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The financial crisis of2007-2009 challenged policy makers to produce a
mechanism that protects the economy from another financial meltdown. That
mechanism included an Orderly Liquidation Authority ("OLA') receivership,

whose legislative purpose was to replace the panic-facilitating bankruptcy regime
with a stealthy orderly receivership regime. Instead, it may have unintention-
ally created a structure that can lead to more financial bankruptcy panics. The

author of this article discusses the OLA and its implications.

T here is a saying attributed to Mark Twain that "[a] banker is a fel-
low who lends you his umbrella when the sun is shining, but wants
it back the minute it begins to rain."' Prior to the financial crisis of

2007-2009, banks were looking to expand their consumer base.2 Yet, when
the "shadow banking"3 storm blew in and caused the financial crisis, con-
sumers holding subprime mortgages were unable to access bank funds to
refinance, leading to widespread foreclosure.' Compelled by the crisis, the
United States Congress implemented sweeping changes to the banking sec-
tor, which are known as the Dodd-Frank Wall Street Reform and Consumer
Protection Act ("Dodd-Frank").

Title II of Dodd-Frank created the Orderly Liquidation Authority
("OLA"), a government agency, and vested it with the power of placing a strug-
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gling, systemically important financial institution into Federal Deposit Insur-
ance Corporation ("FDIC") receivership to maintain financial stability.6 The
belief is that due to the "pervasive fragility" of the financial system, one key
financial institution that fails can drag the entire system into a financial abyss.7

LEGISLATIVE HISTORY OF THE OLA

The legislative history of the OLA highlights how lawmakers, due to the
2007-2009 financial crisis, created a new insolvency regime to prevent finan-
cial distress and possible failure of systemically significant financial institu-
tions. The Obama administration, in addressing the need of a new insolvency
regime, submitted the following statement to Congress:

AIG highlights broad failures of our financial system. Our regulatory sys-
tem was not equipped to prevent the buildup of dangerous levels of risk.
Compensation practices encouraged risk-taking and rewarded short-
term profits over long-term financial stability, overwhelming the checks
and balances in the system. The U.S. government does not have the legal
means today to manage the orderly restructuring of a large, complex,
non-bank financial institution that poses a threat to the stability of our
financial system...

As we have seen with AIG, distress at large, interconnected, non-deposi-
tory financial institutions can pose systemic risks just as distressed banks
can. The Administration proposes legislation to give the U.S. govern-
ment the same basic set of tools for addressing financial distress at non-
banks as it has in the bank context.

The proposed resolution authority would allow the government to pro-
vide financial assistance to make loans to an institution, purchase its ob-
ligations or assets, assume or guarantee its liabilities, and purchase an
equity interest.

The U.S. government as a conservator or receiver would have additional
powers to sell or transfer the assets or liabilities of the institution in ques-
tion, renegotiate or repudiate the institution's contracts (including with
its employees), and prevent certain financial contracts with the institution
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from being terminated on account of the conservatorship or receivership.

This proposed legislation would fill a significant void in the current fi-
nancial services regulatory structure with respect to non-bank financial
institutions. Implementation would be modeled on the resolution au-
thority that the FDIC has under current law with respect to banks.'

Using AIG as a backdrop, this statement stressed the need for a new insol-
vency regime to properly manage distressed, systemic risk-causing, intercon-
nected financial institutions.

Then FDIC chairman Sheila Bair, in testimony before Congress, echoed
the need for a new insolvency framework:

One action is to create or designate a supervisory framework for regulat-
ing systemic risk. Another critical aspect to ending too big to fail is to es-
tablish a comprehensive resolution authority for systemically significant
financial companies that makes the failure of any systemically important
institution both credible and feasible. A realistic resolution regime would
send a message that no institution is really too big to ultimately fail.

Similar to the above, Ms. Bair stressed the need for a new insolvency regime
to manage the possible failure of systemically vital financial institutions.

In sum, the record shows that policy makers created the OLA to properly
manage troubled financial institutions that may otherwise contribute to fu-
ture financial crises.

SYSTEMIC RISK

The U.S. Commodities Future Trading Commission defines systemic risk
as "[t]he risk that a default by one market participant will have repercussions
on other participants due to the interlocking nature of financial markets.
For example, Customer As default in X market may affect Intermediary B's
ability to fulfill its obligations in Markets X, Y, and Z.""o Similarly, another
commentator defines systemic risk as "the possibility of a series of correlated
defaults among financial institutions - typically banks - that occur over a
short period of time, often caused by a single major event."" That is to say,
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one consequential event can engender systemic risk.
Avoiding systemic risk is particularly important because of its implica-

tions. Systemic risk due to bank failures triggered the Great Depression,' 2

which was "in a league of its own in severity."" As a result, poverty and un-
employment were widespread, fostering a significant increase in crime."

Similarly, during the recent financial crisis, the unemployment rate and
foreclosure rate more than doubled." Not surprisingly, the crime rate also
increased.' 6 Hence, the need for a mechanism to control systemic risk.

CAN BANKRUPTCY SOLVE SYSTEMIC RISK?

A basic feature of the U.S. Bankruptcy Code ("Code") is the automatic
stay, which, upon filing, generally protects a debtor's interest by halting credi-
tor action from pre-petition debt.' 7 However, Section 560 of the Code pro-
vides a notable exception to the automatic stay:

[t]he exercise of any contractual right of any swap participant or financial
participant to cause the liquidation, termination, or acceleration of one
or more swap agreements because of a condition of the kind specified
in section 365 (e)(1) of this title or to offset or net out any termination
values or payment amounts arising under or in connection with the ter-
mination, liquidation, or acceleration of one or more swap agreements
shall not be stayed, avoided, or otherwise limited by operation of any
provision of this title or by order of a court or administrative agency in
any proceeding under this title.'8

That is, non-debtor counterparties to swap agreements may enforce their
contractual rights despite a debtor-counterparty's bankruptcy petition. Code
Section 561provides a similar exception for securities contracts, commod-
ity contracts, forward contracts, repurchase agreements, and master netting
agreements (these exceptions are collectively referred to as "safe harbor pro-
tections").'"

Congress enacted the safe harbor protections to prevent the "insolvency
of one commodity or security firm [from] spreading to other firms and pos-
sibly threatening the collapse of the affected market." 20 In other words, Con-
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gress effectuated the safe harbor protections to avoid systemic risk that may
be caused by financial contracts.

Some academics agree with this rationale. Ohio State University econom-
ics Professor Rene M. Stulz argued that the derivatives exemption is necessary
to maintain a non-debtor counterparty's liquidity during economic turmoil.'
Absent the safe harbor protections, "default on derivatives contracts would
present a considerable problem since counterparties might have to wait, per-
haps for years, for their claims to be adjudicated, leaving them with mostly
unhedgeable risks." 22 Thus, the safe harbor protections fbr financial deriva-
tives may act to reduce systemic risk.

However, the safe harbor protections are not absolute and must be utilized
in a way that prevents systemic risk. In 2007, Metavante Corporation ("Meta-
vante") entered into an interest rate swap agreement, pursuant to an Inter-
national Swap and Derivatives Agreement ("ISDA"), with Lehman Brothers
Holding Inc. ("LBHI") and Lehman Brothers Special Financing ("LBSF").23

Per Section 5(a) of the ISDA, the bankruptcy constituted a default, allowing
Metavante to terminate the agreement despite the bankruptcy filing.24 Eleven
months after LBHI and LBSF filed for bankruptcy, Metavante, relying upon
the safe harbor provisions of the code,25 had not netted per the ISDA agree-
ment.26 The court, relying in part on the legislative history, held that the safe
harbor protections only provide a non-debtor counterparty with the right to
"liquidate, terminate or accelerate a swap," not to ride it out for a year, which
would allow for systemic risk.

Moreover, Sheila Bair, in contrast to Professor Stulz, noted that the safe
harbor provisions do not stem systemic risk during a financial crisis: "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, fieeze market liquidity as
investors pull back, and create risks of collapse for many other firms."2

1

The preceding was only in regard to financial derivatives. It can be in-
ferred that bankruptcy as a whole is not an effective tool to combat systemic
risk. An example is the September 15, 2008 Lehman Brothers bankruptcy
filing, which commentators believe triggered the financial crisis and spawned
systemic risk as the crisis spread to other sectors of the economy. 0 As such,
bankruptcy is an inadequate process to ward-off systemic risk.
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Counter to the above, Professor Jean Helwege believes that the bankrupt-
cy regime can avoid systemic risk. Federal Reserve Chairman Ben Bernanke
stated:

Bear advised the Federal Reserve.. .that it would be forced to file for
bankruptcy the next day unless alternative sources of funds became avail-
able. A bankruptcy filing would have forced Bear's secured creditors and
counterparties to liquidate the underlying collateral and, given the il-
liquidity of markets, those creditors and counterparties might well have
sustained losses. If they responded to losses or the unexpected illiquidity
of their holdings by pulling back from providing secured financing to
other firms, a much broader liquidity crisis would have ensued... .1

Professor Helwege disputes Chairman Bernanke's assertion that a Bear Stea-
rns bankruptcy would have led to creditors liquidating assets. 32 She explains
that the chairman's "description of the bankruptcy process highlights the idea
that creditors of a failed firm are forced to liquidate assets, and to do so
with haste."33 However, bankruptcy law facilitates "the idea that creditors
should be allowed to maximize the value of the assets now under their con-
trol," which includes the continued operation of the bankrupt debtor's busi-
ness.M Professor Helwege also points out that "bankruptcy cascades," when
bankruptcy spreads from one firm to another, are rare.35 Therefore, Professor
Helwege believes that the bankruptcy regime can be an effective tool to stem
systemic risk.

Even assuming that Professor Helwege's theory is correct, public percep-
tion of bankruptcy and media speculation of market reaction can fuel finan-
cial chaos. History is full of large financial failures that caused bank runs and
chaos, regardless of the bankruptcy regime.36 Thus, as a practical matter, the
use of bankruptcy protocol cannot solve systemic risk.

BANKS,THE FINANCIAL SERVICES INDUSTRY, AND BANKRUPTCY

In contrast to other countries, 7 U.S. insolvency law manages banks and
non-banks differently.38 Banks are not eligible for bankruptcy; non-banks are
eligible for bankruptcy." The term "bank" does not include all financial ser-

8



THE ORDERLY LIQUIDATION AUTHORITY: FRIEND OR FOE?

vices providers; rather, only banks that accept deposits are excluded from
bankruptcy while other financial institutions, including bank holding com-
panies ("BHCs"), may file for bankruptcy.40

In general, banks receive special treatment because: "(1) banks offer
transaction accounts; (2) banks are the backup source of liquidity for all other
institutions; (3) banks are the transmission belt for monetary policy."4'

First, banks offer transaction accounts, which are essential for public con-
fidence."4 Banks incur liabilities that are payable on demand, resulting in a
mismatch of assets and liabilities, making them vulnerable to "sudden drains
on deposits that can jeopardize their solvency."43 As such, a bank requires
proper risk control so the public does not make a run on their deposits."

Second, banks provide liquidity for other institutions, so a bank's credit
decisions affect the system as a whole."5 A bank's ability to provide liquidity
and elasticity, especially when other sources are unable to, is a vital part of the
economic system.46 Consequently, a bank's position as a standby institution
to all sectors of the economy makes banks critical, both directly and indi-
rectly, to the preservation and growth of the economy.47

Third, a bank's link to the central bank, or "transmission belt," is a fun-
damental aspect of monetary policy." A central bank's charge is to regulate
the size of a nation's money supply, the availability and cost of its credit, and
the foreign-exchange value of its currency. 9 Therefore, a bank, which acts as
a conduit of central bank policy, is an important factor in implementing U.S.
monetary policy.s0

Due to a bank's special role in the economy, Congress bifurcated the
processes for bank and non-bank insolvencies. The purpose of bankruptcy
law is to provide a debtor with a fresh start, which is accomplished through a
discharge." The fresh start is a debtor's private interest.52 It follows that U.S.
law provides non-banks with the ability to attain a fresh start through bank-
ruptcy. Bank insolvencies, in contrast, are not private interests due to their
special nature, so their insolvencies are not addressed through the bankruptcy
process; instead, they are addressed through an FDIC receivership process."

Other financial institutions, including BHCs, can utilize the bankruptcy
process to effectuate a fresh start.'" Ostensibly, since BHCs, unlike banks,
lack the above-mentioned properties that spawn special treatment," Con-
gress did not exclude BHCs from the bankruptcy regime.
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In sum, the law equips non-banks with the ability to effectuate a fresh
start through the bankruptcy process because non-banks have private inter-
ests. Banks, on the other hand, are excluded from the bankruptcy process
because they are essential components of the monetary system.

FINANCIAL DISTRESS

News of a key financial institutions distress has a history of causing hav-
oc. Therefore, in today's financial and economic environment, a financial in-
stitution that files for bankruptcy would likely trigger a financial tidal wave."6

During the Great Depression, over 9,000 banks failed worldwide, causing
panic and systemic risk." The banking collapse, which post-dated the stock
market crash of 1929, began when Creditanstalt, Austria's largest bank, filed
for bankruptcy on May 11, 1931.11 Though the Austrian government re-
ceived an international loan to finance Creditanstalt's liquidity, the loan was
insufficient." The bankruptcy led to weaker central bank liquidity, triggering
a tsunami of bank closures.60

Inl984, rumors of Continental Illinois National Bank and Trust Com-
pany's ("Continental") financial distress and imminent failure prompted
large foreign depositors to begin "a high-speed electronic deposit run on the
bank."61 In total, foreign banks withdrew more than $6 billion between May
8 and May 19 of 1984.62 In the U.S., the Chicago Board of Trade Clearing
Corporation withdrew $50 million on or about May 9.63 When word of the
withdrawal hit the wire services, a deposit run ensued."

The most recent financial crisis also caused panic, as large-scale with-
drawals caused bank runs at major financial institutions. In 2008, due to the
crisis, Washington Mutual depositors withdrew $16.5 billion in 10 days and
Wachovia depositors withdrew $5 billion in one day.65 Accordingly, history
shows that information of possible financial distress creates panic.

PURPOSE AND OPERATION OF THE OLA

Title II of the Dodd-Frank Act created the OLA, which acts as a new
insolvency regime to prevent systemic risk." Intended to end bailouts67 and
panic ensuing from too big to fail financial institutions, the OLA can ap-
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point the Federal Deposit Insurance Corporation ("FDIC") as a receiver" to
administer the orderly liquidation of a systemically-significant but distressed
non-bank financial entity (or "covered financial company').69

A Senate Committee on Banking, Housing and Urban Affairs report that
accompanied a predecessor bill to the Dodd-Frank Act emphasized the OLA's
importance:

Title II establishes an orderly liquidation authority to give the U.S. Gov-
ernment a viable alternative to the undesirable choice it faced during the
financial crisis between bankruptcy of a large, complex financial com-
pany that would disrupt markets and damage the economy, and bailout
of such financial company that would expose taxpayers to losses and un-
dermine market discipline.70

The goal of the OLA is threefold: (1) creditors and shareholders, not tax-
payers, will bear the costs of the covered financial company; (2) management
responsible for the distressed condition of the financial company will not be
retained; and (3) the OLA and other appropriate agencies will take all neces-
sary steps to assure that all responsible parties bear losses consistent with their
responsibilities.71

Moreover, the OIXs purpose is in sharp contrast to the bankruptcy re-

gime's purpose. As stated above, bankruptcy's purpose is to provide a debtor
with a fresh start.7 The OLA, on the other hand, utilizes its receivership pow-
ers "for purposes of the financial stability of the United States, and not for
the purpose of preserving the covered financial company."73 In other words,
bankruptcy's primary goal is to protect the debtor; the OLXs primary goal
is to insure U.S. financial stability, not the financial health of the distressed
company.

The process for systemic risk designation includes the secretary of the
treasury's determination that the systemically-important company in ques-
tion is "in default or in danger of default." To determine whether it is in de-
fault or danger of default, the law provides, among other factors, that "a case
has been, or likely will promptly be, commenced with respect to the financial
company under the Bankruptcy Code."75 That is, Title II OLA receivership
action is pegged to a hypothetical bankruptcy filing.
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Furthermore, a covered financial company cannot forestall OLA receiver-
ship by filing a bankruptcy petition. Instead, upon notice to the bankruptcy
court, a covered financial company in OLA receivership shall have its bank-
ruptcy case dismissed.? Nor does the OLA have any apparent statutory limita-
tion on how long after a case under Chapter 7 or Chapter 11 of the Bankruptcy
Code is commenced to appoint the FDIC as receiver.78 This process is conduct-
ed quickly and quietly. The secretary of the treasury is to present to the D.C.
District Court all relevant findings and the recommendation made pursuant to
§ 5381(a)(11.79 The scope of the district court's review is limited to whether
the secretary's determination that the covered financial company satisfies the
definition of a "financial company" and is in "default."' The secretary must
also submit evidence that these findings are not "arbitrary and capricious."" If
the district court concludes that the secretary's determination satisfies the above
factors, it is to issue an order authorizing the secretary to immediately appoint
the FDIC as receiver." If no decision is rendered 24 hours after receipt of the
petition, the petition is granted by operation of law, the FDIC will be appoint-
ed as receiver, and liquidation under Title II will commence.83 The purpose
for this stealth process is to avoid panic that would ensue from a systemically
important financial bankruptcy filing."

Once in receivership, the OLA liquidates the corporation instead of al-
lowing it to fail." However, assets and services of the business in receivership
may be parsed and, using those parsed assets, the OLA can create a bridge
company." The bridge company has a two year mandate with an option for
three subsequent one year periods. 7 The bridge company acts as a bridge un-
til the OLA finds a buyer." Upon sale of the bridge company, the OLA uses
the proceeds of that sale to satisfy the financial institution's creditors.89

BANKRUPTCY AND INSOLVENCY

Although the OLA receivership default requirement hinges on a hypo-
thetical bankruptcy,90 not every non-bank financial institution that contem-
plates or files bankruptcy is susceptible to federal receivership.

There is no code provision requiring a debtor to be insolvent.9 ' A debtor
only needs to show that it may in the future be unable to meet its obliga-
tions.92 In fact, from 2003-2007, statistics indicate that bankrupt companies
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had on average six percent more assets than liabilities."
In 2011, American Airlines ("AA") filed for bankruptcy as a strategic

move, not necessarily to discharge debt." Although AA had good financial
health, it had lost approximately $5 billion over the previous three and a
half years and was looking to cut costs." It had been negotiating with labor
unions without success, so AA filed for bankruptcy to lower employee pay-
checks and benefits, thereby cutting costs. 6

In the context of the OIA, Dodd-Frank empowers the OLA to place
a covered financial company in receivership when, among other things, the
company is in "default," which is pegged to a likely or actual bankruptcy fil-
ing .Y Although the OLA has not yet acted upon its authority," the events
leading up to and legislative history of Dodd-Frank suggest that it would not
have authority over solvent or financially healthy corporations that, like AA,
would strategically file for bankruptcy. As mentioned, the legislative history
and events leading to the creation of the OLA suggest that it is mandated to
manage a distressed, non-bank financial institution that is or will soon fail."
It follows that systemically important non-banks that are not in distress and
not failing, even if they would otherwise file or have filed bankruptcy for
strategic purposes, do not fall under the OLAs mandate.

THE OLA AS SELF-DEFEATING LEGISLATION

There are many examples of self-defeating legislation, 00 and the OLA
may be an additional example. Although the legislative history and statutory
language suggest that policy makers were well-intentioned in creating the
OLA, the OLA might actually increase systemic risk and financial instability.

The OLA acts as a government watchdog, not as a default mechanism
for winding up a failed financial institution's business.'0o As such, covered
financial companies are leery of the OLA's ability to place the company in re-
ceivership and remove its management. Therefore, a financial institution that
believes it may be systemically vital will want to fly under the OLA's radar.

Consequently, a covered financial company that is experiencing some
financial difficulty, but not distress, may file for Chapter 11 bankruptcy to
strategically avoid possible OLA receivership. The covered financial company
can utilize the bankruptcy to restructure debt. And, as mentioned, insolvency
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is not a bankruptcy pre-requisite, which allows corporations to utilize Chap-
ter 11 for strategic purposes.1 02 Although a bankruptcy filing does not pre-
clude the OLA from flexing its muscle,' 03 the OIA can only place a covered
financial company into receivership when it is in "default," which is pinned
to bankruptcy.'" And, as mentioned above, the legislative history suggests
that "bankruptcy" in this context refers to financial distress and economic
failure, not "strategic" bankruptcy.'0' Therefore, strategically filing for Chap-
ter 11 bankruptcy would likely be a preferred method for a covered financial
company to avoid the OLA.

Historically, large institutional bankruptcy filings have caused financial
panic.' 6 Most recently, the Lehman Brothers bankruptcy panic was an earth-
quake that gave rise to a financial tsunami because it was systemically significant
and was an interconnected financial institution. 07 Although Lehman Broth-
ers' creditors were not forced into bankruptcy and its profitable assets were
managed by new owners, the bankruptcy still caused widespread panic.'08 An
explanation for the bankruptcy panic is that the public perceived possible bank
runs.'" As such, historical data reveals that systemically important financial
bankruptcies breed panic, even if the panic is not in-line with reality.

Here too, the OLA could be generating panic, which contravenes its pur-
pose.1o It seems that Dodd-Frank did not account for strategic bankruptcies
and their ability to produce financial hysteria. It also seems that Dodd-Frank
did not contemplate how the OLA might be viewed as a predator, causing
covered financial companies to assume preemptive defensive measures. And
because the financial system is interconnected, the ripple effect can poten-
tially be enormous.

All considered, not only does the Dodd-Frank mandated OLA have gaps,
it may also create the financial frenzy it seeks to avoid. The OIA may have
been seeking to circumvent the bankruptcy regime in regard to covered fi-
nancial companies, but instead may have breathed new life into financial
bankruptcies and possible subsequent panics.

CONCLUSION
The financial crisis of 2007-2009 challenged policy makers to produce

a mechanism that protects the economy from another financial meltdown.
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That mechanism included an OLA receivership, whose legislative purpose
was to replace the panic-facilitating bankruptcy regime with a stealth, orderly
receivership regime. Instead, it may have unintentionally created a structure
that can lead to more financial bankruptcy panics. When the gray clouds start
covering a sunny financial day and a financial drizzle begins, a systemically
important covered financial institution will be asking for its umbrella.
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