may not acquire another bank if the acquisition will give it more than 10
percent of deposits held nationwide.

Congress should also consider lowering the limit to a point well below the too-big-to-fail
threshold.

Fifth, Congress -- through hearings and/ot commissioned studies -- should assess what
constitutes appropriate size or interconnected limits for non-depository assets. These
limits should be designated with an eye to both pro-competition objectives and
preventing too-big-to-fail and systemic risk problems. The proliferation of financial
assets makes an assessment of appropriate limits a complicated task. How great a holding
of derivative instruments is required before an institution poses a systemic risk? Should
this question be considered as a percentage of outstanding derivatives? An absolute total?
This line of inquiry should also explore what set of assets should be subjected to limits:
Does it matter from a pro-competitive or systemic risk perspective if individual
institutions gain more than 10 percent each of all mortgages? All credit card business?

Sixth, if therc is discomfort with acting immediately on break-up and Glass-Steagall
proposals, Congress should create an independent commission to assess the structure and
risks posed by the financial services industry.?® This line of inquiry would be wholly
distinct from the important efforts to investigate the causes of the financial crash. Instead,
it would focus on how the evolving structure of the industry impacts competition and
systermic risk.

Seventh, Congress should impose a fee on the too-big-to-fail institutions to capture for
the public the subsidy these corporations are receiving in credit markets. This fee should
be separate from other fees aiming to deter creation of t00-big-to-fail corporations, fund a
resolution authority for such institutions, or serve other purposes.

Finally, special conduct rules should be applied to the largest financial institutions,
Because of the systemic threats they pose, the largest institutions should be subject to
special rules aiming to deter risky behavior and enable effective monitoring by

applicant) controls, or epon consummation of the acquisition for which such application is filed would
control, more than 10 percent of the total amount of deposits of insured depository institutions in the United
States,"

 Rert Foer of the American Antitrust Institute, who supports such a study commission, emphasizes the
importance of the Depression era Temporary National Economic Commission (TNEC). "The TNEC model
is a way to bring together 2 variety of viewpoints and develop a consensus over a sustained period of time
and to come up with recommendations based on evidence, diverse ideas and directed debate. The actual
contribution of the TNEC in terms of legislation was not great, but the TNEC led to acceptance of the idea
that high levels of concentration could be dangerous and deserved to be the focus of national atiention. And
that realization eventnally led to modifications of the Clayton Act, infended to stop monepolies, or near
monopolies, from being formed through mergers.” "The Ceniralization of Financial Power: Unintended
Consequences of Government-Assisted Bank Mergers," An Interview with Bert Foer, Multinational
Monitor, November/December 2008, available at:
<http://www.multinationalmonitor.org/mm2008/112008/interview-foer.htmi>.
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government regulators. And becanse these institutions are positioned to leverage their
marketing and market power to gouge consumers, they should be subject to special
consumer protection obligations. Appropriate conduct rules would include:

Prohibitions on use of offshore tax havens, which facilitate complicated and non-
transparent maneuvering >

Prohibitions, or at least stringent limits, on off-the-books accounting, which even
if permissible obscure risk from regulators. :

Mandating that bonus pay for highly compensated executives and employees be
linked to long-term performance, so that key employees are not incentivized to
take speculative gambles with short-term payouts but Jong-term risks.

Prohibitions on excessively risky undertakings, particularly derivative exposure
where neither party has an underlying interest (e.g., naked credit default swaps).

Enhanced reporting standards (not subject to exceptions otherwise in place) for
derivative holdings and other risky investments, so that regulators and the public
are better able to assess institutional and systemic risks.

Enhanced capital reserve standards. Ideally, these would be set high enough to
offset the real risks posed by too-big-to-fail institutions, and thus to meaningfully
deter creation of such excessively sized corporations. MIT Professor Simon
Johnson argues that the appropriate capital standard for too-big-to-fail institutions
should be 15 percent.

Enhanced consumer protection standards, including application of a
"reasonableness" standard to dealings with consumers and the requirement of
offering plain vanifla financial products.

Enhanced affirmative obligations to serve consumers in underserved
communities, including (for commercial banks) by offering lifeline accounts and
accounts with low or no minimum balance requirements.

Obligations to distribute invitations via regular and electronic mailings to
consumers to join independent, federally chartered consumer organizations.

3 1y Decernber 2008 the Government Accounting Office reported that Citigroup had 427 subsidiaries in
Jurisdictions listed as tax havens or financial privacy furisdictions (including 90 in the Cayman Isfands
alone) ~ the largest number of any Fortune 100 company. Government Accounting Office, “Internationat
Taxation: Large U.S. Corporations and Federal Contractors with Subsidiaries in Jurisdictions Listed as Tax
Bavens or Financial Privacy Jurisdictions," GA0G-09-157, Dx ber 18, 2008, available at:
<http:/www.gac. gov/praducts/ GAQ-09-157>.
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Resolution Authority and Resolving to Avoid Unconditional Bailouts

It is hard not to be somewhat sympathetic to the regulators who acted to rescue or merge
(and in one notable case permit o go bankrupt) failing financial institutions in 2008 and
2009, They faced a crisis of a scale unmatched over the last 70 years, they were forced
into seat-of-the-pants decision-making, there were no guidelines to direct their efforts,
and they were forced to operate with unclear, at best, legal authority.

Nonetheless, it is hard to look at what was done over the past year-and-a-half and
conciude it was anything less than disastrous. This is not to argue that the government
should have done nothing. It had to intervene. But it did not have to, and should not have,
offered an unrequited bailout.

Tt is worth very briefly reviewing the ad hoc fashion in which regulators treated failing
institutions over the past 18 months, in order o highlight the flaws in the inconsistent
strategies used.

In the case of the Bear Stearns, the Federal Reserve gifted JP Morgan with an agreement
to absorb $30 billion in Bear Stearns risk, while orchestrating a low price amidst non-
transparent negotiations for JP Morgan's acquisition of Bear.

In the case of Lehman Brothers, regulators decided to permit the firm to go bankrupt.
This decision appears more reckless and misguided in retrospect than it did
contemporaneously. It is also the case that a finaneial crisis was likely inevitable
irrespective of what happened at Lehmeun. Nonetheless, the decision to permit the
bankruptcy was clearly a mistake; it functioned as the trigger for an all-out panic in
financial markets.

With AIG, regulators decided they could not permit ancther failure. Enormous sums of
taxpayer money have been pumped into AIG in order fo satisfy cbligations fo derivative
counterparties. In this sense, the "AIG bailout" is a misnomer; the bailout of AIG has
really served as a backdoor bailout of the giant firms on Wall Street, led by Goldman
Sachs, and overseas (where AIG sent half of its credit default payments, after being
bailed out). These firms, unjustifiably, escaped even a hair cut; instead, they were paid
100 cents on the dollar, even as AIG faced insolvency. New management is in place at
AIG, but even though the government now owns nearly 80 percent of the company, it is
not directing operations, though it does appear to be pressuring management to sell off
units and take other steps to raise revenues.

With Merrill Lynch, regulators again arranged a shotgun marriage. The murky conditions
of the deal are now the subject of major controversy, as Congressional investigators peel
back layers of secrecy to determine who knew what about Merrill's pending bonus
payments, and who promised what to whom. i

In the case of Citigroup, the government has provided supports going far beyond TARP
and the one-third share acquired in the company. Among other measures, the government

11
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has offered a guarantee on $290 billion of Citi's toxic assets. The FDIC is reportedly
pressuring Citi both to shed assets and shake up internal management,

The government did not and has not required reciprocity from any of the bailed-out firms
(the GSEs are a separate case, and unique in that the government is using these
enterprises -- now 80 percent publicly owned -- as tools of public policy). Apart from
insignificant standards in the important area of executive compensation, the government
has not demanded changed behavior from the firms it has saved from rain. Not an end to
risky speculation, not mortgage modifications, not even an end to credit card ripoffs,

This recent history makes clear that things should be done differently next time, and
offers a strong affirmative case for establishing resolution authority for non-bank
financial institutions.

The government needs tools to move quickly and with some policy flexibility in cases of
insolvency or pending insolvency of large financial corporations whose failure poses
systemic risk.

On the one hand, bankruptcy is unlikely to serve as a satisfactory means to address the
failure of to0-big-to-fail institutions. The process Is too slow, leaving too much uncertain
for too long. For institutions with large derivative exposure, bankruptcy may trigger
additional liability -- worsening the condition of the failing enterprise, and worsening the
systemic risk problem. And, after the Lehman experience, it is implausible that
government regulators will permit too-big-to-fail institutions to file bankruptcy; they will
find some way to bail them out. As Paul Volcker told the House Financial Services
Committee, "Experience, not only here but in every country with highly developed, inter-
connected financial systems and institutions bears out one point. Governments are not
willing to withhold financial and other support for failing institutions when therc is a
clear threat to the intertwined fabric of the financial system.""

On the other hand, the bailout strategy is unacceptable. It may alleviate some of the short-
term risks of systemic collapse posed by the bankruptey approach, but it unjustifiably
plunders the public treasury to support failed, reckless enterprises, while reinforcing the
cycles that lead to periodic failure and ever larger bailouts. The recent round of bailouts:
1) through trillions of dollars of public supports, maintained large financial institutions
that likely are insolvent, encouraging further recklessness going forward; 2) resulted
through mergers in larger and more interconnected too-big-to-fail institutions; and 3)
provided counterparties of the otherwise-failing AIG with 100 cents on the doltar,
shifting all costs from AIG's reckless behavior from the counterparties to the public.

The resolution authority, by contrast, rejects the let-the-chips-fafl-where-they-may
approach of bankruptcy as too dangerous in the case of systemically important
institutions. Yet, in contrast to bailout approach, it offers a stratcgy of intentional and
structured government intervention, rather than makeshift and haphazard action. A

31 paul Volcker, Testimony before the House Financial Services Commitiee, September 24, 2009, available
at: <http://www.house.gov/apps/list/hearing/financialsves_dem/fchr_092409.shtml>.
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resolution authority gives the government the tools it needs to address systemic risk, and
the means to act through mechanisms other than throwing taxpayer money at financial
behemoths that have grown sc large that their failure threatens the functioning of the
financial system. :

A carefully vectored resolution authority will hopefully help deter financial institutions
from mutating into too-big-to-fail enterprises; exercise of the authority would represent a
failure both to curtail the existence of excessively sized institutions and of pradential
regulation. But resolution authority can only do so much. It is no substitute for a
competition policy breaking up the big financial institutions (as well as asymmetric
standards — including capital reserve standards and fee assessments -- tilted against
excessively big institutions), nor for sound regulation.

Nor is resolution authority an automatic guard against the hazards of a bankruptcy
process or the bailout approach. Unless carefully implemented, and with properly
equipped regulators, tesolution could potentially result in the same dangers as bankruptcy
(for example, in triggering posting of collateral to derivative counterparties). A resolution
authority is also vulnerable to becoming a bailout vehicle, or replicating bailout
outcomes. This latter risk is particularly acute, and suggests the need for legislative
directives and presumptions.

First, consideration should be given to establishing that institutional resolutions will
presumptively draw exclusively on the available assets of the institution undergoing
resolution. This approach would eliminate the risk of bailout, The presumption might be
established by stipulating that the resolution authority not huve access to external
financing {besides some modest amount to administer institutions under conservatorship
or receivership) unless there is a written finding of emergency need by a top official (for
example, the Treasury Secretary, or the chair of the Federal Deposit Insurance
Corporation) or perhaps by the systemic risk regulator, if one is ereated. A stronger
presumption would prevent access to external financing except by act of Congress,
although this appreach would seem to build in unacceptable delays for what is by
definition an urgent circumstance.

Second, and relatedly, there should be a sirong presumption that - excluding insured
depositors, consumers in regulated industries such as insurance, secured creditors and
pethaps other designated categories where there is a demonstrable public policy interest
in providing de facto government insurance -- creditors of an institution in resolution will
take a haircut. There should never be a repeat of the AIG fiasco, with credit default swap
counterparties siphoning public funds in order to receive one hundred cents on the dollar.

Third, to the extent that the resolution authority will have access to substential financing,
these resources should be drawn from the category of too-big-to-fail institutions (if they
are quasi-formally designated as Tier One institutions) or simply from the biggest
financial firms. These resources should be taised from fees assessed before the next
financial crisis. Based on recent experience, the needed resources may be very substantial
in scale. There will understandably be reluctance to collect such fees in the aftermath of a

13



155

crisis, while the financial sector is streggling; and delay is likely to mean the fees are
never collected. Legislation adopted now should set a date in the near-to-medium future -
- pethaps two years from now - when fee collection will begin.

Fourth, direction should be given to the resolution authority not to deepen the too-big-to-
fail problem. In merging a failing corporation into another firm, or selling off a failing
corporation’s pieces, there should be a strong presumption against combinations into an
already too-big-to-fail institation, or one close to that status. It is important that this
heavy presumption be legislated, and implemented in advance of the next crisis. Financial
crises necessarily demand exigent decision-making, and in such circumstances the easiest
solution will often be to merge a failing company into another financial giant, since only
other behemoths will have the financial capacity to absorb the failed firm, Specific .
guidance directing the authority to work to avoid exacerbating the too-big-to-fail problem
is also necessary, because an exclusive focus on recovery of taxpayer assets may prod the
authority to turn to too-big-to-fail acquirers. While recovery of taxpayer assets must be a
high-level concern, it would be a mistake to prioritize short-term repayment over the
long-term public interest in preventing future crises.

Fifth, and following the principle of the preceding point, direction should be given to the
resolution authority not to increase risk-taking by commercial banks. In merging a failing
non-bank financial institution into another financial institution, or selling off a failing
corporation's pieces, there should be a strong presumption against combinations into a
commercial bank {or a bank holding company). The core of the too-big-to-fail problem is
that de facto insured corporations will be incentivized to take excessive risk. Thisisa
particularly acute probler when the too-big-to-fail institution is backed up by an explicit
depository insurance program.

A presumption against combining investment banks and other risk-taking institutions into
commercial banks may in some cases be in tension with a presumption against
combinations that increase market concentration. This tension can be resolved by a sixth
principle: The resolution authority should have the power to maintain ownership of a
resolved firm, if doing so serves public policy objectives; and it should also have
authority to break up a failing firm and sell it off in pieces.* In either instance, the
sesolution authority's power should not be unduly constrained by the objective of
maximizing recovery to the public purse. Indeed, even where the resolution authority sees
no purpose or advantage in holding a firm over time, there may be a strong pro-
competitive or systemic risk rationale to selling the resolved firm in pieces (or spinning
off components as standalone enterptises), a process certain to take more time than a one-
off sale.

Last, in disposing of resolved firms, the resolution authority should strongly consider
conduct rules to advance established policy objectives, It is possible that attaching such
rules will diminish the sale value of the resolved enterprise; but any such diminution in
price should be considered evidence that costs would otherwise be externalized on

32 This issue is explored in a forthcoming paper from Corpotate Ethics International, co-authored by
Charlie Cray and me.
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consumers or the financial system overall. Appropriate conduct remedies for
consideration would track many of those elaborated above: ensuring incentive pay is
linked to long-term performance; prohibiting practices that gouge consumers and
requiring consumer-friendly practices such as plain vanilla offerings; prohibitions on off-
the-books and deceptive accounting maneuvers; limits or prohibitions on use of offshore
tax havens; and prohibitions on excessively risky undertakings (for example, naked credit
default swaps).

Conclusion

Mr. Chairman, thank you again for the opportunity to testify today. [ hope that the
Committee follows up on today's hearing. The antitrust perspective suggests a range of
needed policy approaches that are not instinctual for policymakers operating in other
regulatory traditions.

Wall Street is now populated by a handful of dominant mega-corporations -- a smaller
group of larger firms than existed even before the current financial crisis. Many -~
including many who believe the too-big-to-fail problem is a looming, ongoing, long-term
and recurting threat to financial stability -- believe this state of affairs is a fait accompli,
The antitrust iradition teaches us that it need not be so.
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Americans for Financial Reform
Accountability, Faimess, Security

Resolution Authority
Dana Chasin

Bob Kutiner
Demos

Bankruptcy Law Is Inadequate for Systemically Significant Nonbank Institutions

The current bankruptcy regime does not work well for bank holding companies and systemically
significant nonbanks instimtions, The federal government has long had the pewer to take over and close
banks and other deposit-taking institutions whose deposits are insured by the government and subject to
detailed regulation. But it has no such “resolution authority” with respect to bank holding companies and
non-bank financial institutions such as insurance companies, investment banks, hedge funds, private equity
firms and other financial institutions.

The bankruptcy of a systemically significant non-bank can aggravate liquidity problems and
destabilize financial markets, but the Bankruptcy Code's pravisions for the distribution of the assets of a
bankrupt financial institution take no account of the systemic considerations that regulators can and should
consider. Because the bankruptcy system was not designed for these circumstances, financial regulators may
feel the need to prop up the ailing institution in order to avoid a messy and potentially destructive
bankruptcy process.

The government needs new power to seize non-bank financial entities whose collapse might
jeopardize the national and global financial systems. In particular, resolution authority is needed so that the
Federal Deposit Insurance Corporation (FDIC) can take into conservatorship or receivership bank holding
companies such as Citigroup. Current law gives FDIC no authority over bank holding companies, which is
where the main mischief—and damage—occurred.

Given the potential risk from triggering acceleration clauses in credit default swap (CDS), thers may
be value in affording the regulator the authority to perform—as FDIC regulators do—— “least cost resolution”
analysis. In the case of CDS exposures, resolution aathority could include a non-receivership approach. The
FDIC could, for example, require the company to sell certain non-core businesses (with regulatory vversight)
and disgorge troubled assets at the same time.

The Proposal

The Congressional Oversight Panel, the Treasury Department, and others have proposed establishing
a receivership and liquidation process for systemically significant as well as other nonbank financial
institutions that is similar to the resolution system for banks. Under most of these proposals, the FDIC would
be empowered to appoint itself as conservator or receiver for failed or failing non-bank financial institution
holding companies and their subsidiaries.
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The FDIC would be charged nat just with wielding resalution power but also setting standards that
should limit the need to use the resolution autherity, It would have responsibility over systemically
important and other nonbank financial institutions and would share with Congress the responsibility for
estahlishing resolution implementation standards. The FDIC would further have the authority to:

»  Make loans to the covered financial company or any subsidiary;
» Purchase assets of the covered financial company or any subsidiary;
»  Assume or guarantee cbligations of the covered financial company or any subsidiary;

* Acquire any type of equity interest or security of the covered financial company or any
subsidiary;

» Takea lien on any or all assets of the covered financial company or any subsidiary; and
»  Appoint itself as conservator or receiver of the covered financial company.
Bailouts Versus Resolution Authority

Resolution authority would be a major improvement on the current bailout strategy, which uses
taxpayer funds and lvans and guarantees from the Federal Reserve to prop up banks that are, by any
reasonable measure, insolvent, The cast of the current strategy is that it prolongs a day of reckening. It
leaves in place seriously wounded banlks incapable of serving the nation’s credit needs, which prolongs the
recession and creates the risk of a Japan-type “lost decade.”

The public-private partnership model announced in late March also creates huge oppertunities for
conflicts of interest, with the government assuming most of the risk and private speculators appropriating
most of the gain. It is unlikely to achieve iis goal of increasing the market value of depressed securities
because the underlying mortgages are only worth a fraction vf their nominal value. The bailout process is
also almost totally non-transparent.

It would be far better to enact and then use resolution authority so that banks which are effectively
insolvent are taken inta public receivership by a government agency with the competence and capacity to do
true audits rather than hypothetical stress tests. As with resolution of smaller institutions hy the FDIC, this
agency would assess how large is the hole in the institution's balance sheet, and decide what combination of
public capital and bondhalder losses should make up the loss. Incumbent management would be replaced,
and the institution would be returned to new private cwnership as soon as practical. Experience on ather
nations that have suffered banking collapses (Japan, Sweden) suggest that this approach of acimowledging
losses and recapitalizing institutions is preferable to a policy of piecemeal bailout.

A large set of organizations are working together to advance cur common interest in an accountable, transparent
and secure financial system, and to accomplish our shared policy goals. Because the organizations involved and the
issues addressed are diverse, not every organizatior works on or has a policy position on every specific issue. We
are unanimous in our call for change to repair our nation’s broken financial system, establish integrity in the
financial markets, and facilitate productive economic activity that benefits all segments of our communities,

Mr. CoHEN. Thank you, Mr. Weissman. I appreciate it.

Mr. Miller, who has been on our panel—he is our Black’s Law
of bankruptcy; he is also associated with NYU and Columbia
Schools of Law and the firm of Weil, Gotshal & Manges.

Last thoughts?
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Mr. COHEN. Microphone.

Mr. MILLER. Thank you.

Professor Skeel stated my position much more eloquently than I
can, and I will rely upon his statement.

Mr. SKEEL. He has a sense of humor, too. [Laughter.]

Mr. CoHEN. Mr. Conyers, do you have questions of the panel?

Mr. ConYERS. Well, I think we have covered it all except that I
would think that in the next 2 to 3 weeks, if not sooner—Mr. King,
I would like you to hear this, as well, because I would want to get
the concurrence of this Committee—first of all, I think the selection
of these professors, lawyers, experts is very, very much needed. I
think that we may have to reassemble to monitor what the Con-
gress does and what further—we have got to go over this tran-
script. There is an incredible amount of material that we have got
to digest and evaluate.

We have had experts all over the place here, and I want to try
to elicit an agreement that our panel would be able to come back
and that we would be able to have them back as we proceed in a
somewhat informal way that the Chairman has conducted this
meeting, but it has been important.

Why do you need a 5-minute rule? We are talking about the eco-
nomic future of the Nation, and we are asking somebody to sum-
marize in 5 minutes where this should go. And I appreciate the
way that this has been conducted, and I commend all of you for
what you have contributed to that.

And I think Mr. Miller might want to comment in here, and I
would like to yield to him if I can, Mr. Chairman.

Mr. COHEN. Mr. Miller, briefly. We have got 10 minutes and Mr.
King. But Mr. Miller, you are on.

Mr. MILLER. I think I have said all I want to say about my posi-
tion and I would be happy to answer any questions.

Mr. CoHEN. Thank you, sir.

And thank you, Mr. Chairman.

Mr. King, briefly please?

Mr. KING. Thank you, Mr. Chairman. I am happy to expedite
this, and I would second Chairman Conyers’ recommendation and
suggestion. There is far too much knowledge and expertise here to
dispense with it in 5 minutes of testimony each and a printed testi-
mony. I hope we can find a time to do this in an environment
where we can dig into this in depth.

I had the whim to request a beer summit with all of you. I think
that would be a constructive thing to do.

But the testimony that I have heard and the testimony that I
have read is engaging, and a lot of it concurs and overlaps, but the
contradictions especially—those disagreements—I think we need to
take some time to explore it in an intelligent fashion. And so rather
than have me drill into one component of this I would really look
at it at the broad perspective and second the recommendation of
Chairman Conyers and ask that we do come back together and do
justice to the quality of the witnesses we have today.

I thank you and I would yield back.

Mr. COHEN. Thank you, Mr. King.

I appreciate all of the witnesses. I apologize for the timing. We
are going to be out for another hour. We may, if you are kind
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enough to return, ask you to return at a future time for another
hearing. Your prepared remarks will be part of the record.

We had, I think, a very good discussion and I appreciate Mr. Mil-
ler coming up. He is the only one of the panelists who I was famil-
iar with, and I am sure that each of you could have contributed as
well, but it would have not been maybe as—it might have been un-
wieldy. So I thank you for allowing me to have that type of discus-
sion, which I think was helpful to us.

It is an issue—bankruptcy versus resolution—and maybe it is an-
other issue because people talked about the bailout. And when do
you—the compelling interests of the—but you lose some—some of
the people lose out if you go to resolution that don’t lose out in
bankruptcy. They have to be thought about.

And there is a concern in this Nation that we have done too
much, as I think Barney Frank talks about the collateral benefit
that to help the whole country we have had to help some people
who aren’t deserving of help because they are not appreciative and
they are such gluttons that they poison the water to where nobody
wants to swim there again. And we might have to go there again,
but it will be difficult because of the great white sharks that are
out there swimming in that water.

Mr. CONYERS. Would the Chairman yield for——

Mr. CoHEN. Yield to the Chairman of the Chairman

Mr. CoNYERS. I just wanted all of you to know that we have been
in consultation with Chairman Barney Frank, and that both the
Judiciary Committee and the Finance Committee are moving to-
gether—we are not at odds or in competition. We met before this
hearing, and we will certainly be meeting before we all reassemble
again. So the thoughts and recommendations that you accumulate
in preparation for this next Committee hearing, we will be looking
forward to.

And again, I want to extend my thanks to each of you for what
you have done and contributed here today.

Mr. CoHEN. Thank you, Mr. Conyers.

And I would like to thank all the witnesses for their testimony
and their—today.

Without objection, Members have 5 legislative days to submit
any additional written questions which we forward to the wit-
nesses, and we would ask you to answer promptly as you can to
be made part of the record. Without objection the record remains
open for 5 days for submission of other materials. And I thank each
Member for their time, their patience, their forbearance for the
way I ran the Committee and the time that we took.

This hearing of the Subcommittee on Commercial and Adminis-
trative Law is adjourned.

[Whereupon, at 3:11 p.m., the Subcommittee was adjourned.]
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THE WALL STREET JOURNAL,

OPINON | FEBRUARY 9, 2009
How Government Created the Financial Crisis

Research shows the failure to rescue Lehman did not trigger the fall panic.
By JOHN B. TAYLOR

Many are calling for a 9/11-type commission to investigate the financial crisis. Any such investigation should not rule
out government itself as a major culprit. My research shows that government actions and interventions -- not any
inherent failure or instahility of the private econormy -- caused, prol

d and dramaticall; d the crisis.

The classic explanation of financial crises is that they are caused by excesses -- frequently monetary excesses -- which
lead to a boom and an inevitable hust. This crisis was no different: A housing boom followed by a hust led to defaults,
the implosion of and -related securities at financial institutions, and resulting financial turmnil.

Monetary excesses were the main cause of the boom. The Fed held its target interest rate, especially in 2003-2005, well
below known monetary guidelines that say what good policy should be based on historical experience. Keeping interest
Tates on the track that worked well in the past two decades, rather than keeping rates so low, would have prevented the
boom and the bust, Researchers at the Organization for Economic Cooperation and Development have provided
corroborating evidence from other countries: The greater the degree of monetary excess in a country, the larger was
the housing boom.

The effects of the boom and bust wére amplified by several complicating factors including the use of subprime and
adjustable-rate mortgages, which led tn excessive risk taking. There is also evidence the excessive risk taking was.
encouraged by the excessively low interest rates. Delinquency rates and foreclosure rates are inversely related to
housing price inflation. These rates declined rapidly during the years housing prices rose rapidly, likely throwing
mortgage underwriting programs off track and misleading many people.

Adjustable-rate, subprime and other mortgages were packed into mortgage-backed securities of great complexity.
Rating agencies underestimated the risk of these securilies, either because of a Jack of competition, poor
accountability, or most likely the inherent difficulty in assessing risk due to the complexity.

Other government actions were at play: The government-sponsored enterprises Fannie Mae and Freddie Mac were
encouraged to expand and buy mortgage-backed securities, including those formed with the risky suhprime
mortgages.

Government action also helped prolong the crisis. Consider that the financial crisis hecame acute on Aug. 9 and 10,
2007, when money-market interest rates rose dramatically. Interest rate spreads, such as the difference between
three-month and overnight interbank loans, jumped to unprecedented [evels.

Diagnosing the reason for this sudden increase was essential for determining what type of policy response was
appropriate. If liquidity was the problem, then providing more liquidity by making borrowing easier at the Federal
Reserve discount window, or opening new windows or facilities, would be appropriate. But if counterparty risk was
behind the sudden rise i money-market interest rates, then 2 direct focus on the quality and transparency of the
bank's balance sheets would be appropriate.

Early on, policy makers misdiagnosed the crisis as one of liquidity, and prescribed the wrong treatmen.

10/21/2009 12:43 PM
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To provide more liquidity, the Fed created the Term Auction Facility (TAF) in December 2007. Its main aim was to
reduce interest rate spreads in the money markets and increase the flow of credit. But the TAF did not seem to make
much difference. If the reason for the spread was counterparty risk as distinct from liquidity, this is not surprising,

Another early policy response was the Economic Stimulus Act of 2008, passed in February. The major part of this
package was to send casb totaling over $100 billion to individuals and families so they would bave more to spend and
thus jump-start consumption and the economy. But people spent litle if anything of the temporary rebate (as predicted
by Milton Friedman's permanent income theory, which holds that temporary as distinct from permanent increases in
income do not lead to signifi increases in jom), C« jon was not jump-started.

A third policy response was the very shatp reduction in the target federal-funds rate to 2% in April 2008 from 5.25% in
August 2007. This was sharper than monetary guidelines such as my own Taylor Rule would prescribe, The most
noticeable effect of this rate cut was a sharp depreciation of the dollar and a large increase in oil prices. After the start
of the crisis, oil prices doubled to over $140 in July 2008, before plummeting back down as expectations of world'
economic growth declined. But by then the damage of the high oil prices had been done.

After a year of such mistaken prescriptions, the crisis suddenly worsened in September and October 2008. We
experienced a serious credit crunch, seriously weakening an economy already suffering from the lingering impact of
the oil price hike and bousing bust.

Many have argued that the reason for this bad turn was the government's decision not to prevent the bankruptey of
Lehman Brothers over the weekend of Sept. 13 and 14. A study of this event suggests that the answer is more
complicated and lay elsewhere.

While interest rate spreads increased slightly on Monday, Sept. 15, they stayed in the range observed during the
Pprevious year, and remained in that range through the rest of the week. On Friday, Sept. 19, the Treasury announced a
rescue package, though not its size or the details. Over the weekend the package was put together, and on Tuesday,
Sept. 23, Fed Chairman Ben Bernanke and Treasury Secretary Henry Paulson testified before the Senate Banking
Committee. They introduced the Troubled Asset Relief Program (TARP), saying that it wonld be $700 billion in size. &
short draft of legislation was provided, with no mention of aversight and few restrictions on the use of the funds.

The two men were questioned intensely and the reaction was quite negative, judging by the large volume of critical mail
received by many members of Congress. It was following this testimony that one really begins to see the crisis
deepening and interest rate spreads widening.

The realization by the public that the government's intervention plan had not been fully thought through, and the
official story that the economy was tanking, likely led to the panic seen in the next few weeks. And this was likely
amplified by the ad hoc decisions to support some financial instituions and not others and nnclear, seemingly
fear-based explanations of programs to address the crisis. What was the rationale for intervening with Bear Stearns,
then not with Lehman, and then agaiu with AIG? What would guide the operations of the TARP?

It did not have to be this way. To prevent misguided actions in the future, it is urgent that we return to sound principles
of mnonetary palicy, basing government interventions on clearly stated di and predictable fr: ks for
government actions,

Massive responses with little explanation will probably make thiugs worse. That is the lesson from this crisis so far.

Mr. Taylor, a professor of economics at Stanford and a senior fellow at the Hoover Institution, is the
author of "Getting Off Track: How Government Actions and Inter i Cansed, Pr and
d the Fi ial Crisis," published later this month by Hoover Press.

Please add your comments to the Opinion Journal forum.

Printed In The Wall Street Journal, page A19
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THE WALL STREET JOURNAL,

QPINON | MARCH 27, 2009
Geithner Is Overreaching on Regulatory Power

We don't need more politics in our economics.
By FRANCIS X. DIEBOLD and DAVID A. SKEEL JR.

One of the main i)ropusals in the regulatory reforms outlined by Treasury Secretary Timothy Geithner yesterday would
give the Treasury, FDIC and the Fed authority to take control when investment banks or other financial institutions
(hedge funds, etc.) appear troubled, just as the FDIC presently does with deposit-taking banks.

The proposal is being offered as a clever political solution to the turf war that might have erupted if the Treasury or
FDIC alone were given this quasi-nationalization authority, with no input from the Fed. But the real issue is whether
this expansion of regulators’ powers is wise. It isn't.

Start with the FDIC's performance in practice. One would suspect that the government might not be a shrewd player in
the banking business, and recent events confirm that suspicion. IndyMac, for example, was not taken over hy the FDIC
until long after it was obvious that it should be closed, and current estimates of the cost to taxpayers approach $10
billion. Shortly after the IndyMac failure, moreover, the FDIC brokered a deal to sell Wachovia to Citigroup at a lowball
price and wound up with egg on its face when Wells Fargo emerged with a vastly superior offer. We could continue.

There's also significant room for principled skepticism based on economics and law. Indeed, the case for broadening
regulators' oversight to include investment banks and other financial institutions is based on three flawed assumptions.

The first is that the same factors that justify expansive powers to close banks and take control of their assets are equally
applicable to investment banks and other financial institutions. But the FDIC's interest in commercial banks is unique
--because it guarantees deposits up to $250,000, the FDICis a bank’s most important creditor and has a stake in its
health as the representative of American taxpayers. The government's stake and the need to assure that depositors do
not lose access to their deposits, even temporarily, arguably justify the FDIC's extraordinary powers. Those factors are
not present with investment banks or other financial institutions.

The second flawed assumption is that our bankruptey laws are not adequate for handling defaults by investment banks
or other financial institutions. The Lehman Brothers bankruptey, which created turmoil in credit markets, is often
offered as irrefutable evidence. Bt the conventional wisdom is based on a serious misreading of the Lehman collapse.

The Lehman bankruptcy was so destructive because the Fed and Treasury bad strongly suggested they would bail out
any large troubled investmnent bank, as they did with Bear Stearns. Regulators' sudden shift in policy took Lehman and
its potential buyers completely by surprise. If the government had instead made clear that it did not intend to rescue
troubled investment banks, Lehman surely would bave taken steps to prepare for the possibility of bankruptey.
Lehman and its buyers would not bave played chicken with the Fed and Treasury as they did, holding out for a
government guarantee of the sales of Lebman's assets.

Nevertheless, the Lehman bankruptcy ultimately proceeded quite smoothly. Contrary to the widespread myth that

b is tin ing and i 1, Lehman sold its major brokerage assets to Barclays less than a week
after filing for baukruptcy. It is now in the process of selling its tens of billions of dollars of less time-sensitive assets at
a more deliberate pace. Lawmakers sbould take a second look at Lehman as they decide what to do with AIG.

tof2 ’ 10/21/2009 2:12 PM
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The third flawed assumption is that financial firms flirting with distress are somehow wotse decision makers than
federal regulators, But the opposite is likely true. If the Treasury, FDIC and Fed had authority over investment bank
failures, troubled banks would have a strong incentive to negotiate for rescue loans, and their pleas would be heard by
regulators influenced as much by political as financial factors. The jnvolvement of three different regulators (and
mandatory consultation with the president) would magnify this risk. With bankruptcy, in contrast, the decision of
whether and when to file is made by an institution's managers and creditors, who have the best information and their
own money on the line.

Extending the FDIC's authority, in conjunction with Treasury and the Fed, to include investment banks and ather
financial institutions is heing sold as a small and pragmatic step. In reality it is a big step, and that hig step would be a
big mistake.

Mr, Diebold is a professor of economics, finance and statistics, and co-director of the Wharton
Financial Institutions Center, at the University of Pennsylvania. Mr. Skeel is a professor of law at the
University of Pennsylvania.

Please add your comments to the Opinion Journal forum.
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@he Washington Times Boo= e
Wednesday, September 16, 2009

Foiling future financial meltdowns

Rep. Spencer Bachus and Rep. Lamar Smith

_ The anniversary of Lehman Brothers Holdings Inc.'s collapse presents a good opportunity to

reflect on the past year's financial crisis and look for ways to prevent future failures. The
financial tumult that began in 2007 destroyed trillions of dollars in household wealth and

. prompted government interventions that cost American taxpayers billions of dollars. While a

policy of "deregulation” is often identified as a central cause of the financial crisis, it was in
truth misguided government regulations over a period of decades that did more to destabilize
our financial system than any other single factor.

In the remaining months before adjournment, Congress will consider ways to fix and modemize
our financial infrastructure. Although the administration's health care overhaul has monopolized
the public's -- and Congress' -- attention, we carmot neglect the proposed changes to the financia’
regulatory regime because they will directly affect our nation's future prosperity.

During the last 18 months, the federal government has rescued large and interconnected
financial institutions like Fannie Mae, Freddie Mac and American International Group Inc. from
collapse. Meanwhile, the American people have grown increasingly alarmed that their
government is rewarding corporate failure with taxpayer dollars. Common-sense reforms will
ensure that taxpayers never again pay the bill when financial firms fail.

However, the administration's plan adds new layers of bureaucracy to a system that is already
too complex. It entrusts the Federal Reserve Board with the responsibility for identifying and
containing systemic risk. But expanding the Federal Reserve's regulatory purview can only
distract it from its primary mission of conducting our nation’s monetary policy, while at the
same time promoting a false sense of security among market participants that risk has somehow
been magically removed from the financial system.

The administration's plan establishes a new consumer-protection overseer, separate from the
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risk regulator. This separate agency would result in consumer protection occurring in a vacuum,
with potentially inadequate consideration given to the costs, efficacy or impact of the consumer-
protection agency's edicts on the safety and soundness of regulated financial institutions.

Proving that memories in Washington are short, this division of regulatory responsibilities is an
identical supervisory structure to Fannie Mae's and Freddie Mac's before they collapsed as a

-result of inadequate oversight. The failure of these companies cost American taxpayers tens of

billions of dollars and counting. .

Most significantly, the administration's plan would perpetuate the notion that some institutions
are "too big to fail," guaranteeing future billion-dollar taxpayer bailouts of ailing financial

. behemoths.

By contrast, the Republicans’ proposal focuses on the causes of the financial meltdown and
addresses them with common-sense solutions. Our plan reduces systemic risk by ensuring that
the costs of failure are borne by business, clients and creditors, not American taxpayers. By
epriciﬂy prohibiting government bailouts, our plan signals to market participants that they must
protect their own interests rather than look to the government to save them. Without this bailout
ban, big institutions will continue to take big risks, expecting American taxpayers to foot the bill
when those risks don't pay off.

Unlike the administration's plan, the Republican proposal brings regulators within a unified
structure, plugging gaps in institutional oversight and marrying oversight with consumer-
protection functions. The new consolidated agency promotes innovation and consumer choice,
but also ensures consistent enforcement of the rules, while allowing the Federal Reserve to focus
on its monetary policy mission.

And rather than grant the federal government the authority to spend unlimited amounts of
taxpayer and borrowed cash to prop up large firms -- as the administration proposes -- the
Republican plan enhances the bankruptcy code to allow the courts, in concert with the financial
regulators, to resolve insolvent institutions. It makes clear that creditors and counterparties of
failed financial firms will have their claims transparently adjudicated by impartial arbiters
according to well-settled legal precedents, not by government employees and politicians meeting
behind closed doors. We can only strengthen the financial system if companies are again allowed
to reap the rewards of their successes and required to bear the responsibilities of their failures.

Congress, too, must not ignore the failures of the past. Sound financial regulation can prevent
future crises. Any serious proposal for reforming the financial regulatory structure must seek to
restore market discipline, punish rather than reward failures, and protect taxpayers from having
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to pay the price for bad business decisions on Wall Street and misguided policies from
Washington. The administration's plan simply repeats the mistakes of the past. The Republican
proposal provides common-sense reforms by prohibiting bailouts, encouraging innovation, and
protecting consumers from dangerous financial products and unscrupulous business practices.

Spencer Bachus of Alabama and Lamar Smith of Texas are Republican members of the U.S. House of

Representatives. .
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The Peril of Anointing a Favored
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By Vincent R. Reinhart
Wednesday, October 14, 2009

AMERICAN

The Journal of the American Enterprise Institute

Filed under: Economic Policy, Boardroom, Government & Politics

The Obama administration’s financial reform package hits the
trifecta of bad policy making.

We, the people of the United States, uphold equal protection of the law. Equality was first
claimed to be a God-given right in the Declaration of Independence. Its. practical manifestation
took several amendments to the Constitution, significant legislation, and two centuries of
struggle. Even today, this equality is not always satisfied in practice, but it should always and
everywhere be a national aspiration.

Except, apparently, in the finance industry.

The Obama administration’s proposed financial industry reform would institutionalize a
two-tier system of banking. Big, well-connected, and complicated firms would receive the
special protection of being designated too big to fail. They would operate under their own
rules, enforced by their own financial stability cop. In return, they would be held to higher
capital and leverage standards, evidently the purchase price of this special status.

In fact, the package hits the trifecta of bad policy making. The White House proposal
misdiagnoses the problem, fails to recognize the inherent adverse dynamics of regulation,
and treats the bulk of the industry unfairly.

Our fundamental problem is not that institutions deemed too big to fail do not get sufficient
scrutiny. Our problem is that some institutions are deemed too big to fail. This designation
confers advantages to those institutions: fower funding costs and better access to credit.

The lesson taken away by managers of financial institutions is to get big and complicated so
that regulators will fear financial interconnections too much to trust market forces at a time of
stress. This complexity makes it impossible to understand the risk profile of a large institution
from the outside. Thus, effective supervision is a nonstarter and market discipline is blunted.

The complexity also makes it unlikely that there can ever be a reliable resolution mechanism
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that regulators would be willing to employ when the going gets tough. Even worse, the
resultant complexity lessens managers’ ability to understand risk-taking within their own firms.
! Weak internal oversight opens up the opportunity for abuses that create crises when
employees look to their own short-term interest and not the longer-term needs of their firms
' and their customers.

The administration has the touching faith that additional regulation can correct these inherent
flaws. But that neglects that we are here precisely because regulation and supervision failed
to govern complicated structures properly.

Moreover, we have no reason to expect that regulators will get better over time. Regulation is
decidedly pro-cyclical—it gets tough when markets are volatile and intolerant toward risk and
easy during booms. Legislation might get the right treatment of capital and leverage at the
outset. Over time, as markets tolerate more risk and the past year recedes into memory, the
small cadre of the favored big guys will almost certainly lean on the financial stability
regulator for more lenient treatment. This inner circle will also concoct new balance-sheet
structures to stay one step ahead of bureaucrats.

Also note that officials have been extremely reluctant to define the perimeter of too-big-to-fail
protection. One thing we know is that the perimeter will never shrink, and at times it will grow.
After all, Bear Stearns was a moderate-sized investment bank that would be under the radar
of too-big-to-fail protection in normal times, When markets were volatile, the Federal Reserve
was willing to break a 60-year-old precedent and lend to the nonbank institution to facilitate
its takeover.

Lastly, in anointing a favored few, the administration would hardwire unequal treatment for
the rest of the industry. The next time markets get skittish, creditors and investors wili flee to
big firms, recognizing that the U.S. government stands behind them. Thus, small- and
medium-sized firms, the engine of innovation, will face an uphill struggle. And the patent
unfairness of the system will ultimately undercut the support of the public, already made
suspicious by the revolving door connecting the executive suites of our government and the
too-big-to-fail firms.

Vincent Reinhart is a resident scholar at the American Enterprise Institute.

FURTHER READING: Reinhart wrote “The High Cost of Getting the Story Wrong,” describiﬁg how the
narrative first written about the Great Depression was mistaken in many important respects, as is the
initial narrative on today’s crisis. His other pieces for The American include “Simple Rules for a Complex

Financial World” and “When They Were Young,” a look back to the last time that Larry Summers, director
of the National Economic Council, and Timothy Geithner, secretary of the Treasury, “saved the world.”

image by Darren Wamboldt/Bergman Group.
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definition of insanity?

You wouldn't know it, however, according to a study from the Pew Research Center's Project for
Excellence in Journalism. Pew found that only three storylines have dominated coverage of the financial
crisis:Efforts to help revive the banking sector, the battle over the stimulus package and the struggles of
the U.S. auto industry. In other words, nothing about the government's - and Barney Frank's -- dirty
little secret.

Find this article at:
hitp: /A i i

pini de-the-mess_-N lean-it-up-8415475.htmi

& Click to Print . SAVE THIS | EMAIL THIS | Close

B} Check the box to include the list of links referenced in the article.
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Forbes

On My Mind

Fuel for the Financial Fire
John Taylor, 11.02.09, 12:00 AM ET

Conventional question: did the government's quick intervention an Wall Street last year save us from another Great
Depression? Alternative question, one that | prefer: Did government intervention make matters worse? As facts about the crisis
roll in, more people are beginning to answer the second question in the affirmative.

First, consider the once controversial view that the crisis was largely caused by the Fed's holding interest rates too low for too
long after the 2001 recession. This view is now so widely held that the editorial pages of both the New York Times and the
Wall Street Journal agree on its validity. The low interest rates fueled the housing boom, encouraging adjustable-rate
mortgages and other risk-taking searches for yield, which utimately ended with the bust, defaults and toxic assets on banks'
balance sheets. This government intervention, in which the Fed deviated from a policy that had worked weil for most of the
1980s and 1990s, turned out to be very harmful.

Next, consider the view that the crisis was prolonged by a misdiagnosis that led to more interventions. When the crisis first
flared up, government officials argued that high interest rates inthe money markets were due to a shortage of liquidity rather
than to risk on the banks’ balance sheets. That this was a misdiagnosis is now obvious; the weakness of banks' balance sheets
is apparent to everyone. Yet the misdiagnosis led to several harmful interventions, including a sharp increase in Fed liquidity
and a sudden cut in interest rates, which depreciated the dollar and led to sky-high gasoline prices and a drop in purchases of
automobiles and other durables in the summer of 2008,

Now, with the recert one-year anniversary of the Lehman bankruptcy, people are discussing why the financial crisis worsened
50 much in the panic last fall. Many.still say that the big government mistake was not stopping the failure of Lehman. | do not
think the evidence supports that view. Of course the losses for Lehman's creditars and the run on certain money market funds
were a jolt to the market. But far worse was the chaotic intervertion by the governmert in the following weeks, including the
Treasury Department's not very credible description of how it would remove toxic assets from banks’ balance shests, the huge
amount of money it asked for with only two and a half pages of legislation and the scare stories it let loose about another
Great Depression if the legislation was not passed. That the financial Armageddon stories were told to members of Congress
behind closed doors and then leaked out gradually added to the fears, uncertainty and panic.

The S&P 500 was at 1252 on Sept. 12, the Friday before the Lehman bankruptcy. It initially fell with the bankruptcy news, but
at the Sept. 19 close it had recovered to 1255. It was not until the following week and the frightening rollout of the toxic assets
rescue plan that stock prices began to tank. They continued to sink until Oct. 10, when the S&P 500 hit 899 and the
government finally clarified what the bailout money would be used for (equity injections). The same patterns are found in stock
markets in Europe, Asia and Latin America.

The government interventions during this time of panic were part of a pattern of ad hoc responses starting with the Bear
Stearns bailout. No guidance was given following Bear Stearns about the circumstances under which another firm, such as
Lehman, would be rescued. Indeed, Timothy Geithner, who led the initial bailout as president of the New York Fed, suggested
that more bailouts should be expected. So when the decision was made--without a good legal or economic reason--not to save
Lehman, no one was prepared. But the problem was not the lack of intervertion so much as the unpredictable, unprincipled
pattern of intervention that had been followed for months, a pattern the toxic asset rescue plan revealed for the whole world to
see.

This view of how government intervention led to the panic of 2008 is still controversial. Time will tell whether it will be as widely
held as the previously cortroversial view that government interventions caused and prolonged the crisis. But as | see the facts,
they are leading in that direction.

John B. Taylor, a senior fellow at the Hoover Institution and professor of economics at Stanford University, is the author of
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Getting Off Track: How Government Actions and Interventions Caused, Prolonged, and Worsened the Financial Crisis
(Hoover Press, 2009). .

Special Offer: Free Trial Issue of Forbes
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Mr. Chairman, Ranking Member Bachus, and members of the Committee:

The Committee has asked the witness today to address a single question: Are some institutions
too big to fail and if so what should we do about it? In this testimony I will address those two
questions.

Are some institutions too big to fail?

The answer to that question is yes, but as discussed below those institutions are only large
commercial banks.

When we say that a company is too big to fail (TBTF), we mean that if it fails it will
cause damage to the financial system as a whole—in other words, that its failure will cause many
other companies to be seriously weakened or forced into bankruptcy. One of the problems
associated with attempting to prevent a systemic breakdown is that it is difficult to determine, in
advance, whether the failure of a particular company will cause a systemic breakdown or merely
a temporary disruption. For the same reason, it is very difficult to determine, in advance, when a
company is TBTF.

Nevertheless, it is important to distinguish between failures that will cause disruption and
those that will cause a systemic breakdown of some kind. We should not want to rescue firms
from failure if their bankruptcy would only create a temporary disruption in the economy. Those
companies should not be regarded as TBTF. If we embarked on a path that would rescue all large
firms, because their failure would cause economic disruption, we would create moral hazard.
Market discipline would be impaired as creditors thought that they would be rescued by the
government. Bad managements and bad business models would be preserved—when, in reality,
they should disappear to make room for new and better managements and business models.
That’s how innovation, efficiency and change occur in our economy.

In theory, however, it is possible to visualize how the failure of a large bank might have
more than simply a disruptive effect. Companies deposit their payrolls in banks pending use;
individuals deposit funds in banks in order to pay their bills and their mortgages; and small banks
deposit funds in large banks as part of the payment system. So when a large bank fails there
could be a cascade of immediate losses through the economy. If this happens, companies will not
be able to meet their payrolls, individuals will not be able to pay their mortgages, and smaller
banks will not be able to meet their obligations to pay out the funds that are withdrawable on
demand. In other words, the failure of a large bank can cause a cascade of losses and failures
through the economy that might qualify as a systemic breakdown—that is, something more than
a mere temporary disruption.

Can a nonbank financial institution create systemic risk and thus be 151F7 On the other
hand, it is very difficult to see how a nonbank financial institution like a bank holding company,
insurance company, securities firm, finance company or hedge fund—no matter what its size—
can cause a systemic breakdown or become TBTF. Using a bank holding company (BHC) as an
example, it’s useful to consider what would happen if a large nonbank financial institution like
that were to fail. Importantly, its liabilities are not deposits, and are not withdrawable on
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demand. As aresult, if it fails, very few of'its creditors suffer any immediate cash losses. No
business, for example, deposits its payroll with a BHC. The BHC may have short term creditors,
but unless it’s a very financially strong company these short term obligations are likely to be
collateralized, and thus short term creditors can make themselves whole by selling their
collateral. Most of a BHC’s creditors are long term, however, and they will suffer a loss over
time. Of course, if the company defaults on any of'its debts, all its obligations will usually come
due because of cross-default provisions in its outstanding borrowings, and it will thus be forced
into bankruptcy. This does not change the condition of long-term creditors; they simply now get
in line to receive their share of the bankrupt company’s assets, or they approve a plan of
reorganization that returns the company to viability if they believe the company will eventually
be able to pay them back.

But, still, how does a BHC’s bankruptcy create a systemic breakdown? If most of its
short-term creditors are made whole through the collateral they hold, and its long-term creditors
will eventually take losses as the company goes through bankruptcy, it’s not obvious that a
systemic breakdown can occur. Even if the long-term creditors take losses, these losses occur
over time; they will not be the immediate cash losses that occur when a bank fails. Moreover, the
BHC’s creditors are very likely to be institutions whose lending is widely diversified. They will
lick their wounds, but will not be forced into bankruptcy because of the failure of the bank
holding company. They will continue functioning. There would be no systemic breakdown.

Moreover, there is no evidence—none—that credit default swaps (CDS) or other
derivatives had anything to do with what happened after Lehman, or that if AIG had been
allowed to fail there would have been a catastrophic effect on the financial markets. Lehman’s
CDS were all cleaned up after its bankruptcy for a total of $5.2 billion exchanged among the
various counterparties. Goldman Sachs was the largest CDS counterparty of AIG, with contracts
valued at $12.9 billion. But when a spokesman for Goldman was asked what would have been
the effect on Goldman if AIG had failed, the answer was that the effect would have been
“negligible.” As required in most CDS contracts, Goldman had received collateral from AIG
before its rescue and had also hedged its AIG exposure. If Goldman, AIG’s largest counterparty,
would not have suffered significant losses, there is no reason to believe that anyone else would
have suffered systemically significant losses either. After all, AIG’s CDS—like all CDS—were
simply like insurance or reimbursement contracts, with AIG in the position of the insurer. If AIG
had failed, its counterparties—like the homeowner whose insurance company fails before he has
aloss on his home—would have been required to find another insurer, but they would not have
suffered any major loss.

Finally, we read all the time that financial companies are “interconnected,” and that’s the
reason they must be treated specially. It’s certainly true that financial firms are interconnected in
some sense—that’s the nature of financial firms, which are in the business of moving money
from a place where it’s not well-used to a place where it is better employed. To accomplish that,
interconnections are necessary. But the question is not whether these firms are interconnected; it
is whether these interconnections create cross-obligations that are so large as to make it probable
that if one nonbank financial firm fails it will bring others down with it. There is no evidence for
this, and it is highly unlikely for the reasons stated above. After Lehman failed, for example,
there was only one case of another company encountering trouble. In that case, a money market

-
bl



179

mutual fund (the Reserve Fund) was unable to maintain the value of its shares at one dollar, and
suffered a run. But beyond that, there is no indication that any other firm suffered serious losses
as a result of Lehman’s failure. Even the CDSs on Lehman, as noted above, were quickly settled
with no known adverse effects.

I should add here, as an aside, that our banking laws have been structured so that the
failure of a bank holding company should have no effect on the underlying bank or banks. It’s
simply the failure of a bank’s shareholder. Banks are restricted by banking law and regulations
from making loans of significant size to their parent company or affiliates, so that the bank is
insulated from the failure of the holding company. The reason is that the holding company is or
could be engaged in activities that are riskier than the activities of a bank, and is more likely to
fail for that reason. Many on the committee will remember that this restriction was put in place to
prevent the extension of the so-called “federal safety net” beyond banks themselves. It is ironic
that the administration is now proposing to extend a safety net to the same companies that were
not supposed to cost the government anything.

The important point, however, is that if a BHC fails there are very few immediate cash
losses that render its creditors unable to meet their own obligations, and thus no cascade of losses
through the economy. So if we define a systemic event as a kind of contagion in which the losses
of one company spread to others and affect the whole economy, it seems that only the failure of a
large bank can have this effect. In other words, in my view, only a large bank can be too big to
fail.

The Lehmam case. Having said this, there is one category of events that is frequently
called a systemic breakdown but is not. Here I am referring to the kind of turmoil that occurred
after the failure of Lehman Brothers in September 2008. In that case, there was an immediate
freeze-up of lending by banks and other financial intermediaries around the world. Because no
direct losses are known to have occurred as a result of Lehman’s failure (except the Reserve
Fund as described above), this was not a classic case of a systemic breakdown in which losses
were transmitted through an economy or financial system. What happened after Lehman
Brothers’ failure is what is known as a “common shock”—an event that causes a market to stop
functioning because the participants have encountered new information that nullifies their
previous expectations about the future. In this case, in a classic example of moral hazard, market
participants were shocked to learn that—despite the rescue of Bear Stearns the preceding
March—the government did not intend to rescue every firm that was larger than Bear. This new
and highly adverse information required all market participants to reassess whether their
counterparties and borrowers were solvent and safe, since a government rescue could no longer
be considered a near certainty. The result was a freeze-up in lending as every major institution
hoarded cash while it reassessed the financial condition of its counterparties.

A market freeze-up that results from a common shock is not the same thing as a systemic
event and can’t be prevented by the regulation of individual institutions. It is the result of a loss
of confidence in the future by market participants as a group, not the failure of a particular
institution. In reality, there were two common shocks that led to the current crisis. The first was
the recognition by market participants in the summer of 2007 that defaults on U.S. mortgages
were much higher than expected and mortgage-backed securities backed by these mortgages and

4
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rated AAA were not nearly as safe as previously thought. This led to the downgrading of
mortgage securities portfolios, the shutdown of the asset-backed securities market, and large
financial losses at banks because of the influence of mark-to-market accounting. The second
shock was the failure of Lehman. It is highly unlikely that the second shock would not have had
the adverse effect that it did without (i) the prior rescue of Bear Stearns, which made Lehman’s
failure a shock, and (ii) the weakening of bank capital positions because of the shutdown of the
asset backed market in mid-2007 and the resulting sharp loss in the value of asset-backed
securities.

Bank regulation failed to prevent the losses at individual banks because neither the banks
nor their supervisors recognized that the assets they were acquiring in the form of mortgage-
backed securities (MBS) and other asset-backed securities (ABS) were not of AAA quality, and
that the market for these securities would completely dry up when the poor quality of these
securities became known. Even more important, there was no general recognition anywhere in
the system that virtually all the world’s major banks were buying and holding the same weak
assets. This made them all subject to the same effect when the first shock—the loss of value for
MBS and ABS—occurred in mid-2007. Once all these institutions were weakened at the same
time, they became vulnerable to any shock that caused a sharp loss of confidence about the
future. Lehman was that shock.

The crises of the past did not result in similar global financial collapses because most
financial institutions were considered adequately capitalized and financially strong enough to
survive a substantial change in circumstances. Accordingly, the failure of the large securities
firm Drexel Bumham Lambert in 1990, the collapse of the Thai Baht and the Russian default
later in that decade, and the failure of Penn Central and the relatively small Herstatt bank in the
1970s, all caused major disruptions in the financial markets when they occurred, but none caused
a global financial meltdown. However, once all or almost all major banks are perceived as weak
and unstable—as they were in 2008—anything that shook market confidence and disrupted
expectations would have had the same effect as Lehman’s failure. This would include a major
earthquake in the United States, the collapse of the government of a major oil exporting nation,
or some other natural or unexpected catastrophe that causes market participants to recalibrate
who is safe to deal with and who is not.

This leads to the conclusion that if we are to prevent a financial crisis in the future we
should take steps to prevent virtually all major banks from taking on the same risks and
becoming weak at the same time. To carry out this policy, it will be necessary to recognize in
advance that the elements for a severe common shock are coming together. Thus, in order to
prevent a recurrence of the financial crisis, the regulation of commercial banks should focus not
only the safety and soundness of the individual bank, but also on safety and soundness of the
banking system as a whole. In this way, we can minimize the chances that the failure of a large
bank will create a systemic event, and the chances that the banking system as a whole will
become so weak that any Lehman-like common shock will cause a financial meltdown. As
outlined below, then, we should adopt a form of what might be called macro-prudential
regulation.
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This strategy also avoids the negative effects on economic growth that would flow from
regulating nonbank financial institutions the way we regulate banks. These nonbank institutions
are not backed by the federal government, and are still controlled by market discipline. Placing
them under government regulation, as the administration proposes, would create moral hazard
and give them substantial funding advantages over their smaller competitors. It would be like
creating Fannie Maes and Freddie Macs in every sector of the financial economy where these
institutions are designated for special regulatory treatment. Even more important, as
distinguished from banks, these institutions are supposed to be risk-takers; they are supposed to
fail at higher rates than commercial banks. There is no reason to keep them from failing. If we
were to regulate all these institutions the way we regulate commercial banks we would suppress
the risk-taking that drives growth and innovation in our economy.

If large commercial banks are too big to fail, what should we do about it?

Once we focus on large banks as the most likely sources of systemic risk—and as a
bulwark against devastating common shocks—there are a number of steps we can take. These
are generally of two kinds: first, to create a means for discovering conditions in the financial
markets that might make the financial system vulnerable to a common shock; and, second, to
place supervisory limits on banks that will (i) restrict their risk-taking, (ii) limit the their
procyclical tendency to lend freely when asset prices are rising, and (ii) ensure that they have the
capital to remain strong when the inevitable asset bubbles deflate.

1. A sysiemic risk council. As outlined above, one of the reasons for the current crisis is
that virtually all large banks held the same weak assets—weak because they were not of high
quality themselves and were subject to rapid devaluation if the market for them disappeared..
One way to address this problem would be to authorize some regulatory body to monitor the
worldwide financial system and report to Congress and the public on the possible growth of
systemic risk or the factors that might produce a serious common shock. A suitable body for this
purpose would be the President’s Working Group, reconstituted as a Systemic Risk Council. The
Council, which would have a small staff of its own, would be able to use the combined
knowledge of the bank regulators, as well as the SEC and the CFTC, to broaden its perspective
on the markets.

2. Metrics of risk-taking. The bank supervisors, working with banks and bank analysts,
should develop metrics and indicators of risk-taking that all banks would be required to publish
regularly. One of the continuing functions of supervisors would be to assure that these metrics
were kept up to date and consistently calculated and reported by the banks under their
supervision. If properly designed, metrics of risk-taking would signal when a bank is holding
assets that are subject to sharp declines in values, assets that are highly correlated with assets
held by other banks, or that a bank is relying excessively on short term liabilities to fund long
term assets. Regular publication of these metrics would enhance market discipline by alerting
creditors more eftectively to bank risk-taking.

3. Subordinated debt. The largest banks should be required to issue subordinated debt
that by law could not be bailed out by the government. If the interest rate on these instruments
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were to rise substantially above the rate on Treasury securities, it would signal to regulators that
the market perceives excessive risk-taking in the issuer bank.

4. Higher capiial requirements for banks. We could require very large banks to
reconsider the benefits of size by imposing higher capital requirements as banks grow above a
certain level. In this way, the largest banks would be protecting themselves and the financial
system against the possibility of their own failure, and would also have a strong financial
incentive not to grow larger.

5. Countercyclical capital increases and other measures. We could put in place
regulatory requirements that would operate countercyclically, tending to restrain bank growth
when asset prices are rising and cushion bank losses when asset prices are falling. For example,
requiring higher reserves or capital levels as asset values rise would accomplish this. Eventually,
those values will deflate, and at that time we want banks to have enough capital cushions so that
market confidence in their health is not eroded. Capital requirements could also be increased if a
bank’s ratio of short term liabilities to long term assets rises above a predetermined level. This
would tend to discourage banks from borrowing short term in the money markets in order to
profit from the spread between short term money costs and the returns on long term assets. This
would reduce the tendency of banks to act procyclically in fostering asset bubbles.

6. Countercyclical macro-prudential measures. The Systemic Risk Council could be
authorized to establish an acceptable level of bank growth and impose appropriate limits on
growth that are not consistent with these limits. For example, the council could impose a higher
leverage ratio on banks when it appears that asset prices have risen too quickly. The leverage
ratio for U.S. banks is defined as total common equity divided by total assets. Well capitalized
banks must maintain a leverage ratio of 5%; the minimum is 3%. Raising the bank leverage ratio
would require banks to sell assets or restrict lending, which would tend to mitigate the growth of
asset bubbles. This would be a more direct way of limiting bank contributions to asset bubbles
than expecting the Fed to raise interest rates.

If these measures were put in place, and coupled solely with a focus on large commercial
banks, we would minimize the likelihood of another financial crisis while maintaining the
dynamism and risk-taking that economic growth requires.
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-2-

bubhle that ultimately caused the v

is supposed to prevent in the future. [ recendly listened to 2

ration’s

speech by na Romer, the chair of the adminis

conmcil of cconomic advisers, who argued

1

with a straight face that giving this new

author

abilt

cannot seem to think of any respon:

a
ease the power and
il

~ompelling evidence thac it

crisls except o ing

reach of the government's regulatory sy

tem, despite

car

dy fails to protect the public or
Ith of the fina

maintain the |

Many studics, in addition, have shown that

regulagion adds costs, suppresses competi-

tion, and reduces imovation; indecd, in
the many areas of the cconomy in which

air travel, telecommunications,

devegulution has cccurred

it has

g, und securities hrokerage, to name a few
uniformly produced innovation and lowered costs. Tt is
time to think of something new, but imaginaton is not
Washington’s strong point.

The reigning liberal faith in the efficac

of regulation and
xhibired

osals of the Ohama administration for the

ernment conmral i3 nowhere more clearly

B
than in the

regulation of the fnancial system. A number of carlicr Out-

d the deficiencies and

lovks have addre: nple wrong-
headedness of the Ohama proposals,! but one idea has not

received the extensive consideration it warrants—the

ced a government-run mechanism for the
“orderly resolution” of ignificant nontank
financial firms when they fail.2 Of all the Obama p

notion that we

ically

osals

for expanding govermment authority, this is the only on

that scems now to have any real traction on Capitol Hill—

probably because both the regt ishment and the

big financial institutions can see benefits in it for them, The

administract

argument—huilding on the aftermath of
the Lehman Brothers bankruptey-—is that allowing & “sys-

teniically significant” nonbank financial institution to enter

an ordingry hankruptey proceeding will produce a “disor-
-

derly
Th

hecause insul

callapse and thus contribute to a systemic breakdown.

proposal applies anly o nonbank financial mstitutions

ed banks and other depository institutions are

alrcady covered by a resolution systens run by the FDIC,

al

ly important inclide

According to the administration, nonbank f

institutions thar might be s

bank holding companies, insurance companies, securities

firms, finance companies, hedge funds, private equity fir

The point here is
that Was
cannot seem to think
of any response to a
crisis except to increase
the power and reach
of the government

regulatory sy

and any other financial-related firm that might—hecause
of its “size, leverage or interconnectedness’cause s
temic breakdown if it fails. The fact that none of
those terms has any definitive contentis a

tip-cff that what we are talking about is

unfettered discrotion.

hington This Outdoek argues that while the terms

temic breakdown” can

“systemic risk” ¢

be defined in words, they cannor e used as

an effective guide for policy action. We

have no way of knowi en or under

what circumstances the failure of a particu-

lar comparny will vause something as serious

as a systemic breakdown—as distinguished

from a simple disruption in the cconomy.

Government officials’ inahilicy to forecast

SLCITL.

or predict the effect of a particular com-
pany’s failure will mean that the govem-

ment will ke over or rescue from ba

kruptey many

cor

panies that should be allowed to fail in the normal way.

it i pol

As the lare Irving Kristol ohserved, itically

TR
hle for any state to cope with the banknupteies associated
with econoniic Tisk taking.™ Once the government takes
responsibility for preventing systemic breakdowns, it will use
that authorizy liberally to prevens mere
tion. The bailouts of General Motors and Chrysler make

momic dismup-

clear how this will work. Maorcover, it will be impossible o
tell, after the povernment resolution authority bas acted,

whether the particular failure would acruslly have caused a

systemic breakdown, making Congress’s shiliry to oversee

the use of this new power wholly ineffective. The result will

he to introd

ce moral hazard into the financial system, as

creditors come 1o helieve that large finar onpanies will
be rescued; the advantage this will confer on large firms will

he congpetitively significant, driving small fioms out of mar-

kets in which they could formerly compete and weakening

the fin

ancial sytem as inferior managements and business
1 b
all ultimartely paid for by the taxpayers.

In addition, a resolution system for nombank financial
ingtituti
down. Such an event occurs when the failure of one finan-

models are saved from extinet

government acti

unnecessary to prevent a systemic break-

ons

such large losses to others that the

are unable to meet thelr own obligations, thus causing

lo

s to cascade through the entire aconomy. Losses of this
kind, howeves, can only he caused by the failure of a Luge
s other banks of

¢t e paid, deprives husinesses of ac

commercial bank, which depriv he funds

they were expes:
to their working capital or pay

Cess

| funds, and deprives
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individuals of the funds they use for their daily needs. The

losses that occur when a nonbank financial institution fai

are not of this character; they occur over time as ob

tions that come duc are not paid and affect ereditors and
nterpartics that are

withstand

enerally diversified and able to
For

could deprive a business of the ¢

casional 1o exanple, a hank failure

o

1 with which to meet its

Luge of a non-

highly unlikely that the
itution witl have

payroll, bur
hank

diversified Jenders that are likely to be its counterparties.

milar offect on the

ancial

7 there is no sound policy basis for providing

the government with authority to resolve nonbank

such aut

instittians, and granting ity would be harmful
to the financial system and the cconomy gencrally.

onbank financial institut

T

nstoad,

P
I3

, hoth large and

1 be allowed 0 o inwo hankmptey. This Ous-
| show thar the administration’s proposal i hath

unnecessary and potentially hanmiul to the future stability of

the financial s

The Administration’s Plan
Compared to Bankruptey

The administration’s plan includes two possible scenarios—

aconscrvatosship, in which the instirution is managed back

to viahility, and a receivership, in which the institution is

probably sold or liquidated. A conservatorship resembles a

h the debtor

chapter eleven bunkmuptey proceeding, in wh
remains In possession of its assets and continues © operate

the business. In both cuses, the objective s to return the

m to viahility mather than to unwind it. Howe

of, in A

mentandated conservatorship, the firm is man-

ter eleven the

emment agency, while in

cins of the company remain in the hands of its

agement. A receivership rescmbles a chapter seven

ruptey, in which the debtor is simply wound up—its
ditors paid off based on their priority.

There ate two requirements for a succ

assets sold and cr

sful exit from

chapter eleven—the necessary financing (known as
debr o, of DIP

operating 85 a going concern, and the creditors

ing) to keep the debtor

in-posse:

agreement
o take less than they would get in a liquidation, in the
hope that the debror will ev

tually be able o pay them

ele

a plan for

in full. In chapter the debee

r prepares

recovery, for approval by the creditors voting by class. 1f

the ereditors decide the company’s prospects for eventual

iliey are not sufficiently good o give them a
hance o recoup their losses, they can vote down a plan

for recovery, and the dehtor will e liquidatad.

Similarly, under the administration’s plan, if the resclu-

s that there

stor) determ

tion sgency (acting s s

lown, it o

is no further danger o iqui
date the company—perhaps reimbussing itself for the

fundds it has extended—or return the company to financial

viability # that is feasible and warmanted by the cireume

stances. The administrarion’s plan would, under most

circumstances, assign the responsibility for resolving 2
failing financial firm to the FDIC and is thus another exam-

ple of rewarding an apency whose performance has not

been exemplary. In the last two years, the FDIC has

solved approximately 124 failing financial ins

does this under rules established in the FRIC Improvement

Act of 1991, which cmpowered the agency to take over
nt. The purpose of

solv

failing banks before they become &
this  authority—called
(PCA)—was added to the FDICY bank resolurion arsenal

so the

“prompt - corrective  action”

ould better protect the deposit insurance

fund fram the losses that accur when a failing bank’s lisbil-

ities exceed the value of its ussets. Nevertheless, the agency

is sekdom able 16 do so. The FDICK average loss on the

it has closed over the Ia

the bank

2380L3 C is

St EwO years

approximately 23 perees el with respect
i

es will be

to banks, it is fanciful to helieve that the fos
complex and substantially 1
i institutions that the administration

for the muc tger

nonbank finas

expects the FDIC to resolve—with no special expertise

the matter-—in the future.

What Will Occur under the

Administration’s Plan?

aking the administration’s proposal at face value, an

“orderly” reselution will begin as something like a cons

ntial because—under the admin-

vatorship. This scems e

istration’s assumptions—the failure of a systemically

important company will, by definition, ¢

use 4 SYSCEMmic
hreakdown. In order to avoid that result, the company will
)i iod of time. Assuming

o8

ave to be kept in operation for a

)4

that the necessary financing is provided by the governr
isstie discussed later), the failed

be operated hy the conservator, at least for a pericd of

mancial institution

will

sure the teric breakdown

time necessary to is no

eventually elosed. Under these

the

when the institurion is

<i ssible outcomes f

urns

tances, there are three

failed institution’s creditons.

Option One. If the objective of the cederly resolution is ro

0id a systemic breakdown, then all creditors whose loans
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matute when the government controls the institution will

This is because the establishment of a

puid in

orship for the failing company is likely to be an

cvent of default under its loan arcangements, which nar-
clerates the matusity of its obligations. It isunlikely
that the FDIC or any other government

ncy that takes

over a nonhank financial instimstion will
immediately stop payments © these credi-

wrs. This could—under the rationale for
astablishing 4 resolution agency—cause the

temic hreakdown that the entire resolu-

don strucrure is supposed 1o prevent.

Option Twe. Anoth

titution’s long-term credicons are paid a

possibility is that the

partion of what they are cwed but advised
that they will not be paid in full ar the end
of the

presumubly prevent the immediate losses

govemnment’s control This would

that would oceur if ents to creditors

were stopped entirely. This option would

not be available in bankr

world

Option Three. A third
This would be closest to a bankruptey,

{on might be to stop all pay-

ments o creditor

where the debror in possession is not generally able w

unless there is an exemption

pay prebankruptey credito;
from the sty provisions that normally apply. However,

since it would vitiate the entire

this is highly unlike
rationale f

failing nonhank f

etring up a government agency to resclve a
cial firm. For this reason, in the

une that the administra-

following discussion, we will as

ton's plan will involve the use of cither option cne or two.

Is a Resolution Authority Necessary?

What is the problem for which a resolution authority is the

solution? The administration’s argument is that the col-

lapse of a large nonhank financial institution could cause

a systemic hreakdown; to avoid thi

s cutcome, the govern-

ment should have the authority

it in an orderly manner. However, the admin-
n's rationale for its prog

and resoly

istratis

ssal is highly questionable.

Jedi versus E

Disruption. Is it
possihle to know in advance whether the faikure of 4 pe

< R
ystemic B

tcular firm will cause a systemic hreakdown, rather than

It appears that there
was a collapse of market
confidence when the
U.S. government
appeared to be
panicking, rather than a
fear in the market that
Lehman's collapse
would cause 1
cascade through the

CCONOGILY.

simply an sconomic dismiption of some kind? The faiture

of any bige company will cause disruption—loss of jobs,

losses to creditors, or perhaps the disappearar

important intermediary. Although setting up a reselution
Sy
right m:

om that would actually prevent a systemic breakdown

c, it would not be good policy to autho

aresolution s

ystem that, in practice, is used

to prevent mere disuption. Thar would

creax

{have the

xtensive moral hazard »
effect of preserving companies and manage-
ments that should be eliminated. Tf weak

business models and had

anagements are
preserved by government action, that

would weaken our

nomic system overall
by preventing hetter busin wdels and

betrer managements from moving up to
take their place.
The administration has not suggested

how a systemi niished

risk would be disti

305 tO from @ mere

of economic disption,
and it is far from

lear that it is possible to

ion in advance. Yot
al; it

make such a deermi

the distinetion hetween the ewo is cruct

provides the only limitation on the govern-

ment’s power o take over failing financial instirutions.

Without such limits, it is highly Iikely that the power will

be used to prevent ordinary cconomic

than the far more dangerous systemic breakdown. The
recent rescues of General Motors and Chry

ples of

JOVEInMment xCtion to prevent econamic ¢

hat the failure of cither
Id have created a systamic hraakdown, Without
nits, the resolution authority the administration is

noone has contend

both,

cleg

mpany. or

proposing will inevitahly become a pern:
the financial system.

What Caus

varlous propy

s 2 Systemic Breakdown? In ac
Is, the administ

ANCIng its

wion h

s potren a free pass

on the question of what  systemic risk acrually is and how

Admini

a

ration
spol rtant
firms as those that are the “largest, most leveraged and

stenvic breakdown might

be systemically inpo

espersons tegularly descri

IMOSE INECICONT

might create systemic risk. n the
administration could describe how
hetween a systemic hreakdown und an economic distup-

waould be nece:

tion, it stil vt explain how & nonbank

financial firm would cause a systemic breskdown if it were

to fail.
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Pointing to the events that occurred after Lehman's

roago s not sufficient. Altho

collapse a v
obs
ruptey of Lehn
from clear. The rerm
sibility that the failu

muny

ervers seem to assume that what followed the hank-

n was a systemic breakdown, this is far
iy

secrnic risk usually refers to the pos-

s of 2 single large firm

cause the failure of others through a

s in which a cascade

contagion-like pro

of ko flows through an cconomy. The

administration’s concern abour system

the s

cally tmporsant firms seems based on this

3 since the Tr: v proposes to regulate
all large fir
temic tisk. However, app
ard, Lehnar nkruptey did not scem to
losses. With the

single exception of the Rescrve Fund—a

id

s as a way of proventing sys-
tand-

g this

CAUSC MRjor of systeimi

market mutual fund that

invested heavily and imprudenty in

o

—no such Lehmun-c

Lehmar

commercial pape
failures have heen reported. In a market in which thewe

was none of the panic that existed i Seprember 2008,

Lehman's filure would not have caused a frecze-up that

many have identified as a systemic breakdown. Tt is note-

worthy in this connection thar when the

firm Decxel Burnham Lambert failed in 1990, there wa

major adverse offect an the markets, even though Drexcl

me as Lehman

Burnham was as significant 2 firm at th
was eighteen vears later

the

ommon shack” to the market rather than a

Whar happened after Lehman is hetrer describe

result of a ¢

ck can oceur as 2

systemic breakdown. A common she
result of any major event that creates widespread uncer-

inty about the furure. Lehman was such a shock, largely

ated by the rescue of
Afeer the Bear rescue,

he moral hazard cre

because of

Bear Stearns six months carlicr.

market participants were justified in believing that any

Largzer than Bear would also be saved from hankruy

hen thar did not acer

e, all marker ¢

ks they faced in dealing

arding of cash began. Under this

ticipants had to recalibra
with others, and the ho

analysis, what followed Lehman’s bankruptey could have
d by th

leader, the collapse of the

been prove

wernment of a maj

©

eting country, or an carthquake in a major devek

country. A common shock caused by any of these events

would, of course, not he prevented either by regulating
systemically important companies or setting up a spacial
esolve them when they fzil. For

government authority to

The more moral hazard
is introduced into
stern, the g
the competitive
advantage it will
provide to the larger
companies that will be

ad  cligible for resotution.

example, as Stanford University economist John B, Tay-

lor's snalysis hus shown,S the globul freeze-up in lending

eral days after the Lehman failure, and was

QeI

actually coincident with the Treasury-Fed requ

ultimatcly became TARP funds; it appears that there was

overnment appeared to be panicking,

rather than a fear in the markee thar
Lehman’s collapse would cause Josses to

cater  cascade throngh the world’s economy.

e of

sse of the

fown is the res

If u systemic br

losses others ncually incur bec

failure of a large nonbank financial institu-

tion, then the admin

ration  should
th

tagion or cascading series of losses actually

cxplain the mechanism by whi N

oceurs. Indeed, it is not clear that there is a
mechanism through which the failure of a

a bank

o transmit losses o

nonbank financial instimtion

ny—would be

s, I is easy to see how such losses could he

failure of a large depository institution such

caused

as a commercial bank. Bank borrowings—deposits—arce

drawshle on demand. Businesses deposit payrolis in
bank

ks deposit funds in large hanks and

banks, individual u sunts to pay their daily

obligations, small b
m. i a

rely on large banks for access to the payment sy

e bank fails, all these parties and many others suffer

immediate cash losses and may be unat

le to meet their

ohligations, creating an expanding series of defaults
through an cconomy. This is the classic systemic hreak-

down and why the FDIC has the power to step in and

resolve a large commercial hank immediately.

ik financial firms borwow for bng and s

vever, and their short-term borrowing

ri-term creditors of nonbank financial instirutions are
1

generally diversified and can take the eventual losses with-

out becoming nsolvent or illiquid themselves. In addition,

the short-ternt cs

repo creditors have collateral that should
st a substantial p

enable them to recoup at lea: ortion of their

that repo financing used by

losses. Some ohservers argu

ank financial institution

an create conditions very

similar to a bank run.’ However, these discussi
ful ahour a

s goner-
emically ha
kind on a nonbank financial ins

ally do not explain whar is

run of this ruzion. Repo
lenders are very different from depositors; in addition to

the collater! they hold, they are much more likely to be
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diversified and rthus less affected by the failure of a non-
bank financia! instittion to which they have lent funds.
anbark fir

institution has similaritics to a run on a bank, it docs not

Tn other words, although a “run” on 4
£

the same
run that R
Targe depository institution like =

have—it proba not have

systemic offt

y can

as a depositors

Causes

commercial bank to close.

Thus, ane can make 2 stong argument
the

cannot he created by the

systemic risk or a systemic breakdown

ure of a non-

bank financial § it 50, there is

1O TR ial resolution auths

10 Create a spe ¥ to pre-
vent the fatlure of such an institution. The same res

also

ning

nuflifics the argument that a resolution authority

would he more flexible in wearing prebankruptey credi-

o {option two above), since these creditors—which are

largel:

fod institutional lenders whe would not he
ial

| treatment in order w

versif

severely affected by the failure of Jarge nonbank finan

itution—do not need s

breakdown,

Additional Dangers From a
Resolution Authority

Even if we concede that the failure of 2 nonbank financial

institution could create systemic isk, there are several

ressons a government resolution agency for nonhank

financial insticutions would be bad policy.

Excessive Use. The existence of authority to take over a

nonbank financial institution will make such takeovers

more Kkely. As dis

Ed

d ahove, © the autharity is

institutionalized thuough legislation, cfficials will use it to

prevent distuptions in the cconomy, not just a systemic

breakdowa. Regulazors will
lisru

instirution will cause—unerny

¢ being criticized for the
a la L

vment, a decline in stock

tion that the fuilure of e nonbank financ

iops thar occwr o some

prices, the temporary dislocs
Interpart

s—hut will be congratulated and

[

5 07 Cl

storr

treated as heroes if they step in to prevent these events.
This is especial

likely to occur because, as noted above,

there is ne effective way o distinguish in advance between

a failure that will causc a system kdown and one thar

will merely cause a temporary economic

Another important factor to consider
large companies and their managements to influence the
government, and the ability of influentizl constituencies
and powerful lawmakers to force govemment into granting

solving a bank is
nothing like resolving
a failed nonbank

financial institution.

special benefits and dispensations. This cannot he undes
estimated. There will he pressure on regulators to rescue
firms with influential manugements, or from states or dis-
tricts that are represented by influental Tawmakers. If the
dists, 1t will be used to
che detriment of

sesolution autherity ¢
favor these

yiach

others, and prohably the taxpayers.

Finally, a5 noted above, rescue of a firm
¢ have fuiled hurts th

firms with hetter business models and bercer

that should otherwis

managements that might have moved up to

tuke the place of the failed firm. Even in the

unlikely event that a rescued firm is eventually liquidated,

rather than eroment

imply retumed to health under g

, the time between the t

contr ¥ the government,

covir
the introduction of government funds to keep the company
operating and compering, and the prospect that the fimm

might one day return as a competitor will sup mpe-

tition from other, berter-managed firms in the same market,

Moral Hazard and Competitive Advantapes for Large
Companies. The frequent use of the resolution authority
will ¢reate moral hazard. A strong case can be made that
tha rescue of Bear Stearns did just this. Afer the Bear
-h 2008, « i

atly exx
firms larger than Bear w0 be saved. When Lebman was

rescue in M itors

allowed to fail, this expectation was shatrered, causing
1

every market participant to reassess the safecy and sound-

ness of its counterparties.
So the danger is thar as the resolution authority is used

onomic of financial di

tly o p
tdons, it will tend to cre

up-
similar expectations for more
el —and

and

firms, resulting in more moral h

maybe cven common shocks on 2 global scale—any

time the authority is not used. The more moral hazard is

introduced info the system, the greater the competitive

advantage it will provide w the larger companies that will

be eligible for resol

1

lurion. This is hecause the porential of
government support to prevent failure will encourage

their creditors to believe they are less sisky than other
companies, weakening the usual restraings of market dis

pline. These apparently protected companies will he able to

i

attract more capital and credit than their smalig

competi-

tors, which will gradually he doutof contested markets.

Cost., As outlin:

an “orderly” resolution must involve p

{ ahove, the adminis

failing instirution in a kind of conservatorship so thar it

continues operating, Otherwise, abruptly closing it down
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will cause what the resolurion authority was supposed to

remic breakdown. Accordingly, the agency

prevent—a s

ovide the

harge of the conservatorship will hav

necessary funding so the company can continue to operate

under government control. This will entail paying

employee

and necessury offices and equipment. All of this will

require the expenditure of axpay

funds, unless there is

another funding source. The FOIC administers a fund
maintained by deposit insurance levies on

all insured banks und uses that fund w

and the

It

nce the

osing of failed hank

sompensation of the insured deposito
then reimbumses itself by sclling off
assces of the fail

d institution. Any remain-

ing funds are used ro pay off the uninsured

positors and other credirors.

Where

resolution of nonbank finar

de

iill the funds come from for the

il institu-

dons? One source might be the indusary in

which the failed company operated while

another might be all large nonbank finan-
cial institutions, In cither case, it would be
difficult to set up a fund similar to the bank
¢ fund, b

sary for a

insuran: ause the amount neces-

jible fund would be very high.
The total government contribation to AlG exceeds
the FDIC% bank insurance fund which was $52.4 billion
at its highest point

2 hillion at this point. This is considerably more than

To collect a sum this large

in advanc r it afterward would requi

a
serious |

¥ npanies called upon o make the con-
tribution, perhaps jeopards health hut certainly
cte cutside the Unired

jeopardizing their ability
States with foreign companies not subject to suct
The likelihood, then, is that—|

2 COSE

lution agency is estah-

lished—the tspavers will ultimately end up footing the bill

Lack of Expertise. The administration does not propose

1o establish a new agency for resolving nonbank financial

institutions, but rather to turn over the resolution respon-
sibility to the FDIC. This is
hing like =

For one

resolving a hank

is 1o olving a failed nonbank financial insti-

tutio . most banks are small and are

resolved over a weekend. There is almost always a buyer
for the depor

15, and unless the bank is 50 large as to create

a danger of a systemic effect, the only cred

oncerned ahout are the insured depositors; these

are often made whole simply by transferring the deposits to

Barkruptcy as the
first choice for
disposing of a failed
nonbank financial
institution would
avoid many of the
problems ass
with creating
a government

resolution authority.

 healthy institution. However, the institutions that will

he covered by the administration’s proposed sesolurion

authority will be very large and complex. Tecause the

objective of the resolution autherity will be to make suce

the failed inst

itution doces not cause a systemic breakdown

{assur

), the resolution authority will have to be

ng it <

ditors, not just depositors. The

concemned about afl its ¢
FDIC

in rescuing . lage

will have no mare exp
1 hank financial nstitation th

n a0y other

agency. [f we want an example of what that

will he like, AIG provides it. That takeover

s resulzed in a huge transfer of povern-

ment funds w0 AIG with no
sight. AlGs one

d yet in

have

calthy subsidl

o reimburse the tax-

nat vet been sol

payers, and the final starus of AIG ix not

yet resolved:

L yoar aft

When Banleruptey is a Better Foundation.

The absence of any expertise in resolving

fated

failed nonbank financial institutions any-

where in the foderal gover

rent s ong

strong reason for relying on banky,
for

prey
st failures. If there is likely to be

tise any g failed
financial institutions, it would be in the

©

bankruptey courts. Bankruptey judges are appointed for

terms of fourteen yeu d develop expertise in all aspects

TS AT

of insolvency and workouws. In lage cities, bankruptey

asters are likely to have

fulges, magistrates, and special m
Sl
fina

od the specialized knowledge n ary to resolve

ial institutions—certainly more knowledge than

Is who have never seen an insolvent

government offici

securities finm,

WBUTANCE O

pany, finance company o

hedge fund. Any deficiencies in the bankruptey systena for

handling large nonbauk financial instirutions arc beyond

an b
led

of this Outlook, but in any event

dressed by legislation if these deficiencies are identif

with spe:

Bankruptey as the first choice for disposing I
nonbank financial institution would avoid many of the
problems associated with creating a government resclution

authority. it would assure thar the prebankruptey creditors

take losses of some kind—avoiding moral hazard and main-

and the rules are known in

taining market discipline
advance, so creditors will be wware of their rights as well as
their risks. Both the Drexel Burnh:
and the Lehman bankmptey show that very Luge nonbank

m bankruptcy in 1990

financial institutions can be resolved by the bankruptey
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tem has

courts without difficulty. Indeed, the hankrupte:

ient job in resolving Lebman

done a much more ¢
Tirothers than the Fed has done with AIG. Within a few

scks of Lehman's filing, the trustee had sold off Lehman’s
broker-dealer, its invesom
ment hanking business to four diff

At management, and it inve
nt hiyers. None of this

digy

ch has heen present in the AIG case. Finally,

muptey provides o market-based judgmen

m should return to vishility. The creditors ultimarely

decide whether they shoukd foreo the purtial repayment

they will receive in 2 liquidation, in the hope that they

will eventually receive full repayment # the debror is

returned o viabiliey. When a irm s taken over by the
government, how itical pressures—by impaortant

menihers of €

of this phenor

institutions to the bankeuprey courts is the resolution
HR 3310 (Tt
tection and Regularory Enhancement A

mechanism embadied nsumer Pro-

), introduced in
sc Republican leadership, This scems a
administrati

late July by the Hol

sensible alternative t th n's plan,

Uncertainty and Unpredictability. Finally, the ¢ o

esalurion author

of a govemment Creates uncertainty

will he

likely

about when it will be invoked and which ¢

paid in what order. Although, as argued above, it is
w he invoked more frequently than it should—rhat is, to

o break-

prevent disruption rather than o real syren

down—there will alwa
side of the “disruption line” that will not be r
tahility ahout whether these bord

J will

gains, and otherwise pervert the incentives of

be companics just on the other

cued. The

line cases will

reate moral hazard, arbitrary losses as well

investars, counterpartics, and creditors.

Other Special Cases

ere

Bank Holding Companies. Although there is 2 prc
(through the FIDIC) for working out failed banks, there is
na such procedure for resclving hank holding companies
(BHC:

mpanics that control

). There is 10 obvicus reason why BHCs, which are

« 1ks, should be trea

- any ditf
ently than other nonbank financial institutions. All the
I 1 institutions
Zs. Banking

ranks and their

ints above about whether nonbank financ

can create a systemic breakdown apply o BH:

¢ wansections between

holding companies, so that the failure of a holding com-

pany would not have any adverse effecton the condition of
the bank snd vice versa. There may be ways for holding
v for the FDI

failing banks (for example, the FDIC has found

npanies to make it di 1t resoly

CASCE 1IN
all

»

which the failed bank had no erployees—they
of tha BHC), but the FDIC has sufficiont
Latory authority to address minor issues like this. They are
em for BHC
separating banks and BH(

Were

cmnploy

not an argument for a spec
1y,
has been o keep the %
ies of the holdi

al regulatory

lrc

the purpese of

fety ner” for bunks from extending

to the riskier activ g company. Now, some

in Congress and elsewhere who have always argued for

keeping halding companies from engaging in comme

activi

‘protect the safety net,” appear wi
cad the safety net o the finar

s—such as sceurities and insurance—which are said

skior than banking and not sppropriate for safery net

¢. The administrations proposal for a tesclution

s o allow the FDIC to take
net o BHCs,
ional policy, putting much

authority and other propo

conrol of BHCs would now extend the safe

FEVEISiNg Many years ngre:

pressute on the deposit insurs und, and raising
doubt about the priority of BHC ¢
argued that BHCs should be treated differently from o

al t

provide capital to their subsidiary banks, and if the holding

1Ne
litors. Tt is sometimes
1

an ohligation to

et

finan:

itutions because they hav

company goes into bankruptey, the FIIC will not have

hat could he downstreamed w0 the

ess to the capital

bank, The idea that a BHC has an obligation w© he a

“source of strengrh” for a subsidiary bank is a Fed policy, not
a law. It is onc of those policies that the Fed uscs to justify
ity to regulate and supervise BHCs

The Fed has asked Congress many times to enact this idea,

its continued au

legal

and Congress has not done se. There i i fact ne

obligation for BHECs to support their subsidiary banks.

Complexity and Intemnational Operations, One other
menr in support of & governmen: resslation authort

nonhank financial institutions such as BHCs is that they
are very complex and involve many different activities ¢
ried on all over the world. When such an institution fails,
the many conflicts of laws and national interests make it

it

difficult to unwind. That is certainly true, but the problem

nent resolution.

is not solved by turning it over to a gover

nces and conflices

authority. Resolving the many diffe

among countries with tion over a failed financial

instirution is a task for Jipl v and intergovernmental

onganizations such as the Internarional Monetary Fund

T0AC?

al

and the Financial Stability Board, Whether the a
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resolution of a company is handled by a povernment agency
like che FDIC or ¢t

ing will not make these problems more or fess t

igh s ordinary hankrupe

Conclusion

the administration’

The ena

ment of

proposal to establish

a government resolution authority for certain large systemi-
policy mistake. The
|

instirutional could cause a swtemic breakdown, and in the

ortant firms would be o m:

cally i

administration has not shown how 4 nonbank finan.

absence of such a showing, there fs no reason w create a

special resolution autherity, Moreover, even if a nonbank

inar sk, the administration

sial firm could creatce systemic
will be able ©

has not made clear how official feterming

in advance whether a particular company will couse a

systemic breakdown—rather than merely o remporary

¢ of a stand-

{ it fails. [n the ahsc

econonic disruption—i

the

ard for making such a determination, it is likely <t

auth:

ity will be used frequently t rescue companies that

MO

might enly create e disraption if they fail. This

will be especially true with respect to firms with politically
powertul backers. Froquent and unnecessary rescucs will

it

oduce moral hazard and be costly to the taxpayers, who
¢ the hills.

Under these cireu

will end up poy

nstances, it would be hetter policy to

use the existing bankiuptey system for failing nonbank

financial companies. Not on 1ere NO reason [ rescue

nonbank financial firms from bankruptey, but sending

them through the hankroptey system also provides a degree

of certainty to creditors that would not be avail ina

vernment run system, and the costs of a bankiuptey are
rather than the tax-

bomne by the failed company’s cred

sayers. Most importantly, the bankruptey system encour-

ages creditors to moenitor the companics they lend to,

reducing maoral hazard and enhancing marker discipline.
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S2-

apers, the inside accounts in hestsellers, the

peeches of leading and the punch fines of lare-

night comedians. The narrative determines our artinudes

tors and events of the crisis. [¢ also iden-
blems thought suitable for legisla-

oward the a
the structural pre

nd regulatory remedy.

Why
list of needed reforms? Why has « bipartisan d
and additional Layers of

tivs

e compensation limits on the administration’s

irc for

new regulatory powers upervision

emerged? Why was it easy to invert the order of deht

repeyment in the hankruptey of Chrysler? Indeed, why
sugge

of ewenty-somethings view s

do, » ed in recent polls, an increasing s

clalism with interest? As

of now, the draft nareative su s those judgments.
We hav itten 3 m
corporate greed, super
placed £ harkers. With the outline so distinct in

black and w

us far

play pointing to

oy incompetence, and mis-

aith in

¢, the policy implications arc similarly
self-evident.
Hify the current

Before government officials msh o c

understanding, they should reflect upon the Last time we
were in this positon. Over the past year, there have
heen all manner of comparisons to the experience of the

Great Depression, the prior episcde when global finan-

o stricken. There is,

clal m nd rhe cconomy wi
indeed, an apt parallel o the current stage of out crisis.

The narrative first written about the Great Depression

Was wrong in ma

iy imp :
Dy the 19405, the educated consensus was that fiscal

tant respec

stimulus was the  effective means to engineer revival,

Tn particular, this followed hecause it was helicved that

the Federal Reserve ran out of effactive wols once the
t Crash was

policy interest rate fell to zero. The

1 EXCOSS

agreed w0 have followed in past o

stiturions. And restrai

ve competi-

ts on the

tion ameong financial

trade of goods, services, and capital helped to anchor an
otherwise unstable system,
Havi

ved themselves as given s mandare to smoorh the husi-

leamed these lessons, fiscal policymakers

ness

:le, as enshrined in the Braployment Act of 1946,

and the Federal Reserve was pushed to a supporting rofe.
The Congress legislated and regulators promulgated

numerous restraints on the haser nature of commerc

Financial instirutions were split by function and policed

by different agencies. Limits were placed on deposit and

And tariffs rested ne:

lending rat entury highs.

economy

Over the next few decades, the U

expanded rapidly, and the gains from this growth were

shared relatively equitably. But this owed more to the

rewards of winning a world war on foreign land masses.

¢ home were caleifying around an

The naticn

In fact, institutions

elzhorate regulator s poorly

b with the energy and

positioned for and too

environmantalism shocks of the 1970s,
cluding Milton

Meanwhile, leading academic—i
Friedman, Anna Schy Ben Bernanke, and Christina
P
oy won the

shed hack against the prevailing worldvicw.

field and the false lessons of the Grear

Romer-
Ast

Depression were unlearned, deregulation followed.

So here we are, still paying the cost of
writing the wrong narrative almost

thl’QC*qU&lttL‘tS of a CeNELUry ago.

mental policy change fostered innovation in all

aspects of commerce. However, dersgulation did not

artack the fundamental infrastructure of our post- 19305

regulatory framework. As a result, financial instirutions

rretched into the gaps between regularors” watch,
hecoming more complicated and harder to govern. Sclf-

interested lobbying gr ant

made sure that signif

U i

subsidies to housing remained invictate. More generally,

s were not broadly

the gains from cconemic prog
shared. The system as a whole was less resilient and more

wiilnerable than it could have bee

Greed, no doubt, was an accelerant when a spark

struck, However, the critical question is not wherher

ople are greedy. Poc :, and always will

edy. Rather, we should ask why restraints on the

ise of that greed did not work.
he tme of cri-

"y

Perhaps enlightened policymaking

sis in 2007 and 2008 could have compensated for these

underlying fragilitics. Bur we will never know. In the

event, the riumvirate of Henry Paulson, Bernanke, and

Timothy Geithner failed ro identify the solvency proh-
lem at the roor, scted in an inconsistent manner when
jents,

resolving institutions that set problematic prec

and generally inflamed fears.

8o here we are, still paying the cost of

writing the

wrong nazrative almost three-quarters of a century ago.

The most important lesson to draw as we write the new

one is that many blows brought us low.

Under any plausible o, finance will get more

ve. Banks will b

expen; old more capital. Constraines

will be placed on individual choice. How those changes

m will

are enactad through supervision and proscrip
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depend on the lessons we are learning now. And we will

live with the results for a long time.

There is an opportunity to help society get the story

straight. The Financial Crisis Inquiry Conmission was

sion of recently enacted mortgage

established in a pr

islatic

Haud leg 1. This bipartisan boxy is to find “the

L

causes, domestic and global, of the current financial and
economic crisis.” The precedent is not encouraging. Dut
s William of Orange sdmonished, “One need not hope

vere”

to undertake, nor succeed o p

holar a0 AEL A

Vincent R. Reinhart is a resident sc! ersicnt
of this article appeared on The American on June 2, 2009,

A Government Failure, Not a Market Failure

By John H. Makin

special henefits

| "he idea that homeownership confer:

on American society i deeply ennbedded in our

culture—so much so that our narional tax policy confers

ship is

a special benefit of its own on it. Homeown

granted an advantage over all other forms of ownership
in the form of an enormous deduction on the interest
P
homes. Nothing
near that deduction in scope or size. We have decided, as

ments most individuals incur in financing thei

< in the tax code comes anywhere

a nation, that hemeownership is not only a good thing

for an individual or a family, but that it is beneficial for

the public ar large and the country as a whole. Other-

would it he necessary for the government to

give it this kind of preferenti:

1 trearment Without ic,

cleerly, we believe that the national rate of homeowner-

ship would he lower and that a lower rate of homeowner-

ship would be deleterious to our common weal.

After 2000, the national push toward homeownership

intensified in three dimensions, leading to a doubling of

housing prices in just five years’ time. First, the Federal
Reserve Board's interest-rate policy drove down the cost
of borrowing money to unprecedented lows, Second, a
common conviction arose that homeownership should

be available ever to thase who, under prevailing condi-

tions, could not afford i, Finally, private agencies charged
with determining the risk and value of securities were
exceptionally genercus in their assessment of the finan-
cial products known as “derivatives” whose collateral
resided in the value of thousands of mortgages bundled
together. The rating ageneies understated the visks from
these bundled mortgages by assuming that home prices
vere simply going to tise forever.
When the hous

to the financial system pushed the global economy into

ing bubble hurst in 2006, the damage

the worst contraction since the Grear Depression. In the

midst of the pain and suffering that have accompanied

[ collapse and ceoncmic conts

finane ction—over

n house-

been |

$15 willion in wealth ha t by Ami

holds alone while, by July 1, more than 6 million job losses
had hewsted the unemployment rate to 9.4 percent—
much of the blanie has been placed on unregulated
finzncial markets whose behavio
a terrible flaw in the foundation of capitalism itself.

This was a market failure, we aze told, and the promise

s said to have revealed

of capitalism has always been that the self-correcting

mechanisms built into the system would preclude the pos-

sihility of a systemic market re. But the housing bub-

ble burse only sfter government subsidies pushed house

prices up 50 fast thar marginal buyers could no longer

rd to chase prices even higher A bubble created by
red

on with homeownership is not a result of market

failure, but rather, a result of bad public policy. The belief
that !

cmeownership, per se, is such a benefit that no

amount of t could be too great and no

WCIMONT Suppy

pace at which home prices rise could be too fast, is the
oot of the crisis, There was no marker failure.

According to The New Palgrave Dictionary of Econom-
ics, an invaluahle collection of precise summaries of vir-
1 “The best way

tually every topic in the dismal scienc
to understand market failure is first to understand mar-

ket success, the ability of a collection of idealized com-

petitive markets to achieve an equilibrium allocation of

resousces which is Pareto optimal.” Allow me to trans-

late. Pareto optimaliry, a term named afrer the lraliar
fredo Pareto (1848-1

cation of economic resources that produces the

923), is defined as

economist Vil

an all

greatest good. Thus, if one changes the allocation of
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es away from Pareto optimality for the purpose of

nuking someone hetter off, that change will make some-

Eeonomists have expended a great

one else

deal of effort to demonstrate that free and competitive
wrkets produce an adwome that is Par

This is not to say that there is no s

«to optimal.
)

thing as mar-

ket of market failure.

ailure. There are many instanc

Someone may pe nionmartion that others do not, as

in insider trading, and thei gain an illegitimate leg

up. There muy he 100 few players in a given murker,

ich allows them to manipulate, hoard, and oy with

government intervention in cases in

which it is neither required nor appropriate constitutes

2 market fail

another cong

ion that may ¢ 2
There are also cases of market failure in which some

people get a free ride while others bear a disproportionace

This is the ca

in national defense, for example,

in which soldicrs hear a hurden nonsoldiers do not. Con-

sequently, a government subsidy for national defense is
P

nex ity and power, and

the ove ) ity of acknowledges it

and docs not complain abour it. National defense isa pub-
lic good, perhaps the ¢

Owner-cx

cupied housing is

affirmation
1

heen deemed apubl
of the
times” ca
Dep
homeowners make betcer cf

od for encouragement of homeownership *ar all
ne in 1932 at the i

an. Others have made powerful arguments that

tage of the Crear

s

ens and contribute to stable
communities. Why renters do not and cannot offer the

wublic good is never specificd,

same contribution to the

but existing hameowners, homebuilders, mortaage lenders,

ars have all seized on the idea that

and mortiage ser

sidizing homeownership is Parcto optimal. It isns

!

bsidics for homeownership—in the form of

!

ortgage bor-

{erived from government guarantees for
14

et lenders like Fannie Mae and Freddie Mac, and
v of lacal real-estate raxes—have long hen-

efited the w0 own homes at the expense of those
who do not. The size and severity of the burst hubhle
makes a mackery of the argument that cthe disprapor-
donate gains to homeowners also improved the welfare
ot

teors. By erasing, in just a fow oly one-

third

{ the wealth on the national balance sheet, the

A5

collaps ated a substanrial loss in national welfare,

including for renters.
Homeownership should not be considered a public

od deserving of government subsidies even without

the huhble collapse for a simple reason: those who

receive the subs ¢ the benefits in the

fo

dy ger to capty

m of home prices that are higher than they would

es o
herwise be without government support. The subsidics
make renters

pritaal, In

I
nake homeowners better off w

warse off. They are, therefor

addition, homeownership subsidies are inherently unjust.

T

v favor the relatively well-off at the expense of those
sorer. Why? B

home and the size of the gov

who cause the value of an owned

ernment subsidy both grow

as income increases. A tax deduction tied to homeown-

ership for a well-to-do American svith 2 $1 million more-
gage and a $80,000 annwal interest payment is worth
$22,000 {assuming the American is in the 35 percent
tax bracket). The higher the marginal tax vate riscs, the
mare able the mortgage-interest deduction is to the

homeowne. For o family with o modest income that

may pay little or no income tax, the mortgag:

deduction is worth virggally v

past fifteen yeurs, even the party in the United States

fisls

- associated with preferential restment for the poor
hegan preaching the evangel of homeownership as a

form of class salvarion.

The belief that homeownership, per se,
is such a benefit that no amount of
government support could be too great
and no pace at which home prices rise

could he too fast, is the toot of the crisis.

During Bill Clinten’s first term, government housing
policy changed substantially. Afrer decades in which lib-

cral politicians and thinkers devoted themse!

ments for expanding the number of public housing unics,

the disastrous condition of those units led the president,

“new Democrat,” to a dramatic ideclogic

sis. No fonger would public housing be at ¢

Jiberal Democratic agenda. Tnstead, borrowing from con-
servative ideas ahout the inestimzble benefit of homeown-

crship to the striving poor, the Clinton administration

.

and members of his party in the House and Senare

decided to use government power to achicve that aim.
In 1994, the Nutional Homeownershi

Strategy of the

Clinton administration advanced “financir

g strategies

fueled by creativity to help homeowners who lacked the

cash to buy a home or the income to make the down
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payments” to buy a home nonetheless. It became U.S.
government policy to intervene in the marketplace by

lowering the standards necessary to qualify for mortgages

so that Americans with lower incomes could particip

ases of homes.

al of cxpanding honcownership led o the

1. The
loosening of standards hecame the policy of Fannie
and Fred (e GOVETNTHent -
ored enterprises that bought mortgages from origi-

ar change in the tux law in

s the hoan

crearion of new mortgage subsidies

ic Mac, the pseuda-priv.

SpOn:

1

naring lenders. A partic
1997 encou

improving a home the primary vehicle by which they

§ many households to make buying and

enhanced net worth, By climinating any capital gains tax
£ $500,00 ofits from the

oceupied residence once every two years, Washingron

le of an owner

on the

wed enterprising American families to purchase
them up, rescll them, and then repeat the

becsme a financial pastime for millions

ial advantage created a new incentive

h did not exactly fir the model of encor

5 and

peaple to remain in a stable home for many y

thereby help to stabifize the neighborhood around them.
The
v of building w
the stock market, which was caused by another bubble,

was, however, a rival to he

meownership as a

W Ith in the late 1990s—the run-up in

this one in the technology sector. Given the o the

gains in the stock market, which were running 20 per-

home-

cent or more per yeur, the relative desirabilicy ¢
ownership eroded. But when, in 2000, the tech hubhle

arch of an alternativ

burst, households

- way
to store and enhance wealth, Homeownership emerged as

the

most promising alternative, After 2000, and espe-
cially after 2002, U,

Everythi

al house prices began to surge.

ng | have described thus far constituted a nec-

essary but not sufficient precondition for a fudl

housing bubble. It took the addition of a nes

ives to drive hunkers, lenders, and credit agencies

deriva

o create the conditions for an implosion by expanding

mortgage financing wo horrowers who could not possibly

mes they were purchs
2003, Angelo Mo
called Countrywide, dec

afford the

In February

sing.
o, then head of the
lar

ment should no

major mortgage supph

that the need to provide a down

longer be an impediment to homeownership for any
Aimnerican. W

occurred when Countrywide’s chieftain

t any wonder that a home-huying frenzy
gesting
that there was no need for a purchaser to supply even a
During 2004 and

£

mininal equity stake in his pur

2005, the ris

in home prices accelerated. That, in turn,

caused Americans to refinance their homes to remave

their equity—their accumulated wealth, in other word

and convert it inta disposable income. They did so because

cquity would simply he recreated
liuc of their homes.

Homeownership should neitcher be penalized

nor favored under government policy.

The hunger for more mortgages that could serve as

wew seeuritics led to the acceleration of

ing for mor

undos

mented, no-down-payment, negative-amortization

mortgage loans o individuals with virtually no prospect

derivative sceuritics

of servicing them. The designers o

cffeetively collaborated with the rating ag , such as
Srandard & Poo

{often through government mandate) by pension funds

and Moody's, that were refied upon

and other gigantic repositories of wealth with ids
thi sc 5 safe erwough to invest in
A situation in which creators of derivatives provide

ive market. Indeed, it consti-

hardly constitutes

tutes dangerous collusive behavior But that eellusion,

ng uckions ¢

again, was made possible by the distor gove

emunent sgencies, which effectively provided a subsidy for

risk-taking that was, by definition, unsustainable.
Irista

hurst—like the entire economy of Japan in the 1990s

r (o ask, in the light of past hubbles that have

and the rech-stock tragi

medy—why investors were
prepared to take on the substantial risks tied to unfomil-
iar derivative securitics whose value was tied o the con-
tinued tise in house prices. A substantial part of the

d. It deliber-
ately adopted a policy thar it would not seek o identify
hubbles and then € act in ways that would ler the air

answer lies with the Fe

out slowly. Instead, Fed chaitman Alan Greenspan
flate and then stepped in

atlowed bubh spair

any damage afterward. This constituted a substantial

CR

essive risk-raking.
me clear in 1998, th

subsidy to o

ar in which

Jing of the Asian currency erisis, together
with Russia’s defi
ity in the credic marke

Iting on its debt, creared huge volacil-

At the rime, Long Term Capi-

tal Management, s hedge fund, was on the verge of

collapse, and an aggressive intervention was staged to
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save it. The New York Fed provided irs offices and

encouragement w hring financial firms wgether to
tain it.

The salvation of Long Tern Capital Manag

CNE SUgE-
gested a new reality for the marketplace: aggressive risk-

taking in pursuit of huge profits was manageable even if

bubbles were created, just so Jong as the Fed was around

to raise the “systemic risk flag” in the cvent of serions
ould always he arescue; the erick was to

trouble. There v

e. It was this

get out before everything began to coll

fact that led Charles Prince, then-head of Citicorp, to
give the game away in July 2007 shout the reckless and

o of his bank’s conduet. “When the music

imprudent nat

s playing,” P

ce said, “you've got to get up and dan

The housing hubble was thus 2 fully rational response

o a set of distortions in the free marker—distortions cre-
by the public sector. The heads of large

ated primai
financial mstitutions, as Prince

remark suggested, recog-

nized the risk-taking subsidy inherent in public policy, hut

felt they had no choice but w play along or fall behind

the other institutions that were also responding rationally

VCIIIIONE IMECHvention.
math,

o the mcentive

The hou

. house-

holds (so far), do not, therefore, repre
ure. Rather,

they represent the dangerous confluence of
three policy errors: government policy aimed ar provid-

ing access 1o homeownership for American households

i 1o afford it; the Fed’ claim

spective of their ability

that it could not identify bubbles as they were inflating

but could fix the prablem afterward; and a policy of

ating

= agencies like Stand-
y's, and Fitch’s to determine the eli-

granting monopoly p

ard & Poor's, Mox

gibiliry of derivative sccuritics for what aze supposed to

be low-tisk portfolios, such as pension funds.

‘Fhe Fed’s bubble policy has evolved in a constructive
direction since the bursting of the U8, housing bubble.
The trauma of dealing with the aftermath, including the
fire sale of the investment bank Dear Stearns and the

thers, has convinced the

cutright failure of Lehman Bro

K2
0.0

Ted that mare effort should he directed toward identify-
ing bubhles before they grow wo large.

Now the collusive relationship between rating agencies
and creators of derivative sceuritics needs to be ended by
bringing more markes d

inte the rating business shoukd be permitted. The monopoly

to the process, Free entry

scipl

of a small number of rating agencies to determine the eli-
est

I8

gibility of new sccur nent by massive pen-

sion funds is unjustifiable. The practice whereby the

creators of such derivative securities compensate the rat-

ing agencies for the ratings also needs to be ended.

Alas, the feders] government’s response to the col-
lapsc of the housing bubble has been deeply problemaric.

It has chasen to provide additional subsidics to home-
I

ing the government-spensored
ddic Mac, that helped
rates. While the

extreme distress visited on American houscholds by the

owmers while nationali

s, Fannic Mae and Fr

ize lower mortgage-interce:

of the housing bubble certainly needs some

alleviation, over the longer run we must have a serious

pational debare on the question of the degree to which
consider homeownership a public good.

The long-term solution s for povernment to s

we still want t

op
playing favorites, as it has for decades with housing

favored

Homeownership should neither be penalized nor

distor-

under government policy. We have seen how th

tion led inexorably to a degree of wealth destruction we

have not seen in our lifetimes. The distortion of the

market introduced by government intervention can and

must be brought t an end. The market that would rake

its placc after this dramatic and admittedly difficule

would allow Americans t allocate their resources

more effectively. Tt would no longer create an unjust

advantage for the wealthy homebuyer, And it would,

finally, make it possible for Americans to see their homes

as they should be scen—not as investment vehicles, bue
rather, s the places they live in, the hearthstones of

theis families.

hn 11 Mekin i a visiting scholar at AEL A version of this
article ap 2009,

cared in Commenzary magazine on Jul
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The True Origins of the Financial Crisis

By Peter J. Wallison

Twu narratives seemm to he forming o  the
underlying ca of the financial crisis. One, as
cutlined in a New York Times front-page story on
21, 2008,

Decembe s that President Bush exce:

rromated growth in homeownership without suf

regulating the banks and other mortgage lenders that

made the bad loans. The result was a banking system suf-
it
which are dragging down the banks and the cconomy.
The other narrativ
ny y 2
Reinvestment Acr (CRA) and B

to distort the housir

J with junk mortgages, th

55€5 On

is that goveramene policy over

cularly the use of the Community

nnie Mac and Freddie

g credit system—underlies the

current crisis. The stakes in the competing narratives are

iption. If the

high. The disgnosis determines the

Times diagnosis prevails, the pr fon is more regula-

tion of the financial syseemy; if government policy

5t

s to torminate thos
government policics that distort mortgage lending.
There really is

blame instead, the preseriptio

¢ question of which approach is
f of the Tin
21 is a chart that shows the growth
of homicownership in the United s since 1990 In

by the end of the Cl
as 08 percent. The growth in the

factually corr n the

mt pag

£

edition of Decerr

1993, it was 63 percen 1ton

administration, it w

Bush administration was about 1 percent, The Times
: Mae and Freddic Mac

essure from the Clinton admi

itsclf reported in 1999 that Fann

were unde:

istration to

increase len o minorities and low-income home

buyers—a policy that nc cotailed highe

Can there really be a quest

n, other than in the fovered

imagination of the Times, of where the push to reduce

i hoost homeowner:

len

The fact is that and no admin-

ither polizical p

istration, is blameless: the honest answer, as outlined

below, sedd

this problem.

that government policy over many years ¢

s, in hoth the Clinton and

The regulate
Tush administrations, were the enforcers of the reduced

lending standards that were essential to the growth in

homeownership and the housiz

a bubble.

There are two key examples of this misguided govern-
"RA. The ather is the afford-

able housing “mission” that the government-sponsored

ment policy. Cne is the

35Es) Fannie Mae and Freddie Mac were

enterprises {

chargad with fulfiling. As originally enacted in 1977,

thie CRA vaguely mandated regulators to consider

whoth nsured bank was serving the needs of the

the act was

“whole” communi ¥
invoked rather infrequently, but 1993 marked a decisive

il

media und political atrention were showered upon

turn in its enforcement. Whar changed? Substanti:

1992 Boswon Federal Reserve Bank study of discrimina-
Jing. This scud

rt discrimination in banks’

v concluded

tion in home mortgage ler

that, while there was n

allocation of mortgage funds, loan officers gave whi

t. The methodology of the stdy

preferential ereat

has since been questioned, bur, at the time, it was highly

nfluential with reguiators and members of the incoming

Clinton adminisration; in 1993, hank regulators initi-

Iations.

ated a major effort w reform the CRA reg

The fact is that neither political party, and
no administration, is blamcless; the honest
answer is that government pi,\licy over

many years caused this problem.

In 1995, the regulutors created new rules thart sought

to establish objecrive criteria for determining wherher a

hank no o

ing CRA standards. Examin

tion they once had. For hanks, simply

DS TN

had the di

proving that they were looking for qualified buyers was

not enough. Banks now had w0 show that they had

actually made a requisite number of Toans to low- and

moderate-income (LMI) borrowers. The new tegulations
also required the use of “innovative or flexible” lending
needs of LML b

Thus, a law that was ori

15 and

10

practices to address cre
neighborhoods.
urage bank:
lending now required them to be “innovative” and “fex-
ible.” In other words, it called for the relaxation of lend-

inally intended

o er o use safe and sound pra

ing standards, and it was the bank regulators who were

:d to enforce these cd standards.

e

The effort to reduce mortgage lending standards was
led by the Deparcment of Housing and Utban Develop-
94 Netions
published at the request of President Clinton.

ment thiough the Homeownership
Stratey

Among ather things, it called for “financing strategies
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fueled by the creativity and resources of the private and

ameowners who lacked the cash

public sectors, to help |

home or to meke cthe payments.” Once the

ards were relaxed for low-Income borrowers, it

would seent impossible to deny these benefits to the

, bank regulators, wi
enforcing CRA standard

ds, could hardly disap-
Al

re enough, according to data published by the Jaint

charge

ied horrowers.

prove of similar loans made o better-qua

Center for Housing Studies of Harvard Univarsity, the

share of all morgage originations that were made up of

maortgages (that is, the thirty-year fixed-

chat hadl always been the mainstay of the
age market) fell from 57.1 percent in 2001 w
:ent in the g

fourth quarter of 20(

ingly, subprime loans (those made to borrower:

blemished credit) rose from 7.2 percent to 188

and Alt-A loans (shose made to speculative buyers or

without the usual underwriting standurds) rose from 2.5

percent to 13.9 percent. Although it is difficult w prove
ffect, it is highly likely that the lower lending

! by the CRA influrnced what banks

cause and

standards require

and other lenders were willing to offer to borrowers in

prime markets. Needless to say. most horrowers would

gnge with a low down payment requ

wing them o buy a larger home for the same

tial investnent.

ctly by Stan

¢ Dallas:

The problem is summed up succir

Lichowitz of the University of Texas

inging, you'd think that the

banks came up with the idea of looser underwriting

standards on their own, with regulators just asleep on

the job. In fact, it was the regulators who relaxed

these standards—at the behest of community groups

and “progressive” political forecs. . . . For years, rising

house prices hid the default problems since qui

refinances were possihle, But now thar house prices

have stopped rising, we can clearly see the damage

done by relaxed loan standards.

The point here is not that low-income borsowers received

mortgage loans that they could not afford. Thar is probably

frue to some extent but cannot account for the large num-
ber of subprime and Ale-A loans that currenty pollute the

the spreading of these loos

ards to the prime loan marker thar vastly increa:

availability of credit for mortgages, the speculation in hous-

ing, and ultimarely the bubble in housing prices.

added to
the charters of Fannie and Frediie, which—like the
CRA—permitred Congr

In 1992, an affordable housing mission was

s to subsidize LMT housing

without appropriating any funds. A 1997 Urban Institute
e

found that local and regional lenders scemed more
han the O hy LM and
Atfter this, Fannie and Freddie

willin, SEs to serve creditw

minor

v applic
maodified their antomated underwriting systems to
accept loans with characreristics that they had previ-

ously rejected. This opened the way for larze numbers of

These did not

nontraditional and subprime mortgages

necessarily conme from traditional banks, lending under
the CRA, but from lenders fike Countrywide Financial,

the nation's largest suby

ime and nontraditional more-

rm that would become infamaous for

consistently pushing the envelope on acceprable under-

writing standards.

The gradual decline in lending standards
came to dominate mortgage lending

in the United States.

Fannic and Freddic used their affordablc housing mis-

sion to avoid addirional regularion by Congress, esp

Iy restricrions on the sccumulation of mortgage

portfolios {today totaling approximately $1.6 trillion)
thar accounred for most of their profics, The GSEBs

argued that if C

)

nstrained che size of their

portfolios, they could not afford to adequately
subs affordable housing. By 1997, Fannie was offer-
ing a 97 percent loan-to-value mortgage. By 2001, it was
offering mortgages with no down payment ar all. By
2007, Fannic and Freddic were required to show that

55 percent of their morrgage purchases were LMI loans,

and, within that goal, 38 percent of all purchases were to

Oy

fom underserved areas (usually inner cities} and

25 percent were to he loans to low

me and very-

low-income horrowers. Meeting these goals almost cer-

tainly required Fannie and Freddie to purchase loans
with low down payments and other deficiencics that
would mark the

as subprime or AleA.

in¢ in underwriting standards is clear in the

osures of Fannie and Freddie. From 200%
to 2007, Fannie and Freddie bought 2

sproximately

$1 rrillion in subprime and Alt-A loans. This amounted
to about 40 percent of their mortgage purchases during
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that period. Moreover, Freddie purchased an ever
i percentage of Ale-A and subprime loans for
euch 04 and 2007, Iris in
forecast the total losses the G3Es will realize from a
$1.6 wrillion portfolio of junk loans, but if default rates
on these | ted levels they

are showing roda

year between

ms continue at the unprece

, the number will be

gpering. The
lowses could make the $150 billion savings and

bailout in the late 1980s und carly 19905 look small

by comp:

ison.

The GSEs' purchases of subprime and AleA loans

he rest of the m

affects et for these mortgages in two

ways. First, it increased the competition for these loans
with 3. Before 2004, private-tabel

issucrs—generally mvestment and

are-lahel

nmercial ban

SEs’

spec nd Ale-A loans hecause

financial access to cheaper

financing, cnabled them w0 bo label competition

priva

ventional marker. When the (GSEs decided
1 Ale-A Joans o
sing mission, they hegan ro wke

out of the

ime ung

amp up their purchases of sub
their affordable he

vate-label issuers while siowilta-
ad Ale-A
OF COMmImunity.

the GSE:

competition with private-lahel issuers drove up the

cater demand for subprime

embers of the origin

ond, the increased demand fr nd

value of

prime and Alt-A mortgages, reducing the

sisk premium that had previously suppressed origing-

tions, As u result, m ally qualified or

unqualified applicants for mortgages were accepted.

ANy INORe margin

From 2003 to late 2006, cony
jumbo loans) declined from 78.8 percent to 501 percent

tional loans (including

of all mortgages, while subprime and Alt-A loans
w032

E purchases are not included in these numbers, in the

increased from 101 per cent. Because

s hegan,
United

Since these mortgages

years just before the collapse of home §

about half of all home ing made in t}

A

States were nonprime loans.

for the

giate more than $2 trillion, this account

ik as: A

kness

is the prir nderlying

cause of the current financial cris
In a very real sense, the competition from Fannie and
Freddic thar began in late 2004 caused both the GSEs

and the private-label issuc

to scrape the bottom of the

mortgage barrel Fannic and Freddic did so in order to

L

suers did 5o to

demanstrate to Congress their ability to increase suppe

for aftordable housing. The privare-label

maintain their market share against the GSEs” increased

demand for subprime and Al-A products. Thus, the

gradual decling in lending standards—beginning
the revised CRA regulations in 1993 and continuing

with the C

attempts to show Congress that they
were meeting their affordable housing mission—came to

inate mortgage lending in the United States.

U.S. housing policies are the roor cause

of the current financial crisis.

Federal housing initiatives are not the only culprits

sed residential

in the current mortgage mess—state-b

finance faws give homeowners two free aptions that con-
tributed substantially to the financial ¢

sis. First, home-
awners may, without penalty, refinance a mortgage

whenever interest rates fall or horne prices tise to a point

at which there s significant equity in the home, enabling

ccumuy lated

them to extract any equity that had

hetween the original financing tra jon and ar

sequent refinancing. The result is so-catled cash-out refi-

nancing, in which homeowners treat their homes like
savings accounts, drawing out funds to buy cars, boats, or

second homes. By the end of 2006, 86 parcent of all

home mortgage refinancings were eash-outs

mounting

0 $327 billion that year. Unfortunately, this meant that

when home prices foll, there was litdle cquity in the

hehind the mortgage and frequently little reason
to continue making payments on the mortgage.
The willingness of homeowners to walk away

their “underwater” mor

without recourse” in most states.
mean that defaulting

nation of mertgages a:

In essence, non rSe MOTEa,

homeowners
4

are not personally responsible for paying any

rence between the value of the home and the prinei-

pal amount of the mortgage obligation or that the process

for enforcing this obligation is s burdensome and time-

conswming that lenders simply do not hother. The home-

owner’s opportunity to walk away from a home that is no

longer mare valuable than ¢ cer-
bates the effect of the cash-out refir

Tax laws turther amplified the problems of the housing

page it carries e

ANCIng.

thie dedu

ibility of interest on home cquity loans. Inter-

st on consumer loans of all kinds—for cass, credit cards,

ar ather purposes—is not deduct eral ax pur-

s deductible no

poses, but interest on home equis

matter how the funds are used. As a result, homeowners

are encoumged to take aut home equity loans to pay off
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th

eir credit card or auto loans or to make the purchases

that would erdinaril ather forms of debr.

be made with

Consequently, homeowners are encouraged not only to
1

borrow against r homes” equity in preference to other
forms of horrowing, but also to extract equity from their
homes for personal and even business purposes. Again,

the reducticn in home equity has enhanced the lkeli-

hood that defaulzs and forectosures will rise precipitously

a8 the cconomy continues to contract.
should also shoulder some of
al crisis. Rasel I, 4 1988 interna-

Bank regulatory polic

the blame for the financ

2l developed by bank regulators in most of

o, de

tional protocy
:

1% developed countri dsed a system for

the w
ensuring that banks are a

i

rent risk cate

equately capitalized. Bank

orics, and the

assets are assigned to diffe

ank holds for cach asset is
. Under Basel s
ccuritics

amount of capital that a

nerceived rigkin

1

pegged o the as
d risk-weighting system, AAA asser-hacked s

ticre
I

idential mortgages, which

re:

are less than half as risky

are themselves commercial loans. These
v bunks to hold mortgages
in preference to commercial loans or to convert t
portfolio
securities (MBS) portfolic rated AAA because doing so

it

of whole mortgages into a mortgage-hacked

would substantially reduce their cap

Though the banks may have been adequarely capital-

TOQUITRT

zed if the mortgages were of high quality or if the AAA
sk of ¢
ine in underwriting standards meant that the

v predicted the i efault, the gradual

mortgages in any pool of prime mortgages often had high

w FICO scores, or other indicators

loan-to-value rat

35,

of low quality. In other words, the Tasel bank capital

standards, applicable througheut the world’s developed
cconomics, encouraged commercial banks to hol

fonlya

small zmount of capital against the risks associated with

residential mortgages. As these risks increased because of

the decline in lending standards and the hallooning of

home prices, the Busel capital requirements became

ingly inadequate for the risks banks were assum-

ing in holding hoth mortgages and MBS pordolios.
Preventing a recurrence of the financial crisis we face

oday does not require new regulation of the financial

instead is an appreciation of the

systemn. What is requ

fact—as much as lawmakers would like to avoid it—that

ent

U.S. housing polic the root cause of the
financial crisis. Orher players—greedy investmenr hankers;

incompetent rating agencies; irresponsible housing

speculators; shortsighted homeown;
inortgage brokers, lender:

part, hut they were only following the economic incentives

that government policy laid out for them. I we arc really

serious about preventing a recurrence of this crisis, rather

than increas

ng the power of the povernment over the
rder of husiness should be o correct
US. e

econommy, our first ¢

the destructive housing policies of the Wernment.

1

Teter . Wallison is the Arthur F. Burns Fellow in Finane!
Policy Studies at AEL A version of this atticle appeared in
the January/Febnary 2009 issue of The American Speceator,
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Chairman Frank, Ranking Member Bachus, and members of the committee, my name is
Paul Mahoney. Iam the dean of the University of Virginia Law School, where my teaching and
research interests include contracts, securities regulation, derivatives regulation, and law and

development.

I appreciate the opportunity to present my views, simply as an observer of the financial
services industry and not on behalf of any industry or organization. I will discuss those portions
of the Obama Administration’s financial regulatory reform proposals that deal with the largest
financial institutions—so-called “Tier 1 Financial Holding Companies”. The Treasury
Department’s white paper Financial Regulatory Reform: A New Foundation defines a Tier 1
FHC as “any financial firm whose combination of size, leverage, and interconnectedness could
pose a threat to financial stability.” That definition makes clear that the proposal accepts the
view that these large and interconnected institutions are “too big to fail” because of their

systemic importance.

The white paper proposes creation of a special resolution regime outside the normal
bankruptcy process for financial holding companies that would be triggered when, in the
Treasury’s view, the “stability of the financial system is at risk.” It appears that this standard
would typically be met in the case of the failure of a Tier | FHC in light of the definition of that
term. When Treasury triggers the special resolution regime, it will have the authority to lend the
institution money, purchase its assets, guarantee its liabilities, or provide equity capital. Ithink it

is fair to use the term “bailout” to describe that combination of powers and I use it as such.

Federal regulators have not paid sufficient attention to sources of systemic risk, or risks

that affect the entire financial sector rather than a single firm. The creation of a council tasked



219

Mahoney testimony July 21, 2009

with identifying and warning functional regulators about sources of systemic risk is a good idea.
Taking a close look at the process for resolving insolvent financial holding companies in order to
prevent uncertainty and delay is also a good idea. Nevertheless, the identification of particular
firms as too big to fail and, therefore, the beneficiaries of an implicit government guarantee, is a
bad idea. 1 also believe oversight and enforcement powers should remain with the functional

regulators and the systemic risk council should serve in an advisory role,

Since the beginning of the current financial downturn, the federal government has
provided cash infusions, guarantees, and subsidies potentially amounting to trillions of dollars to
prevent the collapse of large financial institutions. Given the cost of these bailouts and the
potential they create for future moral hazard, Congress is rightly determined to minimize the

likelihood of their repetition in the future.

There are two general schools of thought on how best to avoid future bailouts. The first
holds that it was an error to help creditors of the failed institutions avoid losses that they would
have realized in a normal bankruptcy proceeding and that the focus of policy going forward
should be to make it clear that the mistake will not be repeated. While the government cannot
easily commit never to do something in the future, Congress could limit the Treasury’s and
Federal Reserve’s authority to commit funds to distressed financial holding companies

institutions outside the ordinary bankruptcy or resolution process.

The alternative is to concede that the government will not refuse to bail out large and
systemically important financial institutions. Under this approach, Congress should focus on
limiting the risks that these institutions may take in order to minimize the likelihood that they

will become financially distressed. If these efforts fail and a systemically important institution
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becomes financially distressed, a bailout will follow as a matter of course. The administration’s

financial reform blueprint takes this approach.

I believe the first approach will produce a healthier financial services industry that will
make fewer claims on taxpayer dollars. It is based on a sounder premise—that the best way to
reduce moral hazard is to ensure that economic agents bear the costs of their own mistakes. The
administration’s plan is premised on the view that regulatory oversight will compensate for

misaligned incentives.

The central argument tor trying to avoid bailouts through regulatory oversight rather than
insisting that financial institutions bear the cost of their mistakes is that some financial
institutions are “too big to fail.” Putting such institutions through bankruptcy or a similar
resolution process, and thereby requiring their creditors and counterparties to recognize losses or
sell collateral, could spread contagion, meaning that other banks or financial institutions may
also fail as a consequence. Widespread bank failures, in turn, may reduce the availability of

credit to the real economy, causing or exacerbating a recession.

These arguments are plausible but it is not clear that the magnitude of the problem is
sufficient to justify the scale of government intervention that we have seen in the past year. Itis
important to note that the loss of bank capital in the recent crisis was not just the result of a
temporary liquidity problem—it was the consequence of sharp declines in real estate and other
asset values. A bailout can redistribute those losses to taxpayers, but it cannot avoid them. The
TARP fund was conceived initially as a system for purchasing illiquid bank assets and then
selling them back once the perceived liquidity crisis was past. Once it became clear that the
problem was solvency, not liquidity, the program was changed and the funds used to recapitalize

financial institutions.
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The bankruptcy process is an alternative means of recapitalizing an insolvent institution.
Bankruptcy does not imply or require that the firm’s assets, employees, and know-how
disappear. Instead, it rearranges the external claims on the firm’s assets and cash flows. The
holders of the firm’s equity may be wiped out entirely, while unsecured creditors may have to
substitute part or all of their debt claims for equity claims, thereby re-establishing a sound capital
structure. If the insolvent financial institution still has the skill and experience to facilitate credit
formation, it will continue to do so under new ownership, management, and financial structure.
Of course, the bankruptcy process is subject to inefficiencies and delays and these should be

addressed when possible. But they do not require an alternative regime of bailouts.

A bailout regime creates substantial moral hazard problems that impose costs on the
banking sector continuously, not just during crises.! Because creditors of too big to fail financial
institutions anticipate that they will be able to shift some or all of their losses to taxpayers, they
do not charge enough for the capital they provide. The financial institution, in turn, does not pay
a sufficient price for taking risk. The result is a dangerous feedback loop: large banks have
access to cheap capital, which causes them to grow even larger and more systemically important
while taking excessive risks, all of which increase the probability of a crisis. Thus a bailout

regime leads to more frequent crises even as it attempts to insulate creditors from them.

The Administration believes that its proposal will alleviate moral hazard and decrease the
concentration of risk in “too big to fail” institutions. The idea is that so-called “Tier 1” financial
holding companies will be subject to more stringent capital rules that will simultaneously reduce
the amount of risk they can take and create a disincentive to become a Tier | FHC in the first

place.

! This point is made in detail in Gary H. Stern & Ron J. Feldman, Too Big to Fail: The Hazards of Bank Bailouts
(Washington, DC, Brookings Institution 2004).
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I believe that these disincentives are insufficient and implementation of the plan would
increase, not decrease, the concentration of risk. Once a firm has been designated a Tier 1 FHC,
other financial institutions will view it as having an implicit government guarantee, as they did
Fannie Mae and Freddie Mac. The theory behind the Administration’s proposal is that this
advantage will be offset by stricter capital requirements and other regulatory costs that will, on

balance, make the cost of capital higher, not lower, for Tier 1 FHCs.

Such a system would put greater demands on the Federal Reserve than any regulator
could reasonably meet. Having an implicit government guarantee, Tier 1 FHCs will be
extremely attractive counterparties because risk transferred to a Tier 1 FHC will be in effect
transferred to the federal government. Tier 1 FHCs will have a valuable asset (the implicit
guarantee) that they can sell in quantities limited only by the Fed’s oversight. They will have
powerful incentives to find mechanisms—new financial products and creative off-balance-sheet
devices—to evade any limits on the risks they can purchase from the remainder of the financial
sector. And banks that are not Tier 1 FHCs will have similarly strong incentives to grow to the
point that they become Tier 1 FHCs in order to guarantee access to bailout money. The fastest
way to grow larger, of course, is to take bigger risks. Any institution that can keep its gains
while transferring catastrophic losses to the government will find a way to engage in excessive
risk-taking and expansion, and the financial system as a whole will suffer more frequent

financial crises

This analysis is not meant to suggest that the current bankruptcy process cannot be
improved or that it should work exactly the same for financial holding companies as it does for
industrial corporations. Substantively, however, the resolution of financial holding companies

should follow the same fundamental principle that creditors take losses in order of their
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contractual priorities. The Lehman Brothers bankruptcy proceeding will undoubtedly provide
lessons for resolving financial institutions more efficiently in the future. But a credible threat
that failure will lead to a resolution proceeding in which the marginal loss will fall on creditors,
not taxpayers, will do a better job of disciplining risk-taking than the combination of oversight

and an implicit government guarantee.
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Chairman Frank, Ranking Member Bachus, and Committee Members:

Let me begin by expressing my thanks for the opportunity to present my views on the
matter before this commiticc.

The question I will address in my testimony is whether Congress should adopt Title
X1l of the proposed Resolution Authority for Large, Interconnected Financial Companies Act
0l 2009. This Act would grant the Federal Deposit Insurance Corporation (FDIC) powers
for resolving insolvent non-bank financial institutions simifar to those the FDIC currently
posscsses for resolving banks. My answer to the question is an cmphatic and unequivocal
“Ne.” [et me explain.

The fundamental problem that resolution systems attempt to address is that when a
financial or other mstitution fails, the value of the claims on that institution’s assets exceed
the value of the asscts thomselves.  Thus, someone must decide who gets what, and it is
impossiblc by virtue of the assumption that we are dealing with a failed institution - to
make everyone whole. The size of the pie owned by the failing institution has shrunk, so
those who were expecting a slice of that pie face, collectively, the necessity of going
somewhat or substantially hungry. The resofution authority decides who gets moderately
well-fed and who starves, but the unchangeable reality is that someone goes wanting.

It is in socicty’s broad interests to have clear, simple, and enforceable procedurcs for
resolving failed institutions, principally to insure that investors are willing to commit their
funds in the first place, Tf the rules about tesolution were arhitrary or ever-changing,
investors would be loath to invest, and economic investment, productivity, and growth would

be greatly reduced. A well-functioning resolution process is part of a good system for
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defining and enforcing property rights, which economists broadly agree is essential to a
smoothly functioning, capitalist system.

The crucial thing to remember here is that someone has to lose. Just as finportantly, it
is actually valuable to socicty as a wholc, although not to the directly harmed parties, that
those who invested in the failed institutions suffer economic losscs. This process rclcascs
resources to hetter uses, it provides signals to the economy about what are good and bad
myestments, and if rewards those who made smart economic decisions rather than less adept
ones. When an cconomic aclivity has not turned out well, denying this simple reality makes
mattcrs worse,

The flip side of the fact that standard resolution systems, like bankruptcy, impose an
institution’s losses on that institution’s stakeholders, is the fact that a standard resolution
authority — such as a federal court — puts none of its own resources into the failed institution,
nor does il ever own the failed institution’s asscts, or make it loans, or anytlhing Hke that.
The resolution authority is resolving claims and dividing the pie; it is not adding motc pic
that it has taken from somewhere else.

TUnder the powers that would be granted to the FDIC under the hill being considered,
however, the FDIC would have the power to make loans to the failed institution, to purchase
its debt obligations and other assets, to assume or guarantce this institution’s obligations, (o
acquire equity interests, to take licns, and so on. This means the FDIC would be putting its
own — that is to say, the taxpayers’s — skin in the game, a radical departure from standard
bankruptcy, and an approach that mimics closely the actions the 11,8, Treasury took under

TARP. Thus, this bill institutionalizes TARP for bank holding companies,
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A crucial implication of this departure from standard bankruptcy is that taxpayer
funds foot the bill for the loans, asset purchases, guarantees, and other kinds of financial
support that FDIC would provide 1o prevent failing institutions from going under. These
infusions of taxpayer funds come with little meaningful accountability; it will be impossible
to knaw that they have been paid back, and often that will not occur. The proposed new
authority for FDIC alsa generates the impression that society can avoid the losses that
failures imply, but that is false: the proposed FDIC actions would merely shift these losses to
taxpayers. The new approach is institutionalized bailouts, plain and simple.

Thus, under the expansion of FDIC resolution authority to cover non-bank financial
institutions, bank holding companies would forever more regard themsclves as explicitly, not
Jjust implicitly, backstopped by the full faith and credit of the U,S. Treasury. That is moral
hazard in the extreme, and it wilt be disastrous for keeping a lid on inappropriate risk-taking
by these institutions.

Now, a possiblc response to my concerns might be that the FDIC is already the
resolution authority for banks, which makes sense given its role in insuring deposits, so
extending this authority to include bank holding companies might seem to be a logical step.
In particular, many have argued that under current {aw, the FDIC does not have the authority
to resolve the banks owned by bank holding companies, which leaves it in limbo with respect
to insured deposits at thosc institutions,

This legal grey area is a potential concern, but the right response is to modify that
aspect — and only that aspect — of existing FIJIC authority, not to grant it the vastly expanded

powers under the proposed bill.
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This technicality aside, then, the right alternative to expanding FDIC authority — that
18, 1o the bailout approach — is good old-lashioned bankruptey. It has become “accepted
wisdom” that bankruplcies by financial institutions causc great harm, and it is asserted in
particular that letting Lehman Brothers fail last Scptember was the crucial misstep that
caused the financial crisis. In fact, nothing could be further from the truth.

As I explain in more detail in my written testimony — a paper recently published in
the Cato Journal — the ultimate causes of the [inancial crisis were two misguided federal
policies, nainely, the cnormous subsidies and pressures provided for mortgage lending to
naon-credit-worthy horrowers, and the implicit guarantces provided by both Federal Reserve
actions and the U.S. history of protecting financial institution creditors. These forces
generated an enormoeus misallocation of investment capital away from plant and equipment
toward housing, crealed a housing price bubble, and established a setting where numerous
financial institutions were inevitably going to fail becausc their main assets — the ones bucked
by bousing — were highly overvalued relative to economic fundamentals. Lchman’s failure
was one part of the adjustment this situation implied, and a necessary part. If anything, too
few financial institutions have failed or shrunk, since the massive interventions in credit and
housing markets that have occurred over the past year have artificially propped up housing
prices, delaying morc inevitable adjustments.

Thus the better way to resolve non-bank financial institutions is bankruptcy, not
baflout. This is not to say that existing bankruptcy law is perfect; one can imagine ways it
might be faster and more transparent, which would probably be beneficial. Nor should one
assume that, had bankruptcy been allowed to operate fully in the Fall of 2008, the economy

would have cscaped without some degree of panic and rccession, A significant economic
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downturn, in particular, was both inevitable and necessary given the fandamental
misallocation of capital that had oceurred in the years preceding the panic. But nothing in
historical datu or recent expericnce suggosts these bankrupteies would have causcd anything
worse than what we have cxperienced, and broader bankruptcy would have meunt that in
future both banks and non-banks would recognize that the losses from excessive risk-taking
must be borne by those who take these risks.

Inlight of ihese assessments, L urge the members of this committee to vote against
this bill, since it codifies an approach to resolution that is fundamentally misguided. We
need to learn from our mistakes and trust bankrupteies, not bailout, going forward, as we
should have done in the recent past.

Thank you for your time and attention,
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BAILOUT OR BANKRUPTCY?

CI291/Miren {final 5).doc

BAILOUT OR BANKRUPTCY?
A LIBERTARIAN PERSPECTIVE ON THE FINANCIAL CRISIS
Jeffrey A. Miron

At the end of September 2007, the U.S. economy had experienced 24 consecutive
quarters of positive GDP growth, at an average annual rate of 2.73 percenl. The S&P 500
Index stood at roughty 1,500, having rebounded over 600 points from its low point in 2003.
Unemployment was below 5 percent, and inflation was low and stahble.

Roughly 12 months later, in September 2008, 1S, Treasury Secretary Henry Paulson
announced a major new intervention in the U.S. economy. Under the bailout plan, as
cxplaincd at the lime, the Treasury proposed holding reverse auctions in which it would buy
the troubled assets of domestic financial institutions." Turther, as the plan developed,
Treasury proposed using taxpayer funds to purchase equity positions in the country’s largest
banks. These policies aimed to stabilize financial markets, avoid bank failures, and prevent a
credif freeze (see Paulson 2008).

In the weeks and months after Paulson announced the bailout, enormous changes
occurred in the U.S. economy and in the global financial system. Stock prices fell sharply,

housing prices continued the decline they had begun in late 2006, and the real economy

Cato Journal, Vol. 29, No. 1 (Winier 2009). Copyright © Calo Tnstitute, All rights reserved.
Jeffrey A. Miron is Senior Lecturer in the Department of Economics at Harvard University.

*Tuse the terms financial institution and bank intcrchangeably to include boih banks and investment
banks. The distinction became irrelevant on September 22, 2008, when the last major investment
hanks (Goldman Sachs and Morgan Stanley) became traditional banking institutions,
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contracted markedly. ‘The House of Representatives initially voted down the bailout bifl, but
Congress approved an expanded version less than a week later. The Federal Reserve and
other central banks pursued a range of rescue efforts, including interest rate cuts, expansions
of deposit insurance, and the purchase of equity positions in banks.

In this article, T provide a preliminary assessment of the causes of the financial crisis
and of the most dramatic aspect of the government’s response—the Treasury bailout of Wall
Sireet banks. My overall conclusion is that, instead ol bailing out banks, U.S. policymakers
should have allowed the standard proccss of bunkruptey to operate.”  This approach would
not have avoided all costs of the crisis, but it would plausibly have moderated thosc costs
relative to a bailout. Even more, the bankruptey approach would have reduced rather than
enhanced the likelihood of future crises. Going forward, U.S. policymakers should abandon
the goal of expanded homeownership. Redistribution, if desirable, should take the form of
cash transfers rather than interventions in the mortgage markst. Even more, the U.S. should
stop bailing out private risk takers to aveid creating moral hazards.

The article proceeds as follows, First, I characterize the hehavior of the U.S.
economy over the past several years. Next, | consider which government polices, private
actions, and outside events were responsible for the crisis. Finally, I examine the bailout plan

that the U.S. Treasury adopted in response to the crisis.

? To simplify the discussion, T use the term bankruptey 1o indicate any official reorganization or
liquidalion procedure, meaning both those under the bankruptey code and those conducted by
regulatory bodies such as the FDIC. The former applies to nonbanks, the latter to banks.
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‘What Happened?

I begin by examining the recent behavior of the U.S. economy. This sets the stage for
inferpretation of both the financial crisis and the bailout.

Figurc 1 shows the level of reat GDP over the past five years. GDP increased
consistently and strongly until the end of 2006, and then again during the middle of 2007.
GDP fell in the final quarter of 2007, rase madestly during the first half of 2008, and then
declined again in the third quarter of 2008. ‘Thus, GDP grew on average over the first three
quarters of 2008, but at a rate considerably below the posi-war average (1.05 percent vs, 3.27
percent at an annual ratc).

Figurcs 2-4 present data on industrial production, real retail salcs, and cmployment.
For industrial production, growth was robust for several years but flattened in the second half
of 2007 and turned negative by the second quarter of 2008, A similar pattern holds for
retail sales, except that the flaltening occurred in the final quarter of 2007 and negative
growtl began in December 2007, For employment, the flattening also occurred in the final
quarter of 2007 and negative growth began in December 2007.

The overall picture is thus consistent across indicators, A significant slowdown in
the U.S. economy began in the final quarter of 2007 and accelerated dnring early 2008, This

performance is consistent with the determination by the National Bureau of Economic

* The data on GDP (GDPCL), industiial production (INDPRO), real retail sales (RRSFS),
employment (USPRIV), residential investment (PRFIC1), the CP1 (CPIAUCSL), and the federal
funds rate (FEDFUNDS) are from the St. Louis Federal Reserve data bank,
hittp://research.stlonisfed.org/fred2/.  The Case-Shiller housing price data are from Standard and
Poor’s,
ttp:/fwww?.standardandpoors.com/portal/site/sp/en/us/page.topie/indices_csmahp/0.0,0,0,0.0,0,0,0,

1,0,0,0,0.0.htmt. The data on homcowncrship arc from the U.S. Census,
http:iwww.census.govihhes/www/housing/hvsihistoric/indes. himl.  The data on stock prices are
from Shiller (20003, updated at http:/www.irrationalexuberance.com/.
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Research’s Business Cycle Dating Cominittee that a recession began in December 2007 (see
www.nber.org/cycles/dec2008.hitml).

Figure 5 shows the Casc-Shiller Housing Price Index, adjusted for inflation, for the
period 1987-2008. Housing prices increased enormonsly over 1997-2005, especially in
2004 and 2005, The increase was {arge, roughly 8090 percent in real terms.  From the end
ol 2005, housing prices declined slowly through early 2007 and then at an accelerating pace
from that poinl. Despite these declines, housing still appeared to be overvalued in latc 2008
and needed to fall another 20-30 peroent to reach the pre-2001 lovel.

Figure 6 shows the 11.S. homeownership rate for the past four decades.  After
fluctuating in the 63-66 percent range for about three decades, homeownership began
increasing in the mid 1990s and clitbed to unprecedented values in the subsequent decade.
Beginning in 20035 the ratc slabilized and declined slightly, but in 2008 it was still well above
the level observed for most of the samplec.

Figure 7 displays residential investment in the United States over the past several
decades. Housing construction fluctuated substantially but displayed an overall upward
trend through the early 1990s. From that point (he trend accelerated and continued for over
a decade before beginning a marked decline starting in carly 2006, Even after the
substantial decline, however, housing investment in late 2008 was about where onc would
have predicted based on the trend line through the mid-1990s.

For 10-12 years, therefore, the U.S. economy invested in housing at a rate above that
suggested by historical trends. This boom coincided with a substantial increase in
homeownership. These facts suggest that the United States overinvested in housing during

this period, Housing prices rosc substantially over the same period. The fact that housing
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quantity and price increased together suggests that higher demand for housing was a major
determinant of the housing boon.

Figure 8 shows the real value of the S&P 500 stock price index over the past 150
years. This value soared during the 1990s to a level abovce that implied by historical rates of
return, and growth after 9/11 and the 2001 recession was robust. Even after the large
declines in the fall of 2008, therefore, the matket was not obviously below a reasonable
eslimate of its long-term trend. Standard prediclors ol slock prices, such as the price-earnings
ratio, tcll the same story.*

Figure 9 shows the effective federal funds ratc, a standard measurc of the stance of
monetary policy. The low rate from the early 2000s through much of 2004 was plausibly
one factor in the housing and stock market baoms, Tnflation was low and stable during this
period, averaging 2-3 percent for the most part, so the real interest rate was nepative, This
implies Lhat the demand for stocks and housing should have cxpanded, driving up their
prices. The substantial incrcase in interest rates from mid-2004 through mid-2006 is
plausibly one factor that slowed the economy starting in 2007.°

To summarize, the U.S. economy had overinvested in housing as of early 2006, and
housing and stock prices were high relative to historical norms, Thus, the economy was
misaligned, and a major adjustment—such as a recession—was plausibly nccessary to correct
the misallocation. The subsequent declines in housing and stock prices (along with the

increase in oil prices) reduced the economy’s real wealth, providing one impetus for a

* For further examination of this issue, see Cochrane (2008) and Hamilton (2008).

* An additional cause of low real interest rates may have been a surge in the demand for U.S. assets (2
savings glut) caused by global finaneial imbalances. See Caballero, Fahri, and Gourinchas £2008).
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slowdown. Monetary policy stimulated during much of the boom and contracted in advance

of the slowdown.*

‘What Caused the Economic Events of the Past Five Years?

Policymakers, pundits, and academics have blamed the financial crisis on various
factors, such as excessive risk taking by the private sector, inadequate or inappropriate
regulation, deficient rating agencies, and so on. My asscssment is that all these factors
played a role, but the crucial, underlying problem was misguided federal policies.”

The first misguided policy was the attempt to increase homeownership, a goal the
federal government has pursued for decades. A {pariial) list of policies designed to increase
homeownership includes the Federal Housing Administration, the Federal Home Loan
Bunks, Fannie Mae, Freddic Mac, the Communily Reinvestiment Act, the deductibility of
mortgage interest, the homestead exclusion in the personal bankruptey codc, the tax-favored
treatment of capital gains on housing, the HOPE for Homeowners Act, and, most recently,
the Emergency Economic Stabilization Agt (the bajlout bill).®

Government efforts to increase homeownership are problematic. Private
entrepreneurs have adequatc incentives to build and sell houses, just as individoals and

familics have adequate incentives to purchase them. Thus, government intervention to

¥ Sce Mulligan and Threinen (2008) for a more detailed analysis of the role of wealth effects in the
propogation of the [inancial crisis,

" For analyses similar to that presented here, see Dorn (2008) and Taylor {2009). For alternative
views about the causcs of the crists, sec Baily, Litan, and Johnson (2008), Brunnermeier (2008) and
Hall and Woodward (2008).

® See Slivinski (2008) for further discussion of the government role in promoting homcownership.
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expand homeownership has no justification from an efficiency perspective and is instead an
indirect method of redistributing income. 1f govermment redistributes by intervening in the
mortgage market, however, it creates the potential for large distortions of privatc behavior,

The U.S. government’s pro-housing policics did not have noticcable negative effects
for decades. The reason is likely that the interventions mainly substituted for activities the
private sector would have undertaken anyway, such as providing a secondary market in
mortgages.

Over time, howcever, these mild interventions began to focus on increased
homcowncrship for low-income households. In the 1990s, the Department of Housing and
Urban Development ramped up pressure on lenders to support affordable housing, Tn 2003,
accounting scandals at Farmie and Freddie allowed key members of Congress to pressure
these instittions into substantial risky mortgage lending.” By 2003-04, therefore, federal
policics were generafing strong incentives to extend mostgages to borrowers with poor credit
characteristics. Financial institutions responded and created huge quantities of assets based
on risky mortgage debt,

This expansiou of risky credit was especially problematic because of the second
misguided federal policy, the long-standing praciice of bailing out [uilures [rom private risk-
taking. As documenied by Laeven and Valencia (2008), bailouts have occurred often and
widely, especially in the banking sector. In the contcxt of the recent financial erisis, a
crucial example is the now infamous “Greenspan put,” the Fed’s practice under Greenspan of
fowering interest rates in response to financial disruptions in the hope that expanded liquidity

would prevent or moderate a crash in asset prices. In the early 20005, in particular, the Fed

? See Roberts (2008), Leibowitz (2008), Wallison and Calomiris (2008), White (2008), and Pinto
(2008).
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appeared to have made a conscious decision not to burst the housing bubble and instead “fix
things™ if a crush occurred,

The banking sector’s history of receiving bailouts meant that financial markets could
rcasonably have expected the government to cushion any losses from a crash in risky
mortgage debt.'® Since government was also exerting pressure to expand this debt, and
singe it was profitable to do so, the financial sector had every reason to play along.!" it was
inevitable, however, that at some point 4 crash would ensue. As explained in Gorten (2097),
the expansion of mortgage credit made sense only so long as housing prices kept increasing,
but this could not last forever. Once housing prices began to decline, the market had no
option but to suffer the unwinding of the positions built on untenable assumptions about
housing prices.

This interpretation of the financial crisis therelore puts primary blame on federal
policy rather than on Wall Strect greed, inadequate regulation, failurcs of rating agencies, or
securitization. These other forces played important rolcs, but it is implausible that any or all
would have produced anything like the recent financial crisis had it not been for the two
misguided federal polices.'> Wall Street greed, for example, certainly contributed to the

situation if, by greed, one means profit-seeking behavior, Many on Wall Street knew or

" Gerardi et al. (2008) find that analysts in the mortgage market realized that a fall in housing priccs
would mean & drastic [l in the value of mortgage asscts, but assigned only a low probability to that
oulcome. One interpretation is that the analysts (and their employers) trusted the Greenspan put to
keep prices from falling.

' A mundate that banks issue risky debl might not generate signiticant problems if the risk is
appropriately priced (Stock 2008), When government mandates that banks issue debt they would not
have provided on their own, however, a market-clearing price might not cxist. An implicit
governmen( guarantee of this debt, morcover, virlually ensures the risk will be undetpriced.

2 See Kashyap, Rajan, and Stein (2008) or Calomiris {2008} for a discussion of the regulatory issues
and Lucchetti and Ng (2007) for a discussion of the role of ratings agencics.
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suspected that their risk exposure was not sustainable, but their positions were profitable at
the time. Further, markets work well when private actors respond to profit opportunities,
unless these reflect perverse incentives created by government.  The way to avoid future

crises, thercfore, is for governments to abandon policics that generate such incentives.

Was the Treasury Bailout Good Policy?

The Treasury’s bailout plan was an attempt to improve bank balance sheets and
thercby spur bank lending. The justification offered was that, as of eurly September 2008,
major banks were facing immincnt failure because their mortgage-backed asscts had declined
rapidly in value.

No one disputes that several banks wete in danger of failing, but this does not justify
a bailout, Failure is an essential aspect of capitalism. It provides information about good and
bad investments, and it rcleases resources from bad projects to morc productive ones. As
noted earlier, housing prices and housing construction werc taa high at the end of 2005.

This condition implied a deterioration in bank balance sheets and a retrenchment in the
banking sector, 50 some amount of failure was both inevitable and apprapriate,

Thus, an economic case for the bailout needed Lo show that failure by some banks
would harm the economy beyond what was unavoidable due to the fall in housing prices,
The nsual argument is that failure by onc bank forces other banks to fail, generating a credit

freeze. That outcome is possible, but it does not mean the Treasury’s bailout plan was the

right policy.
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Ta see why, note first that allowing banks to fail does not mean the government plays
no role. Federal deposit insurance would prevent losses by insured depaositors, thus limiting
the incentive for bank runs. Federal courts and regulatory agencies (such as the FDIC)
would supervise bankruptey proccedings for failed institutions. Under bankzrupicy, moreover,
the activities of failing banks do not necessarily disappear. Some continue during
bankruptey, and some resume after sale of a failed institution or its assets to a healthier bank.
It other cases, merger in advance of [ailure avoids bankruptcy entirely. Private shareholders
and bondholders take the losses required to make these mergers and sales attractive to the
acquiring parties. Taxpayer funds go only to insured depositors (sec F'ama 2009, Zingales
2008).

Consider, therefore, how bailout compares t.o bankruptcy from three perspectives: the
impact on the distribution of wealth, the itmpacl on economic efficiency, and the impact on
ihe length and depth of the finaneial crisis.

From a distributional perspective, bailout is unambiguously perverse; it transfors
resources from the general taxpayer to well-off economic actors who profited from risky
investments. This is not a criticism of risk-taking; that is appropriate so long as those
benefiting in good times bear the costs in bad times. This is exactly what occurs under the
bankruptcy approach.

From an cconomic efficiency perspective, bailout is again problematic. Mere
consideration of a bailout distracts attention from the fact that government was the single
most important cause of the crisis. Relatedly, bailout creates a moral hazard, thereby
generating excessive risk-taking in the future, Bailouts ofien adopt goals that are not

economically sensible, such as propping up housing prices, limiling mortgage defaults, or

10
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preventing the failure of insolvent institutions. More broadly, a baitout encourages perverse
actions by institutions that are eligible lor (he money, such as acquiring toxic assets that the
Treasury might buy or taking huge risks with Trcasury capital injections.

The Treasury bailout of 2008 also initiated a government ownership stake in the
financial sector. This means that, going forward, political forces are likely to influence
decisipnmaking in the extension of credit and the allocation of capital. Government, for
example, might push banks to aid borrowers with poor credit histories, to subsidize
politically connceted industries, or to lend in the districts of powerful legislators.
Government pressure is difficult for banks to resist, since government can threaten to
withdraw its ownership stake or promise further injections whenever it wants to modify bank
behavior. Further, bailing out banks sets a precedent for bailing out other industries. Thus,
the long-run implications of bailout are unambiguously bad.

Bailout is superior o bankruptey, therefore, only if allowing bank failures would
cause or exaccrbate a credit crunch. Neither theory nor evidence, however, makes a
compelling case for such an effect, As a theoretical matter, failure by a bank means that it
cannot extend credit, but this means a profit opportunity exists for someone else. As an
empirical matter, it is difficult to establish whether panics cause credit freezes or underlying
adversc shocks (o the econumy cause both reduced Iending and panics. Ben Bemanke's
famons paper on the Great Depression (Bernanke 1983) suffers exactly this problem,; it
shows that bank failures and output losses are correlated, but it does not pin down the
direction of causation.

‘This is not to deny that credit {reezes oceur and cause harm, nor to assert that credit

markets would have been healthy under the bankruptey approach.  Rather, the claim is that

11
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overinvestment in housing and the excessive level of housing prices that existed in the United
States meant that an unwinding was necessary to make the economy healthy. This
restructuring implied reduced residential investment, declines in housing prices, plus
shrinkage and consclidation of the banking sector. Al of this would plausibly have
generated a recession, even without any credit frecze, and the recession—along with
increased awareness of the risks of mortgage lending—would have caused lending to
contract, again even without a credit crunch. Thus, it is not obvious how much of the credit
ficcze was due to bank failures versus negative shocks to the underlying fundamentals.

In fact, the bailout might have cxacerbaled the credit crunch. The announcement that
the Treasury was considering a baflout likely scared markets by suggcsting the cconomy was
worse than markets recognized (see Macey 2008). Likewise, the announcement may have
encouraged a credit freeze because bankers did not want to realize their losses or sell their
institutions to acquiring firms if government was going to get them off the hook. The bailout
introduced uncertainty because no onc knew what the bailout meant: how much, what form,
for whom, for how long, with what restrictions, and so on.> The bailout also did little to
make bank balance sheets transparent, yet the market’s inability to determine who was
solvent was plausibly a key reason for the freeze. Plus, banks can respond to capital
injections by paying bonuscs (o executives and dividends to shareholders, or by hoatding
cash; nothing guarantees they will lend out capital injections.'

Thus, the bailout had huge petential for counterproductive impacts and at best an

uncertain prospect of alleviating the credit crunch or ameliorating the recession, This means

B Higgs (1997) provides suggestive evidence that uncertainty created by policymakers contributed to
lhe length of the Great Depression.

" See Bardo and Schwartz (1998, 2000) for evidence on both the tendency for bailouts to exacerbate
moral hazard and the ability of bailouls lo improve economic performance.
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that allowing further failures would have been a price worth paying. In particular, the
process of fuilure and bankrupicy would have countered the [inancial scetor’s temptation to
“bank” on government largesse, so the bankruptcy approach would have created better

incentives going forward for private behavior toward risk.

Lessons for the Future

In my assessment, the financial crisis yields two main lessons. The first is that
redistribution to low-income households should be direct and on budget, not indirect and off-
budget, as in subsidized mortgage credit. The second lesson is that the moral hazards from
bailing out private risk-taking are substantial, even when these do not always appear
immediatoly.

Adjusting policy to incorporate the first lesson is relatively casy: it requires
elimination of specific, pre-existing policies such as Fannie Mae, Freddie Mac, the Federal
Housing Administration, and so on. This might be hard politically, but at least the target is
well defined.

Adjusting policy to avoid the creation of moral hazard is harder. A few spocific
programs, such as the Pension Benefit Guarantee Corporation, are ripe for elimination from
this perspective, but policymakers have many ways to bail out private risk-taking. Even
elimination of agencies like the FDIC and the Federal Reserve—setting aside whether this
makes sense overall—would not prevent a determined Treasury from bailing out banks.
Thus, the only real constraint on such flawed government policy is increased recognition of

its long-tcrm costs.

13
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Figure 1: Real GDP
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Figure 3: Real Retail Sales
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Figure 5: Housing Prices (Case-Shiller)

Figure 6: Homeownership Rate
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Flgure 7: Real Housing Investment
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Figure 8: Real Stock Prices
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Figure 9: Effective Federal Funds Rate
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Testimony
By John B. Taylor

Subcommittee on Commercial and Administrative Law
Committee on the Judiciary
United States House of Representatives

October 22, 2009

Thank you for the opportunity to provide testimony for this hearing on bankruptcy and
non-bankruptcy alternatives for failing non-bank financial institutions.

Concern that failure of a large financial institution could severely damage the economy
has created a policy of government bailouts in the United States. As a consequence of that
policy, the federal government has committed huge amounts of funds, intervened in many
private-sector activities, and induced excessive risk-taking by people expecting bailouts to
continue. An alternative to this bailout policy is sorely needed.

Two Alternative Proposals

Two main alternative proposals are currently under consideration. One has been put forth
as part of the Administration’s financial reform proposals. It would establish a special resolution
regime under which the Secretary of the Treasury, with the approval of the President and
agreement of the regulatory authorities, could apply an expanded FDIC-like resolution process to
any financial firm if'its failure would have “serious adverse effects on the financial system or the
economy.” The firm would be placed into conservatorship or receivership and the government
could provide the firm with loans, purchase its assets, or guarantee its liabilities.

The other proposal would have the failing financial firm go through a bankruptcy process
designed specifically to deal with some of the financial firm’s assets and liabilities, which are an
integral part of the financial system. The bankruptcy proposal in HR 3310 is an example of
such an approach. The conceptual idea is that the bankruptcy would permit important financial
transactions to continue without significant disruption during bankruptcy.

In my view the expanded resolution regime has significant disadvantages in comparison
with a bankruptcy process designed specifically for financial firms. First, the new resolution
regime would essentially institutionalize the kinds of bailouts that have occurred in the recent
crisis. Hence, rather than providing an alternative to policy of bailouts, it would permanently
establish such a policy. Second, the expanded resolution authority would be operated with a
considerable degree of discretion about when to start the intervention and about the priority to
give different creditors. In contrast a bankruptcy process relies on an established rule of law
rather than the discretion, and treats creditors in a known way that is understood by lenders and
investors in advance. Compared to the resolution authority, bankruptcy is a more predictable
process.
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Relevant Lessons from the Crisis

Studying carefully what happened during the recent financial crisis is important for
determining which approach to take. Understanding the events surrounding the Lehman
bankruptcy is particularly important. Some argue that the cause of the panic in the fall of 2008
was the failure of the government to intervene and prevent the bankruptcy of Lehman. This view
gives a rationale for continued extensive government bailouts and now to proposals for a more
expansive resolution process. Ido not think the evidence supports that view. Of course the
surprise decision not to bailout Lehman’s creditors and the run on certain money market funds
was a jolt to the markets. But far worse was the chaotic intervention by the government in the
following weeks, most significantly the rollout of the TARP, including the less than credible
description of how the toxic assets would be removed from banks’ balance sheets, the huge
amount of money asked for with only 2-1/2 pages of legislation, and the scare stories of another
great depression if legislation were not passed, and even if it were passed.

The government did not articulate a clear predictable strategy for lending and intervening
into a financial sector. Such a strategy could have been put forth in the weeks after the Bear
Stearns rescue. Instead market participants had to guess what the government would do in other
similar situations. The lack of a strategy became quite evident in the confusing roll out of the
TARP plan. According to event studies of interest rate spreads in the interbank market this was a
more likely reason for the panic than the failure to intervene with Lehman.

My empirical research on the crisis has led me to this view and I first wrote about in
November 2008 and later in my book, Getting Off Track, published early this year. Consider
Figure 1, which is drawn from that book. It examines the spread between longer term interbank
loans (Libor) and an expectation of what the overnight interest rate (federal funds rate) will be
over the maturity of the loan (OIS). The Libor-OIS spread is one of the leading measures of
stress in the money markets. Observe that Figure 1 focuses on events from September 1 through
October 2008.

For the year previous to the events in Figure 1, the spread had been mainly fluctuating in
the 50 to 100 basis point range which was where it was through the first half of September 2008.
The spread moved a bit on September 15th, which is the Monday after the weekend decisions not
to intervene in Lehman Brothers. It then bounced back down a little bit on September 16 around
the time of the AIG intervention. While the spread did rise during the week following the
Lehman Brothers decision, it was not far out of line with the events of the previous year.

On Friday of that week the Treasury announced that it was going to propose a large
rescue package. Over the weekend the package was put together and was presented to Congress
in testimony the following week. As shown in Figure 1, it was following this testimony that one
really begins to see the crises deepening, as measured by the relentless upward movement in
Libor-OIS spread for the next three weeks. Things steadily deteriorated and the spread went
through the roof'to 3.5 per cent.
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The government interventions during this panic period were part of a pattern of ad hoc
responses starting with the Bear Stearns bailout. No guidance was given following Bear Stearns
about the circumstances under which another firm, such as Lehman, would be intervened. So
when the decision was made—without a good legal or economic reason—not to intervene with
Lehman, no one was prepared. But the problem was not the lack of intervention per se; it was the
unpredictable, unprincipled pattern of intervention that had been followed for months, which the
TARP rollout revealed clearly.

With the passage of time, evidence is accumulating that such confusing and unpredictable
government interventions made things worse, though we are still very close to the crisis and the
issues are complex. The data on equity markets tell a similar story. Consider the S&P 500 shown
in Figure 2. The S&P 500 closed at 1252 on Friday, September 12, 2008, before the Lehman
bankruptcy. It was off on Monday after the news of the bankruptcy but recovered during the
week closing on the following Friday, September 19 at 1255, above the level before the
bankruptcy. It was not until the following week and the rollout of the TARP that the market
began to fall sharply. And it continued to fall until October 10 when the S&P 500 hit 899 and the
government finally clarified that the TARP would actually be used for equity injections.

There were many other events affecting interest rate spreads in the interbank market and
equity prices around this time. Careful empirical research is needed to determine their impact on
the data provided in Figures 1 and 2. Some of these events involve other government
interventions and are thereby very relevant to the analysis of proposals for expanded resolution
authority in comparison to bankruptcy approaches. For example, the seizure by the FDIC of
Washington Mutual and its sale to JP Morgan Chase was followed quickly by a sharp drop in the
price of Wachovia’s bank debt, its aborted FDIC-driven acquisition by Citigroup, and its
eventual acquisition by Wells Fargo. Examination of these complex bank resolution cases will
help assess how an even more complex non-bank resolution process will work in practice.

Conclusion

An empirical review of the data and corresponding events in the fall of 2008 provides
two important lessons. First, it shows that the bankruptcy of Lehman was unlikely the direct
cause of the panic during the fall of 2008. Second, it shows that an ad hoc interventionist
government policy, which was revealed for the world to see in the following weeks, was what
caused the panic. Both lessons favor a rule-like bankruptcy process rather than an expanded
discretionary resolution authority.
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BOARO OF GOVERNORS
OF THE
FEDERAL RESERVE SYSTEM
WASHINGTON, 0, C. 205861

October21,2009 BEN S. BERNANKE

CHAIRMAN

The Honorable Lamar S. Smith .
Ranking Member

Committee on the Judiciary
House of Representatives
Washington, D.C. 20515

Dear Congressman:

Experience over the past two years clearly demonstrates that the United States needs a
comprehensive strategy to help reduce and contain systemic risk and address the related problem
of financial institutions that are deemed too big--or perhaps too interconnected--to fail. In light
of the topic of the Committee’s October 22 hearing, I will focus on one critical aspect of such an
agenda for reform--establishment of a new resolution regime for systemically important financial
firms.

The Federal Reserve believes that, whenever possible, the difficulties experienced by
financial firms in distress should be addressed through private-sector arrangements, such as, for
example, by capital injections from private sources, as many financial firms have done or by
reorganization or liquidation under the bankruptcy code like other types of firms. However, in
the midst of a crisis and when no private sector solution is available, authorities--acting in the
public’s interest--may need an alternative to the disorderly failure of a large, highly
interconnected financial firm because of the risks such a failure would pose to the financial
systemn, the broader economy, and ultimately households and businesses.

Large, complex financial institutions tend to be highly interconnected with other financial
firms and markets. Indeed, in recent years the interlinkages within the financial system have
become even closer as a result of, among other things, the integration of lending activities with
financial markets through increased use of securitization, the expansion of derivative hedging
and trading activities among counterparties, and the growth of arrangements--such as tri-party
repurchase and securities lending arrangements--through which holders of securities can obtain
short-term financing from risk averse investors through collateralized loans.

In light of these and other factors, the bankruptcy of a large, complex financial firm can
have serious adverse consequences for other firms and financial markets, and, consequently, for
the flow of credit and for economic conditions more broadly. Such spillovers may be
particularly large at times when financial markets and institutions already are under stress and
the economy is weak: In such periods, the disorderly failure of a large, interconnected financial
firm may result in substantial pressures on other firms seen by investors as having similar
exposures or business models, dislocations in a range of financial markets, and disruptions in the
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flow of credit to households and businesses. Losses sustained by other financial firms could
erode their financial strength, limiting their ability to play their intermediation role, or even cause
them to fail, reinforcing financial pressures. Moreover, the disorderly failure of a large,
interconnected firm during a time of pre-existing financial and economic stress could undermine
confidence in the U.S. financial sector more broadly, potentially triggering a widespread
withdrawal of funding by investors and an additional tightening of credit conditions, which
could, in turn, cause a further reduction in cconomic activity. Historical experience shows that,
once begun, a financial panic can spread rapidly and unpredictably.

Indeed, this is precisely what happened following the bankruptcy of Lehman Brothers
Holdings, Inc. (Lchman) in September 2008. At that time, the U.S. and global financial system
had already been under significant strains for more than a year, strains that initially were
triggered by the end of the housing boom in the United States and other countries and the
associated problems in markets for mortgage-related assets. These developments had resulted in
a sharp decline in the valuations of mortgage-related assets, widespread pressures in funding
markets, tighter credit conditions for businesses and households, and substantial declines in
business and consumer confidence around the world. Over the months leading up to Lehman’s
failure, a weakening U.S. economy and continued financial turbulence led to a broad loss of
confidence in financial firms. These strains were punctuated by the government’s decision in
early September to place the government-sponsored enterprises Fannie Mae and Freddie Mac
into conservatorship due to concerns about their solvency.

In this environment, the bankruptcy of Lehman on September 15 led to a substantial
intensification of the financial crisis, with corresponding negative effects on the flow of credit
and economic conditions more broadly, both here and abroad. Concerns about the potential
direct and indirect losses that L.chman’s failure could impose on other firms undermined
confidence in wholesale bank funding markets, leading to further increases in bank borrowing
costs and a tightening of credit availability from banks. Other investment banks, which were
perceived to have weaknesses similar to those at Lehman, faced substantial pressures as investors
pulled back from exposurcs to them, thus requiring the Federal Reserve to step up its provision
of liquidity o such firms as well as to banking institutions. Nonetheless, in the following weeks,
several large financial institutions failed, came to the brink of failure, or were acquired by
competitors under distressed circumstances.

Moreover, on September 16, the Reserve Primary Fund, a money market mutual fund,
announced that it “broke the buck™ as a result of losses on its holdings of Lehman commercial
paper. This announcement prompted investors to withdraw large amounts not only from the
Reserve Primary Fund, but also from other so-called prime funds, which usually invest mainly in
privatc debt securities and which were seen by investors as having exposures potentially similar
to those of the Reserve Primary Fund. A severe run on much of the prime money market fund
industry ensued, with withdrawals totaling hundreds of billions of dollars and more than
100 funds losing a substantial volume of assets in the span of just a few weeks. The magnitude
of these withdrawals decreased only after the Treasury announced a guarantee program for
money market mutual fund investors and the Federal Reserve established a new lending program
to support liquidity in the asset-backed eommercial paper market. Nevertheless, these massive
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outflows undermined the stability of short-term funding markets, particularly the commercial
paper market, upon which corporations rely heavily to meet their short-term borrowing needs.

Against this backdrop, investors pulled back broadly from risk-taking in September and
October. Liquidity in short-term funding markets vanished for a time, and prices plunged across
asset classes. Securitization markets--a key source of financing for consumers and businesses--
essentially shut down with the exception of those for government-supported mortgages.
Reflecting in part these developments, economic activity dropped sharply in late 2008, with the
pace of job losses accelerating, continued steep declines in housing activity, and widespread
cutbacks in capital spending by business.

Tt was precisely to avoid these types of consequences that the Federal Reserve, with the
full support of the Treasury Department, acted to prevent the disorderly failure of Bear Stearns in
March 2008 and of American International Group, Inc. (AIG) the day after Lehman’s failure.
While these actions were necessary in the environment then prevailing to address unacceptable
risks to the global financial system and our economy, these actions have exacerbated the belief of
market participants that some financial firms are too big to fail. This belief has many
undesirable effects. While shareholders of Bear Stearns and AIG suffered significant losses,
creditors of the firms were shielded from loss, creating an expectation among managers and
investors of similar treatment going forward. This outcome reduces market discipline and
encourages excessive risk-taking by financial firms that are perceived as being too big to fail. it
also provides an artificial incentive for firins to grow in order to be perceived as too big to fail.
And it ereates an unlevel playing field with smaller firms, which may not be regarded as having
the same degree of government support. Moreover, government rescues of too-big-to-fail firms
can, as we have seen in the current crisis, involve the commitment of substantial amounts of
public funds.

For these reasons, it is essential that policymakers make changes to the financial rules of
the game to address the too-big-to-fail problem, This will require actions on two fronts. First,
we must reduce the potential for large, highly interconnected firms to place the financial system
atrisk. To do so, policymakers must ensure that all systemically important financial institutions
are subject to a robust and effective regime for consolidated supervision. Supervision also must
be strengthened to betler protect the safety and soundness of individual institutions and must be
reoriented to better take account of the risks that an institution may pose on the financial system
as awhole. The Federal Reserve has already taken a number of important steps to improve its

? In light of the tools available at the time, the U.S. government was unable to prevent the failure
of Lehman. The amount of available collateral at Lehman fell well short of the amount needed
to secure a Federal Reserve loan of sufficient size to meet Leliman’s funding needs for survival.
Also, at the time of Lehman’s demise, Treasury lacked the ability to inject capital into financial
institutions to maintain financial stability because the Emergency Economic Stabilization Act of
2009 had not yet been enacted. Thus, when attempts to find a buyer for the company and
develop an industry solution proved unavailing, Lehman’s failure became unavoidable.
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regulation and supervision of large financial groups along these lines, building on lessons from
the current crisis.®

Second, and the focus of the Committee’s hearing, a new, alternative resolution process
should be created that would allow the government to wind down in an orderly manner a failing
systemically important financial institution whose disorderly collapse would pose substantial
risks to the financial system and the broader economy. Indeed, after the Lebman, Bear Stearns,
and AIG experiences, there is little doubt that there needs to be a third option to the existing
choices of bankruptcy and bailout for these firms.

In most cases, the federal bankruptcy laws provide an appropriate framework for the
resolution of nonbank financial institutions. However, the bankruptcy code does not sufficiently
protect the public’s strong interest in ensuring the orderly resolution of a nonbank financial finn
whose failure would pose substantial risks to the financial system and to the economy. An
alternative, orderly resolution regime already exists for banks: If a bank approaches insolvency,
the Federal Deposit Insurance Corporation (FDIC) is empowered to intervene as needed to
protect depositors, sell the bank’s assets, and take any necessary steps to prevent broader
consequences to the financial system. A similar regime should be established for systemically
important nonbank financial institutions, including bank holding companies.

Such a regime should provide the government with the tools to restructure or wind down
a failing systemically important firm in a way that mitigates the risks to financial stability and the
economy and thus protects the public interest. For example, such tools should include the ability
to take control of the management and operations of the failing firm; to sell assets, liabilities, and
business units of the firm; to transfer the viable portions of the firm to a new “bridge” entity that
can continue these operations with minimal disruptions while preserving value; and to repudiate
contracts of the firm, subject to appropriate recompense. In addition, establishing credibie
processes for imposing losses on shareholders and creditors of the firm is essential to restoring a
meaningful degree of market discipline and addressing the too-big-to-fail problem.

As I noted at the outset, financial firms--including those that might be considered
systemically important--should be resoived under the bankruptcy code whenever possible. Thus,
this new regime should serve as an alternative to the bankruptcy code only when needed to
address systemic concerns, and its use should be subject to high standards and checks and
balances. The Administration’s proposal would allow the new regime to be invoked with respect
to a particular firm only with the approval of multiple agencies, including the Federal Reserve,
and only upon a determination that the firm’s failure and resolution under the bankruptcy code or
otherwise applicable law would have serions adverse effects on (inancial stability and the U.S.
economy. These standards, which are similar to those governing use of the systemic risk
exception to least-cost resolution in the Federal Deposit Insurance Act (FDI Act), appear
appropriate. The Federal Reserve’s participation in this decision-making process would be an
extension of our long-standing role in fostering financial stability, involvement in the current

* See Ben S. Bernanke (2009), testimony before the House Financial Services Committee,
Oct. 1.
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process for invoking the systemic risk exception under the FD{ Act, and status as consolidated
supervisor for large banking organizations. The Federal Reserve, however, is not well suited,
nor do we seek, to serve as the resolution agency for systemically important institutions under
the new framework.

As we have seen during the recent crisis, a substantial commitment of public funds may
be needed, at least on a temporary basis, to stabilize and facilitate the orderly resolution of a
large, highly interconnected financial firm. The Administration’s proposal provides for such
funding needs to be addressed by the Treasury, with the ultimate costs of any assistance to be
recouped through the sale or dissolution of the troubled firm supplemented by assessments on
financial firms over an extended period of time if necessary. We believe this approach provides
the appropriate source of funding for the resolution of systemically important financial
institutions, given the unpredictable and inherently fiscal nature of this function and the
itnportance of protecting taxpayers from losses.

Thank you for the opportunity to provide the views of the Federal Reserve on these
important matters. I hope this information is helpful.

Sincerely,

oy
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

ASSISTANT SECRETARY

October 26, 2009

The Honorable Steve Cohen

Chainman

Subcomunittee on Commercial and Administrative Law
Committee on the Judiciary

U.S. House of Representatives

Washington, DC 20515

Dear Chairman Cohen:

Thank you for the opportunity to testify before the Subcommitlee on Commercial and
Administrative Law. | was pleased to hear that we are in broad agreement regarding the need to
end the perception that any financial firm is “too big to fail.” As I explained in my testimony,
we believe strongly that our proposal for an enhanced resolution authority is necessary to achieve
this objective. The market must know that the government has the tools it needs to end large
[inancial firms in an orderly process while protecting taxpayers and the broader economy.

During the hearing, I promised to provide you with additional information regarding the status of
the Troubled Asset Relief Program (TARP) program and the proposed standard for applying our
enhanced resolution process. Tn keeping with that promise, attached please find a copy of
Treasury’s Monthly 105 (a) Report for September, which provides an update on the TARP
investments. This includcs amounts commilled {(page 3) and amounts repaid (page 8) under
TARP. In addition, | am attaching Sections 1203(b) and 1203(d) of our proposed legislation,
which provide our proposed standard for invoking the enhanced resolution authority process.

Thank you again for your assistance. I look forward to working with you and your colleagues in
the Congress as we work to solve the “too big to fail” problem and provide the American people
with the reform that they need.

Sincercly,

Adf —

Michael S. Barr
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Monthly 105(a) Report i _ September 2008

Treasury is pleased to present the monthly 105(a) report to Congress for Sepfémber 2009, This
report provides the latest developments on.efforts to stabilize the financial system, current
status of TARP investments, and background information on all TARP programs.

Section ' Page
Key Developments 2
Where is TARP Money Going? ‘ 3
Program Updates . 5
Certification : v 16
Appendix 1: Descriptions of TARP Programs 18
How Treasury Exercises its Voting Rights . - 27
A 2 :.' 1 i 29

This report contains summaries of TARP: programis and investments. These summaries do not
include all the material terms and conditions of such programs and investments. Please see
more detailed information available at www.financialstability.gov.
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Key Developments

The Troubled Assets Rellef Program or TARP- was established pufsuant to the Emergency
Economic Stabilization Act of 2008 or EESA. This law was adopted on October 3, 2008 in
response to the severe finaneial crisis facing our country. To carry out its duties under the law,
Treasury has developed a number of programs to stabilize our financial system and the housing
market. These programs are described in this report. These efforts, together with the American
Recovery and Reinvestment Act of 2009, help lay the financial foundation for economic :
recovery.

The foliowing are some key developments that took place in September under Treasury’s
programs:

« The U.S. Treasury received $140.84 million in dividend, interest and fee payments from
all TARP Programs in September 2009.

=~ Total dividends, interest and fee payments received since inceptioﬁ of TARP
through September 30, 2009 is $9.50 billion.

= Seven banks repaid $403.94 million of Treasury investments in September; bringing the
total amount of TARP investments repaid to $70.72 billion through September 2009.

« Treasury made new investments in 14 banks totaling $140.81 million in September
2009.

« 18 new mortgage servicers signed up to participate in the Home Affordable Morigage
Modification Program (HAMP). -

— More than 85 percent of residential mortgages are covered by HAMP-
participating servicers. . o

— The Home Price Decline Protection (HPDP) Program, a component of HAMP, is
underway for HAMP modifications begun after September 1, 2009.

« Two of the initial closings of Public-Private Investment Funds (PPIFs) established under
the Legacy Securities Public-Private Investment Program (S-PPIP) took place on
September 30, 2009. Each of the fund managers raised at Iéast $500 million of private
capital for the PPIF, and following the initial closing, will have up to six months and two
subsequent closings to raise additional private capital. Treasury’s maximum equity
obligation to each PPIF is $1.11 billion. Treasury also will make a loan to each PPIF, up
to a maximum of $2.22 billion.

» Negotiations were terminated with Bank of America concerning the asset guarantee
arrangement announced in January 2009. In connection with that termination and in
recognition of the benefits provided by entering into the term sheet for such
arrangement, Bank of America paid the U.S. government $425 miflion.

s Planned TARP investments foi' the Asset Guarantee Program decreased from $12.5
billion to $5 biflion.
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Beginning. in October, Treasury.will expand;the report in response to suggestions from'
SIGTARP for reporting on use of funds. '

Details on the Quarterly Capital Purchase Progrém Rehons are available at
http./Awww financialstability. gov/impact/CPPreport.html

Legacy Securities Public-Private Investment Program (S-PPIP}

S-PPIP is designed, in part, to support market functioning and facilitate price dlscovery in the
commercial and non-agency residential mortgage-backed securities markets, helping banks and
other financial institutions re-deploy capital and extend new credit to households and
businesses. Following the announcement by Treasury in July that nine firms had been pre-
qualified to participate as fund managers, the initial S-PPIP fund (PPIF) closings occurred on
September 30, 2009, Treasury committed a maximum of $1.11 billian of equity capital together
with $2.22 biltion of debt financing to each PPIF. In addition to the two S-PPIP closings that
took place on September 30, Treasury entered into S-PPIP transactions with three more fund
managers for additional commitments of $1.11 billion of equity capital and $2.22 billion of debt
financing each on October 1'and 2, 2008, Treasury expects that the remaining initial closings
for the other PPIFs will occur throughout October, and that total-Treasury equity and debt
|nvestment in all PPIFs will equal 10 $30 billion_. )

Fund managers for the PPIFs have estabhshed relationships with small, minority-, and women-
owned businesses. Partner firms have roles including: involvement in managing the investment
portfolio-and cash management services, raising capital from private investers, providing trading
related-services, identifying investment opportunities, and providing investment and market
research and other advisory services to the PPIFs. .

In recent months, financial market conditions have improved and the prices of legacy securities
have appreciated. [n addition, the results of the Supervisory Capital Assessment Program
enabled banks to raise substantial amounts of capital as a buffer against weaker than expected
economic conditions. -While these developments have enabled Treasury to proceed with the
PPIP program at a scale smaller than initially envisioned. Treasury.remains prepared to expand
the amount of resources committed to PPIP should conditions deteriorate.

Details on the Legacy Securities Public-Private Investment Program are avallable at
http:f/www financialstability. gov/roadtostablIsty/gubhggnvatefund html.

Office of the Special Master

On June 15, 2009, Treasury published the Intefim Final Rule (the “Rule”} on executive
compensation, promulgated under the EESA as amended by the American Recovery and
Reinvestment Act of 2009. The Rule contains distinct requirements for recipients of TARP
funding Under certain programs, including CPP participants and recipients of exceptional
assistance. The exceptional assistance recipients currently include the following firms:
American International Group, Inc.; Barik of America’ Corporation; Citigroup, Inc.; General
Motors Company; GMAC; Ing; Chrysler Financial Services Americas L.L.C; and Chrysler Group
LL.C.

10
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The Rule requires that recipients of exceptional assistance submit proposals with respect to
campensation structures for the senior executive officers and certain most highly-compensated
employees (in each case, as defined in the Rule). These proposals must be submitted to the
Office of the Special Master for TARP Executive Compensation, which was established by the
Rule. The Special Master is résponsible for the review of the proposed compensation structure
for each covered employee. The Office of the Special Master has established the following
processes for the submission and review of informatian related to thase proposals. -

In July 2008, the Office of the Special Master requested information from each of the
exceptional assistance recipients with respect to proposed compensation structures for its
senior executive officers and 20 next most highly-compensated employees. Each recipient
provided submissions with respect ta those émployees to the Cffice of the Special Master on or
before the August 14, 2009 deadiine. -Following a review of those submissions and subsequent
discussions with each recipient, on August-31; 2009, the Special Master determined that the
submissions were “substantially complete™for purposes of the Rufe. Under the Rule, the
Special Master's initial determinations with- respect to these employees must be issued no later
than 60 days following the Special Master's receipt of a substantially complete submissian.

In addition t¢ establishirig the Cffice of the Special Master, the Rule provided the Special Master
with specific powers designed to ensure that executive pay at these firms is inline with long-
term value creation and financial stability. These include:

Review of Structres: For each exceptional assistance recipient, the Special Master is required
to review and approve compensation structures for all executive officers and the 100 most
highly compensated employees.

Review of Payments: As described above, for recipients of exceptional assistance, the Special
Master is required to review and approve compensation structures, including payments made
pursuant to those structures, for the senior executive officers and 20 next most highly paid
employees.

Interpretation: The Special Master has interpretive authority over the executive compensation
provisions of EESA and the Interim Final Ruie. Accordingly, the Special Mas(er wx!l make all
determinations as to the application of those pravisions to particular facts.

Review of Prior Payments: The Special Master is required to review any bonuses, retention
awards, and other compensation paid to the five senior executive officers and 20 next most
highly-compensated employees of each TARP recipient prior to February 17; 2009, to

" determine whether the payments were contrary.to the public interest. If the payment is
determined to be contrary to the public interest, the Special Master will be responsible for
negotiating for reimbursements of such payments.

All TARP recipients, including exceptional assistance recipients, are required to adopt a luxury
expenditure policy consistent with the requirements of the Rule, provide the policy to Treasury
and post the policy on their Internet website, in each case, within 90 days following publication
of the Rule (er, if later, 90 days following the closing date of the agreement between the TARP
recipient and Treasury). These policies are generally required to address expenses including
entertainment or other events, office and facility renovations, and aviation or other transportation
services. Office of Financial Stability compliance personnel are currently tracking and recarding
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Certification

As Assistant Secretary for Financial Stability at the United States Department of Treasury, | am
the official with delegated autharity to approve purchases of troubled assets under the Troubled
Assets Relief Program. | certify to the Congress that each decision by my office to approve
ubled assets during this reporting period was based on the office’s evaluation of
umstances of each proposed investment, including recommendations
in.order to promote financiat stability and the other purposes of the Emergency
ion Act of 2008. .

B

Herbert b, Alison, Jr
Assistant Secretary L/I
Oflice of Financial Stabllity

16
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Capital Purchase Program

What is the CPP?

Treasury created the Capitai Purchase Program (CPP) in October 2008 to stabilize the
financial system by providing capital to viable banks of all sizes throughout the nation.
With a strengthened capital base, banks have an increased capacity to lend to U.S.
businesses and consumers and to support the U.S. economy.

Across the country, many banks are fundamentally sound, but hesitant to lend. During
this unprecedented crisis, banks and financial institutions felt the strain of the troubled
market conditions, which had suddenly and dramatically impaired their capital. The level
of confidence between banks and other financial institutions was also low, so they were
unwilling to lend to each other.

Restoring capital and confidence is essential to allowing the financial system to work
effectively and efficiently. .

How does the CPP work?

Through the CPP, Treasury makes investments in banks, increasing their capital and
enabling them to continue lending to businesses and consumers and otherwise serving
their customers.

Treasury purchases senior preferred shares and other interests from qualifying U.S.-
controlled banks, savings associations, and other financial institutions. Treasury also
receives warrants to purchase commaon shares or other securities from the banks:

Banks use the CPP money in a number of ways, including shoring up capital, investing
in assets, and increasing lending.

Banks participating in the GPP pay Treasury dividends on the preferred shares at a rate
of five percent per year for the first five years following Treasury’s investment and ata
rate of nine percent per year thereafter. S-corporation banks pay an interest rate of 7.7
percent per year for the first five years and 13.8 percent thereafter. Prefemed shares (or
stock) are a form of ownership in a company.

Banks may repay Treasury under the conditions established in the purchase agreements
as amended by the American Recovery and Reinvestment Act of 2008. Treasury also
has the right to sell the securities. The repayment price is equal to what Treasury paid
for the shares, plus any unpaid dividends or interest.

When a publicly-traded bank repays Treasury for the preferred stock investment, the
bank has the right to repurchase its warrants. The warranis do not trade on any market
and do not have observable market prices. If the bank wishes to repurchase warrants,
an independent valuation process is used to establish fair market value. If an institution
chooses not to repurchase the warrants, Treasury is entitled to sell the warrants.
Treasury is currently developing a process to auction these warrants.
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Supervisory Capital Assessment Program (SCAP) and Capital
Assistance Program (CAP) ‘

What are SCAP and CAP?

# The Supervisory Capital Assessment Program and Capital Assistance. Program are
impartant components of the Finanicial Stability Plan, to help ensure that banks have a
sufficient capital cushion in a more adverse economic scenario. 'SCAP is a
comprehensive capital assessment exercise for the largest 19 U.S. bank holding
companies and a complement to the CAP. The SCAP assessments, or “stréss tests,”
are the most comprehensive, forward-looking review of the largest U.S. banks.

How does SCAP work?

+ Federal banking supervisors conducted. fonNard-IookinQ assessments to provide the
transparency necessary for individuals and markets to judge the strength of the banking
system. Results of the stress tests were released on May 7,.2009.

* Some banks were required to take steps to improve the quality and/or the quantity of
their capital to give them a larger cushion to suppart future lending even if the economy
performs worse than expected. Banks have a range of options to raise capital in the
private markets, including common equity offerings, asset sales and the conversion of
other forms of capital into common equity. If these options are not sufficient, they can
request additional capital from the government through CAP. Financial institutions must
submit a detailed capital plan to supervisors, who will consult with Treasury on the
development and evaluatian of the plan. Any bank needing to augment its capital buffer
at the conclusion of the SCAP was required to develop a detailed capital plan by June B,
2009, and has until November 9, 2009 to implement that capital plan,

How does CAP work?

» In cases in which the SCAP indicated that an additional capital buffer was warranted,
institutions have an opportunity to turn first to private sources of capital, but are also
eligible to receive government capital via investment available immediately through the
CAP. Eligible U.S. banks that did.not participate in the SCAP may apply to their primary
federal regulator to receive capital under the CAP.

» - Capital provided under CAP will be.in the form of a prefemed security that is convertible
into common equity. CAP securities will carry a nine percent dividend yield.

Targeted Investment Program and AlG Investment

Pursuant to EESA, Treasury has provided ‘additional assistance on a case-by-case basis in
order to stabilize institutions that were considered systemically significant to prevent broader
disruption of financial markets. Treasury has provided this assistance by purchasing preferred
shares in the institutions. As part of those transactions Treasury has also received warrants to
purchase common shares in the institutions. As of September 30, 20089, assistance under these
programs had been pravided to:

18
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Targeted Investment i?nl'ograym ({TIP) )

¢ Under the TIP, Treasury purchased $20 billion in preferred stock from Citigroup,.Inc. and
$20 billion in preferred stock from Bank of America Corporation. Bath preferred stack
agreements pay a dividend of eight percent per annum. These investments were in
addition to CPP investments in these institutions. As part of an exchange offer designed
to strengthen Citigroup’s capital, Treasury recently exchanged all its preferred shares in
Citigroup for a combination of common shares and trust preferred securities. The TIP
preferred shares were exchanged for trust preferred securities.

American International Group (AIG)

« In November 2008, Treasury purchased $40 billion in preferred shares from AIG. In
April 2009, it also created an equity capital facility, under which AIG may draw up to
$29.8 billion as needed in exchange for issuing additional preferred stock to Treasury.
As of September 30, 2009, AIG has drawn-$3.2 billion from the facility. The preferred
stock pays a non-cumulative dividend of ten percent per year. -

¢ The Federal Reserve Bank of New York (FRBNY) also pravided loansto AIG. In
connection with such loans, the FRBNY received convertible preferied shares
representing approximately 78.8% of the current voting pawer of the AlG common
shares. These preferred shares were deposited in-a trust, created by the FRBNY. The
LS. Treasury is the beneficiary of the trust.

Asset Guarantee Program

Under the AGP, Treasury supports the value of certain assets held by qualifying financial
institutions, by helping them absorb unexpectedly large Idsses on certain assets. The program
was designed for financial institutions whose failure could harm the financial system and has
heen used in conjunction with other forms of exceptional assistance.

How does AGP work?

» The pool of covered 'assets is proposed by the financial institulion in consultation with
federal regulators and Treasury, and then Treasury applies certain credit tests and asset
filters in order to determine the final pool of covered:assets.

¢ As compensation for its guarantee, Treaéu}y collects a premium in the form of preferred
stock, warrants, or other form approved By Treasury.

s Asrequired by EESA, an actuarial analysis is used to ensure that the expected value of
the premium is no less that the expected value of the losses to TARP fram the
guarantee. The United States gavernment also provides a set of asset management
quidelines that the institution must follow with respect to the guaranteed pool.

20
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Who Has Received Assistance Under AGP?

Citigroup

Treasury has guaranteed up t0.35 billion of potential losses incurred on a $301 billion
pool of loans, mortgage-backed securities, and other financial assets held by Citigroup.
The Federal Reserve and the FDIC are also parties to this arrangement: In
consideration for the guarantee, Treasury received $4.03 billion in prefered securities
that pay a dividend of eight percent per annum. Treasury also received a warrant to
purchase approximately 66 million shares of common stock at a strike price of $10.61
per share.

As part of the exchange offer noted earlier, Treasury recently exchanged preferred
shares received under the AGP program for an equrvalent amount of trust preferred
securities paying interest at the same rate

Treasury does not become obligated to pay on its guaranty unless and until Citigroup
has absorbed $39.5 billion of losses on the covered pool. Treasury would then cover 80
percent of all losses on the covered pool, up to a maximum of $5 billion,

Bank of America

In January 2009, Treasury, the Federal Reserve and the FDIC agreed to share potential
losses on a $118 billion pool of financiat instruments owned by Bank of America,
consisting of securities backed by residential and commercial real estate loans and
corporate debt and derivative transactions that reference such securities, loans and
associated hedges.

Bank of America agreed to absorb all eligible losses in‘the pool up to $10 billion.
Treasury and thé FDIC agreed to share eligible losses in the pool in excess of that
amount, up ta’$10 billion; with Treasury's share capped at $7.5 billion.” Al further losses
were to be shared nrnety percent by the Federal Reserve and ten percent by Bank of
America. N

On September 21; 2009, negotiations were terminated with Bank of America conceming
the asset guarantee arrangement annpunced in January 2009. In connection with that
termination and in recognition of the benefits provided by entering into the term sheet for
such arrangement, Bank of America paid the U.S. government $425 million.” Planned
TARP investments for the Asset Guarantee. ngram decreased from $12.5 billion to $5
billion. .

Automotive Industry Financing Program

What is the AIFP?

The Automotive Industry Financing Program (AIFP) was developed in December 2008 to
prevent a significant disruption of the U.S. automotive industry, because the potential for
such a disruption posed a systemic risk to financial market stability and would have had
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a negative effect on the economy. AIFP ldans have helped to enable General Motors .
and Chrysler to become more viable auto manufacturing companies.

In the related Auto Supplier Suppert Program {ASSP), Treasury provides loans to
+ ensure that auto suppliers receive compensation for their services and products,

- regardless of the condition of the auto companies that purchase their products.

How does the AIFP work?

Treasury has provided approximately $76 biliion in-loans and equity investments to
General Motors, GMAC, Chrysler, and Chrysler Financial.

Shart-term-funding was.initially provided to GM-and Chrysler on the condition that they
develop plans to-achieve long-term viability. |n cooperation with the Administration, GM
and Chrysler eventually develaped satisfactory: viability plans and successfully
conducted in bankruptcy proceedings sales of their assets to new entities: Chrysier's
salé process was completed in 42 days and GM’s- was completed in 40 days Treasury
provided additional assistance: dunng the respecnve periods.

The terms of the assistance impose a number of res!rlctlons on the recipients. Among
other things, they must adhere to rigorous executive compensation standards and other
measures to protect the taxpayer's interests, including limits on the institution’s
expendltures and other corporate governance requwements

See below to learn‘how AIFP has helped each partlmpatlng company

Chrysler

On January 2, 2009, Treasury loaned $4 billion to Chrysler Halding to give it time to
implement a viable resfructuring plan. On March 30, the Administration determined that
the business plan submitted by Chrysler failed to demonstrate viability and announced
that in.order for Chrysler to receive additional taxpayer funds, it needed to find a partner
with whom it could éstablish a successful alliance. Chrysler' madé thé determination that
forming an alliance with Fiat was the best course of action for its stakeholders.

Treasury continued to support Chrysler as it formed an alliance with Fiat. In connection
with Chrysler's bankruptey proceedings filed on April 30, 2009, Treasury provided an

_ additional $1,9 billion under & debtor-in-possession financing agreement to assisl

Chrysler in an orderly restructuring. On June-10, 2009, pursuant to a court-approved
order, substantially all of Chrysler’s assets were sold to the newly formed entity, Chrysler
Group LLC (New Chrysler). Treasury committed to loan $6.6 billion to New Chrysler in
warking capital funding, and New Chrysler has drawn $4.6 billion of this amount. New
Chrysler also assumed $500 million of Chrysler Holding’s initial loans from Treasury.
When the sale to New Chrysler was'completed; Treasury acquired the rights to 9.9%: of
the common equity in New Chrysler.

The original loans to Chrysler Holding, iess $500 million of debt that was assumed by
New Chryster, remain outstanding and are in default. In July 2009, Chrysier Holding
agreed to pay the greater of $1.375 billion or 40% of the equity value of Chrysler
Financial to Treasury should Chrysler Holding receive certain distributions from Chrysler
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Financial and Treasury:agreed to-certain forbearance W|th respectto Chrysler Holding's
loans.

As of September 30,.2009, Treasury owned 9.9% of the equity in New Chrysler, and was
owed $5.1 billion of debt from New Chrysler. The original loans to Chrysler remain
outstanding, but are reduced by $500 million of debt that was assumed by New Chryster.
Current equity ownership in New Chrysler is as follows: the Chrysler Voluntary
Employee Benefit Association (VEBA) (67.7%), Fiat (20%), Treasury (9.9%) and the
Government of Canada (2.5%).

Chrysler Financial

On January 16, 2009, Treasury announced that it would lend up to $1.5 billion to a
special purpose vehicle (SPV) created by Chryster Financial to enable the company to
finance the purchase of Chrysler vehicles by consumers. To satisfy the EESA warrant
requirement, the Chrysler Financial SPV issued additional notes entitling Treasury to an
amount equal to five percent of the maximum loan amount. Twenty percent of those
notes vested upon the closing of the fransaction, and additional notes were to vest on
each anniversary of the transaction closing date. The loan was fully drawn by April 9,
2009. 'On July 14, 2009, Chrysler Financial fuIIy repaid the loan, including the vested
additional notes and interest.

General Motors

GMAC

On December 31, 2008, Treasury agreed to make loans of $13.4 billion to Generat
Motars Corporation to fund working capital. Under the loan agreement, GM was also
required to impleément a viable restructuring plan by March 30. The first plan GM
submitted failed to establish a credible path 1o viability, and the deadline was extended
to June 1. Treasury loaned an additional $6 billion to fund GM during this period. To
achievé an orderly restructuring, GM filed bankruptcy proceedings on June 1, 2009.
Treasury provided $30.1 billion under a debtor-in:possessien financing agreement to
assist GM through the restructuring period. The new entity, General Motors Company
(New GM), began operating on July 10, 2009 following its purchase of most of the
assets ofthe Old GM.:

When the sale to New GM was completed on July 10, Treasury converted most of its
loans to 60.8% of the common equity in the New GM and $2.1 billion in preferred stock.
Treasury continues to hold loans in the amount of $7.1 billion. The New GM currently
has the following - ownership: Treasury.(60:8%), GM Voluntary Employee Benefit
Association (VEBA) (17.5%), the Canadian Government (11.7%), and Old GM's
unsecured bondholders (10%).

On December 29, 2008, Treasury purchased $5 billion in senior preferred equity from
GMAC LLC, and received an additional $250 million in preferred shares through
warrants that Treasury exercised at closing. At the same time, Treasury also agreed to
lend up to $1 billion of TARP funds to GM (one of GMAC's owners), to enable GM to
purchase additional ownership interests in GMAC's rights offering. GM drew $884
million under that commitment on'January 16, 2008. On May 21,2009, Treasury
purchased $7.5 billion more.of preferred shares from GMAC and received warranis that
Treasury exercised at.closing for an additional $375 million in preferred shares.
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On’'May 29; 2009, Treasury exercised its dption fo-exehange the $884 miillion loan it had
made to GM in January 2008 for about 35% of the common membership interests in
GMAC. As of September 30, 2009, Treasury owns $13.1 billion in preferred shares in

- GMAC, through purchases and the exercise of warrants, in addition to 35% of the

common equity in GMAC. At the option of the Federal Reserve, it is'possible that

*" additional preferred shares could be converted in the future to permit GMAC to increase
its tangible common capital ratio; if all of such preferred shares were converted,

Treasury would own up to a maximum of a'79.8% voting interest in GMAC.

Consumer and Business Lending Initiative (TALF and Small Business)

What is the Term Asset-Backed Securities Loan Facility (TALF)?

The Term Asset-Backed Securities Loan Facility (TALF) is a lending facility operated by
the Federal Reserve Bank of New York. Thé FRBNY provides term non-recourse loans
collateralized by AAA-rated dsset-Backed securities (ABS) backed by new or recently
originated auto loans, student loans, credit card [oans, small business loans, and
commercial mortgage loans, including legacy commercial mortgage loans. Tréasury
provides credit support for TALF as part of Treasury’s Consumer and Business Lending
Initiative.

How does the TALF work?

Once each month investors can reguest the FRBNY. to make loans secured by eligible
consumer or small business ABS. Assuming that the borrower and the ABS it plans to
pledge as collateral meet Federal Reserve requirements, the investor will receive the
requested funding. Most borrowers use the loan, together with their own funds, to
purchase the ABS that serves as collateral for the TALF loans.

If the borrower does not repay the loan, the FRBNY, will enforce its rights in the collateral
and sell the collateral to a special purpose vehicle (SPV) established specifically for the
purpose of purchasing and managing such assets. The SPV is funded, in part, by a $20
billion subardinated loan commitment from Treasury: .

Thie first TALF ‘subscription took place on March 18, 2009 and there have been five
subsequent manthly ABS subscriptions to-date. - A total of $53.8 billion of new TALF-
efigible ABS has been brought to market. Of that amount, approximately 62% or $33.1
billion was financed using TALF loans. .

On August 17, 2009, Treasury and the FRBNY announced the extension of the TALF for
newly-issued ABS and legacy commercial mortgage backed securiies (CMBS) through
March 31, 2010. In addition, TALF will make loans against newly issued CMBS through

 June 30, 2010 There were no further additions to the types of collateral eligible for the

TALF.

What is the Small Business and Community Lending Initfative?

Under the Small Business and Community Lending Initiative to ensure that credit flows
to entrepreneurs and small business owners, Treasury is taking measures to
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complement the Administration’s actions to-help small businessés’recover and grow,
including several tax cuts under the:American Recovery and Reinvestment Act of 2009

- and a temporary increase in the Small Business Administration (SBA} guarantee for

certain types of loans. Treasury has announced a program to purchase in the
secandary market securities that are'backed by the SE!A-guaranteed pomons of loans
originated under section 7(a) of the Small Business Act.

Légacy Securities Public-Private Investment Program

What is the Legacy Securities Public-Private Investment Program (S-PPIP)?

The Legacy Securities Public-Private Investment Program is intended to address the
problem of legacy real estate-related assets, support market functioning and facilitate
price discovery in the market for mortgage-backed securities (MBS), allowing banks and
other financial institutions to re-deploy capital and extend new credit to households and
businesses. : Both residential and commercial MBS are pools of mortgages bundled
together by financial institutions. Rights to receive a portion of the cash generated by
the pools. are sold as securities in the financial markets, i the same way a stock or bond
would be sold in financial markets. The term “legacy assets” generally refers to loans,
asset-backed securities and other types of assets that were originated or issued before
the financial markets for these types of assets deteriorated significantly in 2008,

The Public-Private Investrment Program was announced as part of the Financial Stability
Plan, which also included a program for legacy loans, to be administered by the FDIC.
That program is still under development.

How does the Legacy Securities PPIP work?

Treasury will partner with selected fund managers to purchase MBS under the S-PPIP.

Treasury provides equity as well as debt financing to special purpose entities to be
formed by the managers: Treasury will provide one-half of the equity investment; the
remainder must be raised by the fund manager from private sources. Treasury also will
make a loan to each special purpose entity. The loan will eam interest and must be
repaid at the end of the life of the fund. .

Treasury’s maximum equity bbligation to a-PPIF would be $1.11 billion, and Treasury's
maximum debt financing obligation to a PPIF would be $2.22 billion,

The equity investment, together with warrants to be received by Treasury, ‘ensures that if
these PPIFs perform well, the U.S. treasury will benefit from the UpSIde of the
performance alongside private investors.

The S-PPIP is designed to help the financial system recover by enabling institutions that

hold mortgage-backed securities to sell them, thereby freeing up their capital for other
purposes.
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Treasury carefully designedthe S-PPIP terms to protect the interests of taxpayers.

Fund managers may not acquire assets from or.sell assets to their affiliates or any other
PPIF fund manager or private investor that has committed at least ten percent of the
aggregate private capital raised by such fund manager. Fund managers must submit
regular monthly reports about assets purchased, assets disposed, asset values, and
profits and losses. Due to the possibility of actual or potential conflicts of interest
inherent in any market-based investment program, fund managers also must agree to
abide by ethical standards and conflicts of interest rules developed by Treasury. In
developing these requirements, Treasury worked closely with, among others, the staff of
the SIGTARP and the Federal Reserve.

S-PPIP Fund Managers

Following a comprehensive two-month application, evaluation and selection process,
during which Treasury. received over 100 unique applications to participate in the Legacy
Securities PPIP, in July 2009, Treasury pre-qualified the following firms to participate as
fund managers in the initial round of the program: AllianceBernstein, LP and its sub-
advisors Greenfield Partners, LL'C and Rialte Capital Management, LLC; Angelo,
Gordon & Co., L.P. and GE Capital Real Estate; BlackRock, Inc.; Invesco Ltd.; Marathon
Asset Management, L.P.; Oaktree Capital Management, L.P.; RLJ Western Asset
Management, LP; The TCW Group, Inc.; Wellington Management Company, LLP.

In addition, these firms have committed to establishing partnerships with smail, minority-,
and women-owned businesses.

Making Home Affordable

What is the Home Affordable Modification Program?

How does the HAMP work?

The Home Affordable Modification Pragram (HAMP) is designed to giveupto 3to 4
million homeowners an opportunity to reduce their monthly mortgage payments to more

: affordable levels. HAMP includes-both GSE: and non-GSE mortgages.: GSE stands for

“government sponsored enterprise” and in this report refers to Fannie Mae and Freddie
Mac: :

$50 billion of TARP funds will be used primarily to encourage the modification of non-
GSE morigages that financial institutions own and hold in their portfolios (whole loans)
and mortgages held in private-labil securitization trusts.

Homeawners:participating in HAMP work with HUD-certified housing counselors and
mortgage servicers to have their monthly first lien mortgage payments adjusted to no
more than 31 percent of monthly gross income. In other words, HAMP is designed ta
enable responsible homeowners to stay in their homes by reducing mortgage payments
to an affordable level. : i ’
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How Treasury Exercises lts Voting Rights

The Obama Administration has stated that core principles will guide Treasury’s management of
financial interests in private firms. ‘One such principle is that the United: States government will
not interfere with or exert control over day-to-day company operations dnd, in the event the
govemment obtains ownership interests, it will vote only on key governarice issues. These core
principles alsa include Treasury's commitment to seek to dispose of its ownership interests as
soon as practicable. Treasury will follow these principles in a manner consistent with the
obligation to promote the liquidity and stability of the financial system.

Treasury does not participate in the day-to-day management of any company in which it has an
investment nor is any Treasury employee a director of any such company. Treasury’s
investments have generally been in the farm of non-voting securities or loans. For example, the
preferred shares that Treasury holds in financial institutions under the Capital Purchase
Program do not have voting rights except in certain limited circumstances, such as amendments
to the charter of the company, or in the event dividends are not paid for several quarters, in
which case Treasury has the right to elect two directors to the board.

Treasury holds common stock in a few companies, including the new General Motors, the new
Chrysler, and Citigroup. In those cases, Treasury has announced that it will follow the following
principles in exereising its voting rights: :

Governance Principles for Citigroup
1) Treasury will exercise its right to vote only on certain matters consisting of:

* The election or removal of directors

+ Certain major corporate transactions such as mergers, sales of substantially all
assets, and dissolution

« Issuances of equity securities where shareholders are entitled to vote

« Amendments to the charter or bylaws.

2) On all other matters, Treasury will vote its shares in the same proportion (for, against or
abstain) as all nther shares of the company's stock are voted.

These principles are set forth in an agreement between Treasury and Citigroup.
Governance Principles for GM
Before GM's expected initial public offering (IPO}, Treasury will vote its shares as it determines,
provided that it will vote in favor of directors nominated by the GM Voluntary Employee Benefit
Association (VEBA) or the government of Canada, each of which is also a shareholder. After
the IPQ, the following voting principles will apply:
1} Treasury will exercise its right to vote only on certain matters consisting of:
*  The removal of directors
» The election of directors, provided that Treasury will vote in favor of individuals

nominated through a certain pre-designated process, and individuals nominated by
VEBA

27




287

Monthly 105(a) Report - September 2008

«  Certain major corporate transactions such asimergers, sales of substantially all,
assets, and dissolution

. .Amendments-to the charter or bylaws .

« .- Matters in which Treasury’s vote is necessary for the stockholders to take action, in
which case the shares will be voted in the same proportion (for, against or abstain)
as, all other shares of the company’s stock are voted.

2) On all other matters, Treasury will not vote its shares.
These principles are set forth in the GM Stockholders Agreement.
Governance of AlIG )

In the case of AlG, the U.S. Treasury is the beneficiary of a frust created by the Federal X
Reserve Bank of New York (FRBNY).- Thattrust owns shares having 79.8% of the voting rights
of the common stock: The FRBNY has appointed three independent trustees who have the
power to vote the stock and dispose of the stock with prior approval of FRBNY and after
consultation with Treasury. The trust agreement provides that the trustees cannot be
employees of Treasury or the FRBNY.: The trust exists for the benefit of the U.S. Treasury, and
the Department of the Treasury does not control the trust.and it cannot direct the frustees.
Treasury owns preferred stock which does not have voting rights.except in certain limited
circumstances (such as amendments to the charter) or in the event dividends are not paid for
four quarters, in which case Treasury has the right to elect three directors to.the board.

28




288

Monthly 105(a) Report September 2009

Appendix 2 - Financial Statement

Attached as Appendix 2 is the financial statement required under Sections 105(a)(2) and (3} of
EESA for the period ending September 30, 2009.
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U.8. Treasury Department
Ofics of Financia) Stabiity

Traublod skt RelétPrigram
~Agreements Under TARP [Section 10}l

For Period Ending Septeraber 30, 2009

Date
approved  Type of
orRenewed _Transaction vengor Purpase
10402008 BPA  Skwpson, Thacher & Bell Legsl Sereas
101120c8  BPA EnnisKnupp Investmend and Adisary Servivas
16142608 Financial Agark Bank of New Yogk Melon Custadian snc Cash Managament
oGz EPA
G1s2C0s  BPA  Emst & Young ‘Accounting Servoes
10232008 1A GBA- i
10292008 EPA  HughesHubbanl & Reed Legal Services
10202008 BPA  Squre Sandsrs & Cempsey Logal Sevices
106312008 Conirat  Lirdneim & Associata Human Resources Services
RS ECA  ThacherProf s Wead Logal szrvoes
11142008 1A Securliesund Exchange Commission Cedaikes
19140008 Procuremcrl - CSC Sysems a1d Soltions 1T Serdezs
W08 WA Trade s Tax Bursau - Treasiny T Sences.
1257008 1A Deparument cfHoushg and Lman Deveiogiment  Ostaibes
1USRO0A  Pracurement  Vastington Pest Vaceney Announcemant
121072008 BPA Theche: Proffiz & Wood™ Logel Survises.
7127008 12A Foncion Ecnell Giamnty Cop. Logel Sericds
WIS 1aA o Dolaitess
2242008 Procurement wofua, ine. Panting
URRENS 1A Gffcc atthe Gamrollr ofthe Cumcney Deralians
Dets

eRoee 1A

172008 Procarement
o va
12702000 BPA

1277003 Prosuomont

2212008 Quarsight
292009 Contract Temporery Employee Seruces
2122008 Gonfeqt  Looks Lard Bissel & LKl LLF Legal Senvices
2182009 Financia Agent Freddia Mac. Homeownersdp Program
21812000 Firaocia Agent Fannia Mea . Hameounersnin Pregram.
2202008 WA Comgressional Crersight Panel St
z Simpsen, Thacher & Barlktl Lega Semices
2221200 venable o Lenel Sevees
oo i
BP0 Firancial Agen! EARNEST Partners Assol Managomond Borviecs.
Y206 Procuement Auchitacts
%0200 Cortract Leaat Seri
R ——— Lel Serines
WOZ0E  Corirad Legal Senioes
o Gorired Logal Senices
e BPA Modeting and Analyeis
42208 Procurement Offce Zuniure
172009 Procurement omee Furniure
4AT2008 A Ecreau ofPrioing and Engraving Detatice
2003 Financisl Agent Allancsdemstein Ausst Management Servces
4va0us Financial Agent FS| Group Asest Maragement Services
47242008 Financlal Agent Piedmant l1vesime # Advisors Ause: Maragement Senvces
542005 LA Federol Rescrve Detstee
shazo0s  Corrad  Practt FOI Servces
5142008 1WA Ocpariment of Tromsury - US Mat Agminilalis Support
seazos lA  Departmen of Jusice- ATF Detate
5252003 Comact  Andersun, WCoy 3 Orta, LLP* Logsl Sarvees
SP8207  Comact  Senpdon, Thasher Hanen Legal Seviczs
eparimanl of Treagury - Wtemel Revenue
Comra: Servco Adminis e Sevvicos
Depatrienl of Treasury - Sl Manageme
A Sewvoe 7 Senices
WA Deparlment of Insiior Viensite Testing
Contract  Jdicial Watch Logal advion
Contact ery inenetcnal Administrgive Sugport

Logal Advsory
Conbat  Dehsvoise & Plmpian, Legal Advisary

Conlact  Fox Hster Swibel Lavin & Caral L Legdt Avisery
lan NasA Detaies

Conract  Knowledge Mossiz ine.* AdTisicalive Sericas

Canvreet  Equilr, Ine.” Adminaraiive Services

Canraat

Copiract  SKLFinancalLc Adminisiative Services

* Sme ] or wamery. or Minofty-Owned Smal Business
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Troubled Asset Relief ngri‘:m
Insurance Contracts [Section 105(35(3)(5)]

For Period Ending September 30, 2009

Name Amount

Citigroup $5,000,000,000

The subsidy rate for this insurance contract is determined
1o be -0.25 percent. Per EESA section 102(c)(3),
premiums shall be sel at a level-necessary fo meet
anticipated claims: To ensure that the guarantee remains
compliant with section 102(c)(3), the Master Agreement
provides for post-signing adjustments including additional
Citigroup preferred stock, a reduction of the covered asset
pool, and/or an increased Citigroup deductible (section 5.2
of the Master Agreement). Under this section of the
agreement, the subsidy rate will be reassessed once the
loan pools are finalized and details are provided to
Treasury (minor changes in the composition of assets are
expected). Citigroup must either transfer more preferred
stock or absorb more in first lasses (it is unlikely the size
of the asset pool would be reduced); if it is found that the
risks of the assets in the loan peol exceed those estimated
today and would nct meet the requirements of EESA
section 102(c)(3). This “true-up” would occur over the
next 2 months.
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U.8. Treasury Department
Office of Financlal Stabllity

Troubled Asset Relief Program

Projected Costs and Liabilities [ ion 105(a)(3}(E)]

For Period Ending September 30, 2008

Type of Expense/Liability Amaunt

Nane

Note: Treasury interprets this reporting requirement as
applicable o costs and liabilities related io insurance contracts
entered into under the provisions of section 102 of the EESA,;
and the single insurance contract with Citigroup is structured
such that no costs are anticipated, .. the currently anticipated
cash inflows of the contract slightly exceed anticipated cash
autflows.
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U.S. Treasury-Department - :
Office of Flnancial Stability :

Troubled Asset Relief Program - :

ic O ing E [Sectlon-105(a)(3)(F)]

r P

For Period Ending Septemiver :30, 2009

Type of Expense Amount

Compensation for financial
agents and legal firms $115,607,203
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'U.S. Treasury Départiant
Office of Financial Stability

Troubled Asset Relief Program

of i i [Section 105{a)}{3}{H}]

For Period Ending September 30, 2009

Date Vehicle Description

None
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Standard for Applying Resolution Authority

In combination, Sections 1203 (b) and 1203(d) st forth the standard for applying the cnhanced
resolution authority process.

Section 1203 (b)

(b) DETERMINATION BY THE SECRETARY.—Notwithstanding any other provision of
Federal law or the law of any State, if, upon the written recommendation of the Federal Reserve
Board and the board of directors or comumission of the Appropriate Federal Regulatory Agency
as provided for in subsection (a)(1), the Secretary (in consultation with the President) determines
that—

(1) the bank holding company is in default or is in danger of default;

(2) the failure of the bank holding company and its resolution under otherwise
applicable Federal or State law would have scrious adverse effects on financial stability
or economic conditions in the Uniled Statcs; and

(3) any action or.assistance under section 1204 would avoid or mitigate such
adverse effects, taking into consideration the effectiveness of action or assistance in
mitigating potential adverse eflects on the [inancial system or economic conditions, the
cost to the general fund of the Treasury, and the potential to increase moral hazard on the
part of creditors, counterpartics, and shareholders in the bank holding company,

the Secretary may take action under section 1204(b) and the Corporation may take one or more
actions specified in section 1204.
Section 1203 (d)

(d) DEFAULT OR IN DANGER OF DEFAULT.—For purposes of subsection (b), a bank

holding company shall be considered to be in default or in danger of default if any of the

following conditions exist, as determined in accordance with that subsection:
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(1) a casc has been, or likely will promptly be, commenced with respect to the
bank holding company under title 11, United States Code;

(2) the bank holding company is critically undercapitalized, as such term has been
or may be defined by the Federal Reserve Board;

(3) the bank holding company has incurred, or is likely to incur, losses that will
deplete all or substantially all of its capital, and there is no reasonable prospect for the
company o avoid such depletion without assistance under scction 1204;

(4) the bank holding company’s assets are, or are likely to b, less than its
obligations to creditors and others; or

(5) the bank holding company is, or is likely to be, unable to pay its obligations (other than those
subject 10 a bona fide dispute) in the normal eourse of business.
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MATERIAL SUBMITTED BY CHRISTOPHER SAGERS,
CLEVELAND-MARSHALL COLLEGE OF LAW

Y e - . e
Cleveland State University
Cleveland-Marshall College of Law ;
2121 Eudlid Avenue
Cleveland, Ohio 44115
(216) 687-2344

SUPPLEMENTAL STATEMENT OF CHRISTOPHER L. SAGERS
Associate Professor of Law, Cleveland State University

Before the
SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW

of the
COMMITTEE ON THE JUDICIARY,
UNITED STATES HOUSE OF REPRESENTATIVES
Concerning
“TOO BIG TO FATL: THE ROLE OF ANTITRUST AND BANKRUPTCY LAW
IN CRAFTING A SOLUTION”
November 2, 2009
At Subcommittee counsel’s request, this statement supplements my written testimony
of October 22, 2009, and specifically addresses a question raised at the hearing of that
date.' The question was whether the bill at issue, the Administration’s proposed
Resolution Authority for Large, Interconnected Financial Companies Act of 2009
(“Resolution Bill”), would modify existing antitrust law. The answer is, unequivocally,

yes. The Resolution Bill would modify existing antitrust law, and it would do so in a

way that is potentially breathtaking.

! To reiterate, T do not represent any party with any interest in this matter. T have received no
compensation in conncclion with my (estimony and I appeared at the Oclober 22 hearing al my own
expense. The views expressed are my own.
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Specifically, the bill would make two changes:

(1) Where the company put into federal conservator/receivership owns
both bank and non-bank assets—as will usually be the case—sales of
its non-bank assets would be forced into a super-fast period of review
with the benefit of only very limited information (whereas under
current law those sales would be subject to the familiar Hart-Scott-
Rodino (HSR) process); and

(2) Where particular exigencies are found to exist, those transactions
could be exempted from any antitrust review whatsoever.

At the hearing, Administration witnesses® were asked whether there would be any
modification. T believe they answered in perfectly good faith,® but their replies were in
one major respect legally incorrect, and, overall, seriously misleading. In both their
written and in-person testimony, both witnesses implied that the Resolution Bill would
simply preserve “existing bank failure law” in most respects. In effect, they said that the
special, idiosyncratic regime of bank merger review that currently exists would just be
extended a bit to cover resolution of failing bank holding companies, which might happen

4
to own some non-bank assets.

? Michael S. Barr, Assistant Secretary of the Treasury for Financial Institutions, and Michael
Krimminger, Special Advisor for Policy of the Federal Deposit Insurance Corporation.

* Neither Secretary Barr nor Mr. Krimminger purporled to be an antitrust specialist, and, in their
defense, the law in this respect is extremely complex.

" In reply to questions, both wilnesses said that the Resolution Bill would not modify the antitrust
review regime that currently applies in “bank failure™ situations, though they apparently acknowledged that
the bill would cxtend it to transactions to which it docs not currently apply. See Hearing Transcript at
2:38:00 (testimony of Michael S. Barr) (“In our judgment the proposal mirrors the proceedings that are
used with respect to bank failure law. So in the event of the need for merger and acquisition there’s a
process for appropralc Depariment of Justice review.  As under existing bank failurc law there arc
emergency exceptions . . . . Those would apply also in this case . . .. Inour judgment . . . they are the same
as currenily provided under bank [ailure law. Wc're extending the exacl type of regime (hat cxists loday
with respect to antitrust review to this narrow context and in our judgment that’s appropriate.”); Hearing
Transcript at 2:39:12 (testimony of Michael Krimnunger) (“With regard to antitrust protections . . . there
typically is a requircment to go through Department of Justice review on bank failurcs, but there can be
exceptions . . . . In a systemic context there can be cases in which there is an override of the
anticompetitive consequences.”).

The wilnesses” wrillen stalements did not specilically address anlilrust, a [act perhaps rellecting the
Admunistration’s lack of concern for competition issues in this overall reform effort. But in both statements
they implied that the Resolution Bill would simply follow (with some possible, unspecificd modifications)
existing law. See Statement of Michael S. Barr, at 4 (Oct. 22, 2009) (not specifically addressing antitrust,
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This is incorrect. On the one hand, it is true that the Resolution Bill in many cases
merely incorporates existing bank merger law, which in many respects is idiosyncratic
and under emergency conditions can be made to go rather fast.” However, the bill would
exempt transfers of mon-bank financial entities from the ordinary HSR process that
currently governs them, and subject them to a new, hybrid HSR process would be very
fast and very limited. The bill would do this notwithstanding that the transfers at stake
might involve some of the largest mergers of financial institutions in U.S. history.

While this end result can be generalized simply enough, the legal details driving it
turn out to be exceedingly complex. For the sake of clarity 1 explain every bit of the
complexity in the footnotes. It is complex in part because the “BHCs” to which the bill’s
resolution authority would apply would include so-called “financial holding companies”

(FHCs), which can own both bank and non-bank financial entities.® Tt is also complex

but noting that the overall resolution process would simply follow “the approach long taken for bank
failurcs.™); Statcment of Michacl Knmmunger, at 2 (Oct. 22, 2009) (noling only thal “our anlitrust and
bankruptey laws will continue to play a key role in ensuring robust competition in our free economy™).

® That law differs from the more familiar HSR review in four main respects. First, bank mergers are
one of only four situations in U.S. law in which the antitrust agencies share their merger review duties with
an industry specific regulator. (The other three are railroad mergers, certain electricity mergers, and
telecommunications.) See ANTITRUST MODERNIZATION COMMISSION, REPORT AND RECOMMENDATIONS
363-64 (2007) [hereinaller “AMC REPORT”]. Second, bank merger law is virtually unique in that an
otherwise anticompetitive merger can be approved if it is found to be in the “public interest.” Next, if DOJ
decides Lo fonmally challenge a bank merger, it must [file a lawusil within 30 days of receipt of the partics’
application. Its lawsuit during that period forces an absolute and automatic stay on the proposed
transaction for the pendency of litigation, but if DOJ fails to suc withun 30 days, then nerther DOJ nor any
other party can ever challenge the merger itself on antitrust grounds. Finally, bank merger law allows the
responsible bank regulator to determine that one of the banks might rmmunently fail, in which case the
regulator can speed the process up, or, in somc cascs, do away with antitrust review cnlirely. See generally
SECTION OF ANTITRUST LAW, AM. BAR ASS’~, BANK MERGERS AND ACQUISITIONS HANDBOOK 5-33 (2006)
|hereinalter “ABA BANK MERGLER HANDBOOK”|.

® Nominally, the resolution authority under the Administration bill applies only to “bank holding
companies.” However, that term is defined to include “financial holding companies” (FHCs) within the
meaning of the Bank Holding Company Act, 12 U.S.C. §§ 1841-50. The FHC in turn was a creation of the
Gramm-Leach-Bliley Act of 1999, Pub. L. 106-102, 113 Stat. 1338 (Nov. 12, 1999), now codified at
scattered provisions of U.S. Code (GLB). Prior to GLB, no bank or BHC was permitted to own any non-
banking assel excepl those engaged in a hand[ul of aclivities specified by the Federal Reserve Board (FRB)
as “closely related to banking,” like trust services, data processing, or the operation of an ATM network.
See 12 US.C. § 1843(c)(8); 12 CF.R. § 225.28(b). Bul following GLB, an FHC can own both banking
entities and non-bank affiliates, which can engage in a whole series of financial activities, like msurance,
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because knowing when HSR applies and when it does not—especially in the banking

context—is extremely thorny.” But the bottom line remains that under this bill, transfers

securities underwnting, and merchant banking. To qualily as an FHC, a firm must [irst be approved by the

FRB as a BHC, and then file a declaration of intent to act as an FHC with the FRB. FHCs must maintain

cerlain minimum capilalization and managenal standards (o retain their FHC status, but there is no

requirement they first receive FRB approval. See 12 U.S.C. 1843(/)(1). That last fact is relevant to the

antitrust treatment of mergers and acquisitions involving FHCs. See infra note 7.

With one limited exception. no other business in the United States may own both banking and non-
banking businesses. The exception is that national banks may own operating subsidiaries that engage in a
more limiled schedule of the same non-banking [inancial aclivitics open lo FHCs. See CARL FLULSENIELD,
BANKING REGULATION IN THE UNITED STATES 106.9 — 106.15 (2004).

7 The best simple summary that can be given is that, again, most bank mergers and acquisitions are
cxempl [rom HSR, see 15 U.S.C. § 18a(c)(7), bul most iransfers of non-banking [inancial institulions arc
subject to HSR, regardless of whether the acquiror or seller happens to be a bank or BHC.

But to be clear, a conscrvator/iceciver attempting to resolve a failing BHC could causc any of a
complicated set of different transactions that might in one way or another trigger an HSR filing. Where a
resolution mvolves transfer of an entire FHC to one buyer, the DOJ or FTC would review the non-banking
parts of the transacion under the normal HSR process. See 16 CFR. § 802.6(b) (rule of the FTC’s
Premerger Notification Office providing that in all “mixed” transactions involving some assets exempt
from HSR and somc nol, the non-cxempl portions will be reviewed under the normal HSR process);
Premerger Not. Off., FTC, Formal Interpretation 17, 65 FED. REG. 17,880 (Apr. 5, 2000) (clarifying that
this rule would apply to mixed acquisitions by FHCs). In other cases, the failing FHC will be broken up
and sold to different buyers. The banking picces of the FHC would have to be sold to entitics legally
permitted to own banks; most such transfers would be exempt from HSR and would be reviewed under the
existing bank merger review process (though not all of them, because occasionally acqmisitions of bank
slock or assels are subjecl o HSR; see below). The non-banking pieces could be bought by all dilferent
sorts of buyers, and the merger review rules that would apply will depend on who the buyer is. The
possibililics are:

(1) Any transfer of a non-banking asset to any buyer that is not itself a bank or a BHC would
trigger HSR. For example, an FHC that owns securities underwriting business might sell it to
a competing firm that is not itself owned by an FHC. Under current law, such a transfer
would be simply a garden variety HSR transaction.

The situation is more complex where the acquiror 1s either a bank or another FHC. (Strictly

speaking, the only bank that could purchase non-banking assetls would be a national bank that

makes the purchase through a subsidiary. See supra note 6.) Sometimes HSR applies to such
acquisitions and sometimes il docs nol, as [ollows:

(a) Under current law, if the acquiring entity is an FHC, then its acquisition of non-bank
cntitics 1s fully subject to HSR. See 12 U.S.C. § 1843(k)(6) (providing that an FHC may
commence non-banking “financial” activities without prior FRB approval): 15 US.C. §
18a(c)(8) (providing the HSR applies to FHC acquisitions of non-banking financial
cnlilics that arc exempled [rom FRB prior approval).

(b) However, if an FHC, a BHC that is not permitted to act as an FHC, or a national bank
acquircs a mon-banking cnlily, and thal acquired cnlily cngages in aclivilics “closcly
related to banking or managing or controlling banks” as defined in Federal Reserve
Board regulations, then the acquiror may elect either to make an HSR filing or apply for
FRB approval. See 12 U.S.C. § 1843(c)(8); 12 C.F.R. § 225.28(b). “Closcly rclated”
activities include such things as trust services, data processing, and ATM network
operation.

(3) Finally, there will be cases in which translers of danking assets will be subject to HSR review.

Bank acquisitions are exempt from HSR only where they are subject to pre-merger review by

a banking rcgulator. See 15 U.S.C. § 18a(c)(7), (¢)(8). But they arc reviewed by banking

regulators only where the acquisition of control is itself large enough to trigger the bank

@

N
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of very big financial companies would be subjected only to a hybrid HSR process so fast
and so constrained as to constitute no meaningful antitrust review at all.

The Act reaches this result in two identical provisions. They first provide the
following as to any transfers made by a federal conservator/receiver under the Act:

If a filing is required under the Hart-Scott-Rodino Antitrust Improvements
Act of 1976 with the Department of Justice or the Federal Trade
Commission, the waiting period shall expire not later than the 30th day
following such filing notwithstanding any other provision of Federal law
or any attempt by any Federal agency to extend such waiting period, and
no further request for information by any Federal agency shall be
permitted.

Resolution Bill at § 1209(a)}(1NG)Xii)1); § 1209(h)(10)(A). Both of the identical
provisions then continue with the following, separate rule:
If the Secretary, in consultation with the Chairman of the Federal Reserve
Board, has found that the [conservator/receiver] must act immediately to
prevent the probable failure of the covered bank holding company
involved, the approvals and filings [that would otherwise be required
under the Resolution Bill] . . . shall not be required and the transaction
may be consummated immediately by the [conservator/receiver].
Id. at § 1209(a)(1)}(G)(ii)(1L); § 1209(h)(10)(B).
This is a big change. Under HSR, both parties to an acquisition must make an initial

application on the agencies’ “Form HSR-1.” The application gives the agencies a chance

to decide whether the transaction would violate § 7 of the Clayton Act.* Tt therefore

merger review statules. It is possible that an acquiror could acquire a share in the voling stock
of a banking entity that is too small to trigger bank nerger review but large enough to trigger
HSR review. For example, a BHC may acquirc up to 5% ol the voling stock of a bank
without FRB approval. See 12 U.S.C. § 1842. But if value of the stock is $50 million or
more (as it would be if the target bank’s total voting securitites are worth more than $1 bilion)
and the BHC has total asscts or annual net sales of more than $10 million (as scems likely),
then the transaction is reportable under HSR. See STEPHEN M. AXINN ET AL., ACQUISITIONS
UNDFER THE HART-SCOTT-RODING ANTITRUST IMPROVEMENTS ACT § 6.06[3]]f] (2006).

See generally AXINNEL AL, supra, al § 6.06[3][g]; ABA BANK MERGER HANDBOOK, supra nole 5, at 8-9,

¥ Section 7 of the Clayton Act, 15 U.S.C. § 18, provides that an acquisition by one person of the assets
or voling sccuritics of another is illegal il it would “substantially lessen competition, or tend (o creale a
monopoly.”
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requires detailed discussion of the parties’ markets, their market shares, and their
competitors. So long as the agencies deem the filing complete, it triggers a statutory
waiting period under which the parties may not consummate their transaction earlier than
30 calendar days after the filing is received.

As a practical matter, the agencies approve the vast majority of transactions before
them during this initial 30-day waiting period. However, where they believe that a
transaction may pose substantial competitive risks, they routinely take a few months and
occasionally as much as a year or more to consider them. They also enjoy the benefit of
interviews, depositions, interrogatories, and document production requests, all of which
they may direct to the parties or to third persons. They enforce those disclosure requests
through what are in effect very powerful civil discovery tools.’

All of this remains true, incidentally, even of transactions involving firms that are in
financial distress or even in bankruptcy. HSR still applies in these cases, without any
meaningful differences. Bankruptcy law makes only a small timing modification in some

cases. 10

? See generally AXINN LT AL., supra nole 7, al §§ 7.04 —7.05.

'Y By 1994 amendments, the bankruptcy code provides that where a bankruptcy trustee causes a
transfer of asscts that would trigger an HSR filing, the trustec must make the filing, but that the imtial
waiting period and other procedures operate as if the transfer were a “cash tender offer.” The HSR causes
review of cash tender offers to proceed more quickly than review of other transactions, but otherwise works
in the ordinary way. The cash lender offer rules arc in no way like the super-fasl, constrained review under
the Administration’s resolution authority bill. See 11 U.S.C. § 363(b)(2); see generally AXINN ET AL.,
supra nole 7, at § 7.03[3][a]li1]. In fact, a purposc of the 1994 amendments was to make clear that the
agencies retain their power to make second requests even where the seller is a trustee in bankruptey. See
id. at § 7.04[3].

The fact that the firm in receiverslup is “failing” is of antitrust significance ouly in that, were an
acquisition of that failing entity challenged under Clayton Act § 7, the merging parties might be able to
raise the so-called “failing firm” defense. On HSR review, the agencies will consider whether a failing
firm deflense could be raised successfully if an agency were lo challenge a (ransaction under § 7. A
persuasive failing firm argument might cause the agencies to terminate an HSR review more quickly than
they otherwise would, bul the availability of the defense does not otherwise alter the HSR process. See
U.S. DEP’TOF JUST. & FTC, HORIZONTAL MERGER GUIDELINES § 5 (1997).
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But under the Resolution Bill, this would all be quite different. The agencies would
have 30 (presumably calendar) days to make their judgment, period. They must make
that judgment solely on the basis of the information initially given on Form HSR-1, and
there is a serious possibility under the bill as written that that might amount to only
whatever informaion the conservator/receiver decides is enough.'' The transactions at
issue are certain to be complex, because by definition the firms at stake will be
systemically significant and are likely to hold massive assets throughout the entire world.
Moreover, the risk of getting the analysis wrong is significant. The assets to be sold will
be large and the buyer will ordinarily be a very large competitor (or else it would lack the
resources to buy all or part of a systemically significant financial holding company) that
might be well positioned to use them to anticompetitive ends.”? Bear in mind that the
two federal agencies that perform HSR review are already responsible for oversight of
every other significant merger and acquisition in the entire U/.S. econonty. It is hard to
imagine how they could provide any meaningful check on anticompetitive transfers under

these circumstances.

For the sake of clarity, T think T should reiterate that the Resolution Bill’s antitrust

approach is a bad one not just because of this change in the HSR process. The entire

""" A possibly serious issue of interpretation under the Act is whether the agencies could have any say at
all in how much information must be included with the HSR-1 filing. Under current law, the agencics can
deem an initial filing incomplete and demand a revised filing, in which case the statutory time period does
not begin until the subsequent filing is made. 16 CF.R. § 803.10(c)(2). But the Act provides that once the
filing 1s made (which presumably would be made on Form HSR-1), the waiting period “shall expire not
later than the 30th day following such filing,” and that once the filing is made, “no further request for
information . . . shall be permitted.” Tlus might indicate that no matter what information is included, the
agencies would have no recourse lo deem the [iling incomplete.

"> As Mr. Krimminger made clear, the conservatot/receiver would be obliged in making any transfer to
find the highest bidder for the assels in question. But much of the time the highest bidder will be the firm
that can use the assets to their most anticompetitive and therefore most profitable end.
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approach is problematic, because it incorporates a system of bank merger review that is
itself fraught with failures and weaknesses. As I mentioned in my earlier statement, the
fact that that idiosyncratic system even continues is an anomaly whose explanation seems
increasingly strained,” and the system has been the subject of sustained criticism."
Among other things, the permissiveness of this system, which has never taken systemic
risk as a serious component of analysis, must be held partly to blame for the rise of so

many TBTF firms in the first place.

Having laid out all that regulatory detail, let us consider a practical example. The
company that is now Citigroup has been the beneficiary of four different, ad hoc
government bailouts since the Great Depression. Assuming that it can regain stability
following the current rescue, it will remain an immense entity. Though it has shed some
of the assets that as of 1998 made it the largest financial firm in world history—most

importantly the Travelers insurance company, which it spun off in 2002—and though it

3 To be clear, the current system was not created as an exception to HSR after HSR had already been
put in place. It came into being long hefore Congress adopted HSR in 1976. [t persists as an idiosyncratic
exception Lo HSR review, but the policy justification for this special trealment has changed over the vears
and seems increasingly strained.  As initially conceived, the svstem was designed to impose more
compelilive discipline on bank mergers than was thought o be available under the law as il exisied at the
time (the 1950s). Now, after the adoption of HSR, it has come to impose considerably ess discipline than
the law imposes on mergers in almost any other industry. If there is any clear contemporary justification
for this more lax treatment, it is only the traditional “destructive competition” concern, manifesting itself as
a desire to protect the deposit insurance system. See¢ Bernard Shull, The Origins of Anfitrusi in Banking:
An Historical Perspective, 41 ANTIIRUST BULL. 255 (1996) Lawrence J. While, Banking, Mergers, and
Antitrust: Historical Perspectives, and the Research Tasks Ahead, 41 ANTITRUST BULL. 323 (1996).

M See Peler C. Carstensen, A Time to Return to Competition Goals in Banking Policy and Antitrust
Enforcement: A Memorandum to the Antitrust Division, 41 ANTITRUST BULL. 489 (1996); Peter C.
Carstensen, Restricting the Power to Promote Competition in Banking: A Foolish Consistency Among the
Circuits, 1983 DUKL L. ). 380; Panel Discussion 1: The Development of Bank Merger Law, Symposium:
The Antitrust Aspects of Bank Mergers, |13 FORDHAM J. CORP. & FIN. L. 511, 512 (2008) (comments of
Professor Carl Felsenfeld, Fordham Law School); Margaret E. Guerin-Calvert, Current Merger Policy:
Banking and ATA Network Mergers, 41 ANTTIRUST BULL. 289 (1996); See generally AMC REPORY, supra
note 5, at 363-64 (criticizing all statutory limits on merger review in regulated industries, calling for full
application of Clayton Act § 7 and the HSR (o all such mergers, and calling for [ull compelilion review
authority as to such mergers to be returned to the antitrust enforcement agerncies).
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intends to sell more, Citigroup retains about 200 million business and consumer
customers in more than 140 countries. Along with its core banking business, the
company apparently intends to retain a large investment banking operation, a global
private banking/wealth management operation, and significant businesses in hedge funds,
private equity, and other investment vehicles. Also, though it apparently intends to sell
them, for the time being it retains the Smith Barney brokerage firm, the large life
insurance and financial services firm known as Primerica, and significant businesses in
real estate and consumer finance.”® But Citigroup remains a severely troubled institution,
and if the Resolution Bill were to pass there is no small chance that it would be the first
firm put into a federal receivership. If so, when a buyer is found for Citigroup’s
traditional banking businesses, their transfer would be subject only to review by the FRB
under existing bank merger law, and the Resolution Bill would automatically trigger the
emergency time periods contained in that law. In other words, the FRB would probably
make its decision in about one or two months, and the DOJ would have to provide a
“report on competitive factors” in ten days of FRB’s request for it.'® These decisions
would have to be made about transfer of a firm that, by number of customers, remains the
world’s single largest bank.'” Then, when buyers are found for the non-banking parts,
DOJ would get a filing on Form HSR-1, which really might include only as much or as

little information as the conservator/receiver wants to give, and must decide within 30

13 See generally Andrew Marlin & Grelchen Morgensen, Can Citigroup Carry Its Own Weight?, N.Y .
TmMES, Nov. 1, 2009, at BU (discussing Citigroup’s history of government rescues and its current state);
http://www citigroup.com/citi/business/ (compary website explaining its current businesses).

18 Resolution Bill §§ 1209(a)(1)(G)(ii)(1) and 1209(h)(10)(A) both trigger this 10-day compoetition
report provision. That provision is also available under existing bank merger law where the responsible
bank regulator determines that one of the banks might fail; the Resolution Bill triggers it automatically.

7 All the same would be true of (he many lines of Citigroup’s business (hal are “closely related” to
banking, and therefore exempt from HSR, like some of its real estate investment businesses, much of the
Smith Barncy brokerage business, mergers-and-acquisitions advisory [unclions, and some other alfairs.
See 12 CFR. §225.28.
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days whether it would be anticompetitive to sell a large range of non-banking assets,
including a massive securities underwriting operation and the Primerica firm, which
among other things manages tens of billions of dollars of life insurance obligations for six
million clients. Finally, if the Treasury Secretary and the FRB Chairman deem there to
be emergency conditions, then a/f of Citigroup, one of the world’s largest financial
institutions, could be sold to one or many buyers with no antitrust review of any kind.
The last part is the most breathtaking. Recent events make it seem likely that in many
cases of failing, systemically significant FHCs the federal government will consider there

to be an “emergency.”

Both under the traditional bank merger review and the new, hybrid HSR review, the
time constraints and the magnitude of the transactions will ensure that major transactions
under the Resolution Bill will not get meaningful antitrust review. This is sufficiently
clear to beg the question why the Act fails just to exempt these transactions from antitrust
altogether; it is fairly clear that the bill’s drafters have no concern for it.'"®  Presumably
doing so explicitly would have seemed too impolitic. But if outright exemption from
antitrust review is in some way a bad thing, then one must acknowledge that the
procedures in the Resolution Bill are also inadequate, as they will reach much the same

result.

18 See supra note 4; see also U.S. DEP’T OF THE TREASURY, FINANCIAL REGULATORY REFORM: A NEW
FOUNDATION (2009) (88-page report explaining Administration’s financial regulatory reform package,
including the Resolution Bill, which never mentions antitrust and only very obliquely discusses
competition).
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HARVEY R. MILLER

BY FEDERAL EXPRESS AND E-MAIL

Honorable John Conyers, Jr.
Chairman

Committee on the Judiciary
House of Representatives
Washington, D.C. 20515

Re:  October 22,2009 Hearing on: Too Big To Fail —
The Role for Bankruptcy and Antitrust Law in

Financial Regulation Reform

Dear Mr. Chairman:

Reference is made to Chairman Ben Bernanke’s letter to you dated October 21,
2009 (the “Bernanke Letter™), in support of the establishment of a new resolution regime for
systemically important financial firms (“SIFFs™). 1 write to address the unfortunate blurring of
two different and very distinct issues in the Bernanke Letter, as well as in the written and oral
statements submitted by Michael Barr and Michael Krimminger at the October 22 hearing of the
Subcommittee on Commercial and Administrative Law. These issues are (1) the detection and
prevention of the “disorderly failure” referenced in the Bernanke Letter: and (2) the
administration of failure — after failure has occurred — and avoidance of systemic consequences,

Oversight, detection and prevention of financial distress and potential failure is a
separate and distinct subject. Dealing with failure and the consequences of failure is an entirely
different discipline. Financial assistance, adequate capitalization, increased oversight and
regulation all go far to prevent failure. As I have stated, while the events surrounding [.ehman’s
failure were extraordinary, what Lehman needed on the eve of its failure was liquidity to provide
a bridge to a sale or an orderly wind-down to avoid systemic consequences. Se¢ Testimony of
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Tlarvey Miller at p. 15. In the words of Timothy Geithner, there was a need to put foam on the
ranway. A liquidity shortfall is the harbinger of failure. The failure of SIFFs could, therefore,
be prevented through the imposition of enhanced capital requirements and increased regulatory
oversight, along with an expansion of the government's ability to provide emergency financial
assistance if necessary to protect the public interest. Even if these measures do not prevent
failure, they would go far in mitigating its impact ~ i.e., in providing a soft landing rather than a
“disorderly” crash. Tt must be acknowledged that the definition of bailout is plural, A bridge
loan is a bailout as is a Bear Stearns rescue plan. Accordingly, the issue presented is whether a
form of bailout or bankruptey adequately protect the public interest and provides the
transparency and respect for the separation of powers that is appropriate.

Onee failure occurs, the question is what is the most efficient and economicul
process to deal with it? ‘We are fortunate in the United States to have developed a body of laws
dealing with the consequences of failure. Yet the recommendations of the United States
Departraent of the Treasury (the “Treasury”), the Federal Deposit Insurance Corporation (the
“EDIC"). and Chairman Bernanke are stubbornly premised on their unexplained conclusion that
“the bankruptcy code does not sufficiently protect the public’s strong interest in ensuring the
orderly resolution of'a nonbank financial firm.” See Bernanke Letter at p. 4. What s the basis
for this conclusion?

The Bernanke Letter argues that a new regime is necessary that would replace the
bankruptcy code and the bankruptey courts, and empower the FDIC “to take control of the
management and operations of the failing firm; to sell assets, liabilitics, and business units of the
firm; to transfier the viable portions of the firm to a new “bridge’ entity that can continue these
operations with minimal disruptions while preserving value; and to repudiate contracts of the firm,
subject to appropriate recompense.” All of these tools, hawever, are available within the framework
(and, specifically. scction 363 and 365) of the bankruptcy code. The Bernanke Letter also states that
we need “credible processes for imposing losses on shareholders and creditors of the firm is essential
to restoring a meaningful degree of market discipline and addressing the too-big-to-fail problem.”
As I have stated, the bankruptey code does impose the losscs on creditors and shareholders by virtue
of the application of the principle of absolute priority, See Testimony of Harvey Miller at p. 14.

The Lehman, General Motors, and Chrysler chapter 11 cases are concrete
examples of this. The Lehman case demonstrates not only how monumental a task it can be to
resolve a SIFF, but that such resolution is possible within the framework of the bankruptey code,
and without the need o spend one eent of taxpayer funds.! The General Motors and Chrysler

' As the bankruptcy court oversecing Lehman's case has recognized, despite
.. the history that we’ve had in this case for the last, approximately, ninc months in
which we have been dealing with any nomber of unprecedented commercial transactions
that [ believe have never been presented in a bankruptey court at least to this level of
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cases have demonstrated that the use of government bridge loans to effectuate orderly transfers
of assets and wind-downs may be accomplished through the bankruptey process, with the cost
imposed on creditors and shareholders of the particular entity. The shareholders of Lehman,
General Motors, and Chrysler have been wiped out. Creditor recoveries in those cases will be
minimal. In addition, the administration of the chapter 11 case of Lehman has not cost the
federal government a single dollar. Reliance on government assistance is not the preferred
course of action for any firm if it can be avoided. However, it may facilitate a post-bankruptey
sale. Such a sale may occur expeditiously and repay such assistance. [n Lehman, the sale of the
Notth American capital markets business occurred within one week of the commencement of the
bankruptey case. Similarly, the General Motors and Chrysler sales occuired within 46 days of
their respective commencement dates.

Bankruptcy cascs proceed in the clear light of transparency, with full respect for
the rights of all parties in interest and for the due process of law. As the bankruptcy court
overseeing Lehman’s chapter 11 cases has observed:

Transparency, the sharing of information, cooperation, investigation,
these are the hallmarks of this bankruptcy case up to this point.

See Tr. of July 15,2009 Hr’g, at 135:17-19, The “open courtroom has been a fundamental
feature of the American judicial system.” Brown v. Williamson Tobacco Corp. v. Federal Trade
Comm’n, 710 F.2d 1165, 1178 (6th Cir. 1983). How open would the process be under a regime
that takes the process out of the courts and leaves it in the hands of the executive branch? When
the FDIC attempts to sel! assets, liabilities, and business units of the firm, will creditors have an
opportunity to object to the price or the manner of sale, as they can under the bankruptey code?
When the FDIC decides to repudiate contracts of the firm “subject to appropriate recompense,”
who will be the judge of what is “appropriate™ When the FDIC engages in a “credible process™
for imposing losses on shareholders and creditors, who will be the judge of what is “credible™?
The answer that an action may be initiated by a complaint in the appropriate Federal District
Court is hardly satisfactory.

Indeed, the bankruptey code (with appropriate amendatory corrections) and the
bankruptey courts are perfectly capable - if not more capable - of dealing with the consequences
of a failed SIFF. Such failures are bonnd to be of an unimaginable scope. As the Lehman court

volume and sophistication. ..somehow, counsel have been able to work out procedures,
whether related to open trades or....to proofs of claim for derivatives. And 1 think that it's
going to be possible to deal with particular problems all of which [ can't presently foresee
as they arise.

See Tr. of June 29, 2009 Hr'g, at 36:25 - 37:8.
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has commented, Lehman’s case “involves a level of complexity that probably goes beyond that
of almost any other case [this court} can identify.” See Tr. of May 13, 2009 Hr'g at 20:3-4.
There is no reason to think that the next failure will be any simpler. On the conirary: today, the
ten largest financial institutions hold 60% of the financial assets of the United States, as
compared to 10% in 1990. If we expand the number of institutions to 20, they hold 80% of the
financial assets.

Given these figures, the size of a first tier non-bank financial holding company, if
in distress, will be well beyond the capabilities of the FDIC to deal with. Mr. Krimminger
testified that the FDIC's staff is comprised of approximately 300 individuals — individuals who
seem to be substantially occupied with handling the more than 100 small and mediun-size bank
failures that bave occurred since the beginning of 2009. To date, Leluman’s case has absorbed
the full-time resources of more than 630 persons. How can the FDIC believe that it will be
physically capable of handling the failure of another SIFF? What experjence does the FDIC
have in resolving international securities transactions and the unwinding of esoteric finaneial
instruments such as swaps, repos, forward sale contracts, foreign exchange contracts, and the
structured investment vehicles and special purpose entities created to hold collateral for
derivatives transactions? SIFFs are likely to engage not only in these trades, but in a wide
variety of businesses on a global level. What experience does the FDIC have with the
management and control of multinational financial enterprises and the administration of
multinational insolvency proceedings? (In the Lehman cases, there are more than 80 separate
insolvency proeeedings commenced in 16 different jurisdictions.) Finaily, any SIFF, such as a
tier-1 non-bank financial holding company, may also encompass within its corporate group a
regulated broker-dealer subject to the Securities Investor Protection Act of 1970 (IsU.S.C.
78aaa ct seq.). How would a resolution regime reconcile its powers with that of the Securities
Investor Protection Corporation?



333

WEIL, GOTSHAL & MANGES LLP
Honorable John Conyers, Jr.

Octlober 27, 2009
Page 5

There need to be as many options available to the government as necessary to
prevent the failure of a SIFE. But once failure becomes inevitable, it is most probable that the
FDIC will not be capable of dealing with the consequences. The bankruptey courts are. They
have proven this time and again, and clearly during these extraordinarily difficult times.
Moreover, they have done so while preserving the constitutional rights of creditors, shareholders,
and other parties in intercst. The process has been fair, transparent, and zealously protective of
the due process of law, We must not underestimate these values for the sake of expedience or
convenience,

e
Respegtfully,
s

e
£

ce: Honorable Steve Cohen, Chairman of the Subcommittee on Commercial and
Administrative Law

Ben S. Bernanke, Chairman of the Board of Governors of the Federal Reserve System

Michael S. Barr, Esq., Assistant Secretary tor Financial Institutions, United States
Department of the Treasury

Michael H. Krimminger, Esq., Special Advisor for Policy to the Chairman of the Federal
Deposit Insurance Corporation
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BY E-MAIL

Honorable John Conyers, Jr., Chairman
Committee on the Judiciary

House of Representatives

Washington, D.C. 20515

Re:  October 22,2009 Hearing on: Too Big To Fail -
The Role for Bankruptcy and Antitrust Law in
Financial Regulation Reform

Dear Mr. Chairman:

1 refer to my letter to you dated October 27, 2009, concerning the establishment of
anew resolution regime for systemically important financial firms. In my letter, I cite Michael
Krimminger as having testified at the October 22 hearing of the Subcommittee on Commercia}
and Administrative Law that the FDIC’s staff is comprised of approximately 300 individuals.
With my apologies to Mr. Krimminger, I write to inform you that I appear to have misheard his
testimony, as he has since informed me that the FDIC staf? is today comprised of approximately
6,300 individuals.

Respectfully,

y P o
/{ﬂrﬂq :</: /4{/:3/11?/ (/Lf H)

Harvey R Miller

cc: Honorable Steve Cohen, Chairman of the Subcommittee on Commercial and
Administrative Law
Ben 8. Bernanke, Chairman of the Board of Governors of the Federal Reserve System
Michael S. Barr, Esq., Assistant Secretary for Financial Institutions, United States
Department of the Treasury
Michael H. Krimminger, Esq., Special Advisor for Policy to the Chairman of the Federal
Deposit Insurance Corporation



