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Ladies and Gentlemen:
The Clearing House is pleased to present this White Paper on the crucial issue of “Ending Too-Big-toFail: Title II of the Dodd-Frank Act.” Drawing on the experience gained through TCH’s recent Resolution
Simulation Exercise, the White Paper concludes that a Title II “single point of entry” private sector
recapitalization provides a viable process for handling the failure of a large, complex financial institution
without significant systemic consequences and without cost to taxpayers. The Clearing House gratefully
acknowledges the contribution of its Owner Banks and John Dugan and Keith Noreika at Covington &
Burling LLP in the development of this paper.
The White Paper notes, at the outset, that a special resolution arrangement for large, complex financial
institutions is consistent with, rather than a departure from, the general approach adopted by Congress
over decades. Recognizing that financial institutions are different from commercial and industrial
companies, special statutory resolution regimes have long been established for banks, insurance
companies, and broker-dealers. The Title II resolution arrangement is available only when the preexisting resolution mechanisms – e.g., bankruptcy for the holding company and FDIC-administered
resolution for the bank – would result in significant adverse systemic consequences. It ends the perceived
“too-big-to-fail” problem in the United States by requiring that shareholders lose their entire investment,
creditors bear all the remaining losses, culpable management is terminated, and no cost is imposed on the
taxpayer.
The White Paper – like the Simulation Exercise – addresses only a so-called Title II “single point of
entry” private sector recapitalization approach to the failure of a large, complex financial institution.
Under that approach, the FDIC establishes a bridge company to which the parent company’s assets,
predominantly the stock of its operating subsidiaries, are transferred along with secured creditor
liabilities, while the unsecured liabilities and equity are retained in the receivership estate. Capital
shortfalls in the operating subsidiaries are restored by a down-streaming of assets from the parent holding
company and the extinguishment of debt of the operating subsidiaries to the parent holding company.
Any necessary liquidity not provided by the private sector would be provided by the Orderly Liquidation
Fund (“OLF”) established under Title II, but the OLF is fully protected against any loss by the priority of
its claim on the bridge company and its ultimate call on all other systemically important financial
institutions for any short-fall. The bridge company is ultimately recapitalized, similar to a Chapter 11
bankruptcy, by converting the creditors’ claims into the equity of the bridge company.
It is important to emphasize that the “single point of entry” private sector recapitalization approach is not
the only possible resolution option under Title II. There could be, for example, one or more sales of
principal operating subsidiaries and a liquidation of the remaining assets and operations. Or, if a
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depository institution or other operating subsidiary were not salvageable because of contingent liabilities,
it could be separately resolved. It is also important to emphasize that Title II can be invoked only if
resolution under the Bankruptcy Code and the existing bank resolution regimes would not prevent serious
adverse systemic consequences. Accordingly, Title II in any form would only rarely be used, and the
resolution mechanisms existing before Dodd-Frank would continue to be the preferred method for
handling banking institution failures. Title II does, however, provide an important “safety valve” for use
in extraordinary circumstances where failure poses significant adverse systemic risks.
Regulators are working to develop more specific rules relating to how to deal with failures of financial
institutions under the pre-Dodd-Frank resolution framework as well as under Title II, and will have to
take into account differences among institutions as they do so. Because the form of Title II resolution for
any particular institution cannot be determined ex ante, and because the business models of financial
institutions potentially subject to Title II differ so widely, regulators should resist imposing on all
institutions a “one-size-fits-all” set of requirements designed to facilitate a pre-determined Title II
resolution approach. Any such universal requirement, which could include a requirement to hold
minimum amounts of long term debt, would inevitably be insufficient for some institutions and impose an
unfair and unnecessary burden on others. Instead, we recommend that regulators develop a flexible and
clearly targeted approach to any long term debt or other requirements that are intended to facilitate a Title
II resolution to ensure that any such requirements are applied only to the relevant universe of institutions
and appropriately take into account the differences in the business models of such institutions.
We hope that this White Paper makes a meaningful and constructive contribution to the broader dialogue
about the resolvability of large, complex financial institutions and the ongoing preservation of financial
stability.
Sincerely,

Paul Saltzman
President of the Association
EVP and General Counsel of the Payments Company
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I.

Executive Summary and Overview of “Single Point of Entry” Private Sector
Recapitalization Approach
Banks and other financial institutions perform critically important functions for
the real economy: transforming short-term, liquid deposits and debt into longer-term, less liquid
loans and investments. But these critical functions also make financial institution susceptible to
severe liquidity problems that can spread to the financial system and cause deep economic
contraction. In particular, some of the worst problems of large distressed financial institutions
arise from short-term deposits not covered by deposit insurance and from other short-term
obligations that can “run.” With little or no advance notice, these uninsured depositors and
short-term creditors have the ability to withdraw funds that they have lent to a financial
institution or to decline to renew obligations as they come due. When they do so suddenly and in
large quantities – a run – the financial institution may not have enough cash on hand or readily
available from third parties to meet the surge in demand. If it does not, it will fail. When that
happens, those depositors and short-term creditors that were first in line would have gotten all of
their money out before the institution failed, while those at the back of the line still waiting for
their money would suffer severe losses. Knowing this can happen, uninsured depositors and
short-term creditors have a very strong incentive to withdraw their funds immediately whenever
a financial institution shows signs of serious distress – real or perceived – even if that withdrawal
will help precipitate the very failure that they are trying to avoid.
A run can quickly spread from a sick institution to a healthy one if uninsured
depositors and short-term creditors begin to believe or fear that the same type of losses will
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emerge in other institutions, or that the failure of one financial institution will cause losses and
failures at others that are its customers or counterparties. The resulting loss of confidence and
panic can bring the financial system to a grinding halt, as it nearly did in the fall of 2008 prior to
massive government intervention.1
This in turn can cause severe damage to the real economy. Rather than making
loans or investments, financial institutions increase their cash reserves to meet the extreme and
unpredictable demand for withdrawals.2 With severely reduced credit and investment capital
available to them, businesses contract and lay off workers, and households severely curtail
spending.3 The result is recession and, in severe cases, depression.4
To avoid these potentially severe systemic shocks to the economy, financial
institutions, and especially banks, have long been subject to a high level of government
regulation designed to prevent their failure. Indeed, in the wake of the financial crisis, the DoddFrank Act has substantially increased the regulatory requirements applicable to all financial
institutions operating in the United States.5 For example, large bank holding companies must
now hold far higher levels of common equity and liquidity than was previously required. These
and other requirements have made these banking organizations much stronger, safer, and better
able to withstand deep financial shocks that might otherwise lead to distress and failure.
But no regulatory regime can – or should – guarantee that financial institutions
will never fail. As a result, in addition to imposing extensive regulation to prevent failures,
governments have long adopted special measures to address the unique problems that arise when
financial institutions do fail. During the extraordinary circumstances of the financial crisis,
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however, those specialized regimes proved inadequate at times, especially for large financial
institutions that were not banks. The result was either panic-inducing failure – e.g., Lehman
Brothers – or government assistance provided to financial institutions like AIG. Among other
things, such assistance exposed taxpayers to losses and created moral hazard risks with respect to
financial institutions – the perceived “too-big-to-fail” problem.
In the wake of the crisis, there was broad consensus among both policymakers
and the financial industry that too-big-to-fail and taxpayer exposure to losses of financial
institutions should be eliminated. In most circumstances, generally applicable bankruptcy and
bank resolution procedures facilitate the orderly failure of financial institutions – including large
and diversified financial companies – just as bankruptcy facilitates orderly failures of other types
of companies. But in truly extraordinary circumstances these generally applicable procedures
may not be able to result in failures that are orderly. These extraordinary circumstances are ones
where the failure under traditional bankruptcy and bank resolution laws is likely to have serious
adverse effects on financial stability, for example, by triggering runs, contagion, and panic.
These extraordinary circumstances are likely to be rare, and whether they do occur – as they did
during the deep systemic panic of the fall of 2008 – will very much depend on the interaction of
a number of factors at the time of failure, including the fragility of economic and financial
conditions and the size and nature of the financial institution’s business.
What is needed for these extraordinary circumstances is a “safety valve” option
that can be used if and when it becomes likely that a failure under generally applicable
bankruptcy and bank resolution procedures will have serious systemic consequences. This safety
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valve option, however, should be a uniquely designed failure resolution process that incorporates
many of the key elements of bankruptcy – imposing losses on shareholders and creditors, rather
than taxpayers – while protecting against runs and systemic panic. Congress recognized this, and
the result was the “Orderly Liquidation Authority” in Title II of the Dodd-Frank Act,6 as
supplemented by the “living will” provision in Title I of that Act.7 Taken together, these
provisions establish a new resolution framework available for those extraordinary circumstances
where the failure of a financial institution would clearly present systemic risk. This new failure
resolution framework (1) imposes financial institution losses on shareholders and creditors,8 (2)
flatly prohibits taxpayer payments for such losses,9 and (3) enables the resolution of the failure in
a manner that, rather than causing runs or financial panic, is orderly.
The Dodd-Frank Title II option is meant to be used rarely – again, only in those
extraordinary circumstances where a financial institution’s failure and resolution under laws that
would otherwise apply would cause severe adverse effects on U.S. financial stability – and only
where a finding to that effect is made at the most senior levels of the Treasury Department,
Federal Reserve, and the Federal Deposit Insurance Corporation (FDIC).10 Moreover, this
option is consistent with, and not a departure from, the longstanding congressional policy of
dealing with the failure of financial institutions. For many years, there have been special
resolution regimes for depository institutions, insurance companies, and securities brokerdealers, each of which recognizes the special attributes and characteristics of these institutions
and the needs of their customers. Accordingly, the new Title II option is a logical extension of
the current resolution regimes for financial institutions and, indeed, strengthens them. Whether it
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will be used in a particular case will depend on all the relevant facts and circumstances at the
time, including the overall economic and financial scenario, the business and financial condition
of the failed financial institution, and the reasons for its failure.
Since the enactment of Dodd-Frank, the FDIC has issued important regulations to
implement and clarify the Title II resolution provisions.11 Even more important, agency officials
have outlined the FDIC’s intent to use its new Title II authority to put a large, complex financial
institution, in the right circumstances, through a private sector recapitalization process 12 – in a
manner that has important similarities to the type of reorganization and recapitalization that
occurs under Chapter 11 of the United States Bankruptcy Code. The Title II approach would,
however, not be used except in the extraordinary circumstances of systemic risk described above.
For all other situations, failure is more appropriately addressed under the pre-Dodd-Frank
resolution regime of the Federal Deposit Insurance Act for the bank and the Bankruptcy Code for
the holding company – and in fact, there is considerable flexibility under both statutes to
facilitate orderly resolution of financial institutions that vary considerably in terms of size and
business model. And the new approach might not be appropriate for the U.S. operations of
financial institutions headquartered outside the United States.13 But in those extraordinary
circumstances where the failure of a financial institution under the pre-Dodd-Frank resolution
regime would pose real systemic risk, the FDIC’s new resolution approach under Title II is a
critical safety valve option for addressing the perceived too-big-to-fail problem.

Ending “Too-Big-To-Fail”
The Clearing House Banking Brief White Paper

5i

This new Title II approach reflects the fact that large, diversified U.S. financial
institutions are usually structured with a holding company that owns various operating
subsidiaries, such as a bank, broker-dealer, and/or insurance company. See Figure 1.
Figure 1: Corporate Structure of Large U.S. Financial Institutions (Simplified)

Holding Company

Bank
(Operating Subsidiary)

Securities Broker-Dealer
(Operating Subsidiary)

Insurance Company
(Operating Subsidiary)

The problems that can topple this type of organization almost always begin with severe losses at
one or more of the operating subsidiaries. The FDIC’s new approach under Title II – the “single
point of entry” holding company approach to private sector recapitalization – focuses entirely on
having the holding company absorb all of the organization’s losses, including those sustained by
its operating subsidiaries.14 Thus, rather than fail, a severely distressed operating subsidiary
would be restored by its holding company to sound financial condition. This would allow the
subsidiary to stay open, continuing to serve its customers and the real economy, but under new
ownership and new management15 – just as a failed airline stays open and operating when it is
reorganized under Chapter 11 of the Bankruptcy Code. As a result, the shareholders and
creditors of the holding company – not the taxpayer – would absorb all of the organization’s
losses.16
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Under this process, the FDIC would ensure that holding company assets are
downstreamed as necessary – either directly or by forgiving debt obligations – to recapitalize any
critical operating subsidiary that sustains losses, including a subsidiary bank. As a result, the
subsidiary would not fail, but would instead continue to operate and meet all its obligations in
full to depositors, creditors, and customers. Meanwhile, however, because the holding company
alone would absorb all material losses of its subsidiaries, the holding company alone would
likely fail (assuming the losses were sufficiently large).
Under this approach, shareholders of the holding company would absorb first
losses. If the losses were large enough, the value of the holding company shares would be
eliminated, with holding company creditors absorbing any additional losses in the priority order
of their claims.17 Then, holding company creditors would have a portion (or all) of their
remaining claims converted to equity and would become the new owners of the financial
institution (just as often occurs in a Chapter 11 reorganization).18 Meanwhile, management held
responsible for the organization’s losses would be replaced.19
There are clear benefits to the single point of entry holding company approach,
where only the holding company fails but its critical operating subsidiaries are restored to sound
financial condition by private sector capital, i.e., the capital provided by existing shareholders
and debtholders of the holding company, not the taxpayers. In particular, this approach avoids a
number of the most disruptive problems that can arise when large, complex financial institutions
fail. These problems include, as described above, the potential for severely destructive runs by
uninsured depositors and short-term creditors. Likewise, when such an institution fails, its
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derivative instruments can be difficult to unwind and can cause close-out disruptions. And the
prospect of such problems can also cause foreign regulators to “ring fence” an institution’s assets
located in their jurisdictions in an effort to protect local businesses and consumers, making
resolution of the total entity far more difficult and disruptive.
But the critical point is that the deposits, short-term obligations, and derivatives
causing these problems are either exclusively or primarily issued by the operating subsidiaries
of financial companies, not by their holding companies. As a result, if only the holding company
were placed into receivership and its operating subsidiaries were restored to health, the single
point of entry holding company recapitalization would avoid the critical problem of runs by
uninsured depositors and short-term creditors of the operating subsidiary: these stakeholders
would have no reason to run because their obligations would be satisfied in full. Likewise, there
would be no defaults on the d erivative instruments issued by the bank subsidiary or other
operating subsidiaries. And there would be no incentive for a foreign regulator to ring fence
assets of one of these subsidiaries doing business in its jurisdiction: local creditors of the
subsidiary would not be suffering losses because the subsidiary would not fail.
Instead, losses would be borne solely by shareholders and creditors of the holding
company – and as a practical matter, the credit obligations of the holding company tend to be
long-term in duration. This is a key point, because neither shareholders nor long-term
creditors can run. The single point of entry holding company approach would avoid runs at the
recapitalized operating subsidiaries, because stakeholders there would have no reason to run, and
also at the holding company level, because the long-term stakeholders there would have no
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ability to run. As a result, the failure of only the holding company would likely be more orderly
than the failure of both the holding company and the operating subsidiaries that sustain losses –
with the further advantage that key operating businesses would stay open. And a failure of only
the holding company would be far less likely to generate panic and runs at healthy financial
firms, because depositors, short-term creditors, and derivatives counterparties of the operating
subsidiaries of these healthy institutions would take comfort in the notion that the Title II process
would not result in their having to sustain losses.
Of course, when the holding company absorbs the losses of its subsidiary, by
definition both the shareholders and creditors of the subsidiary benefit. The shareholder benefit
is illusory, however, since the holding company is generally the sole shareholder of the
subsidiary,20 and the shareholders of the holding company – the ultimate owners of the
subsidiary – will likely lose the full value of their shares when the holding company fails. The
benefit to creditors of the subsidiary is real, however – the viability of the subsidiary is
maintained, and that is what prevents runs.
Despite this fundamental benefit of preventing runs, some may seek to criticize
the fact that the single point of entry holding company approach will fully protect all creditors of
subsidiaries, arguing that this is a “bailout” that will decrease market discipline and increase
perceived “moral hazard” for these subsidiaries. There are multiple rebuttals to this argument.
First, the new approach plainly is no “bailout” since none of the subsidiaries’ losses are borne by
taxpayers; they are instead fully absorbed by the private sector shareholders and long-term
creditors of the holding company. Second, market discipline will be increased, not decreased:
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the very same holding company shareholders and long-term creditors that will be on notice and
first in line to absorb losses incurred by subsidiaries will have maximum incentive to restrain
excessive risk-taking by these subsidiaries. Third, even with respect to creditors of the
subsidiaries, there is no guarantee ex ante of full protection in the event of the financial
institution’s failure: as described above, the Bankruptcy Code and the pre-existing tailored
resolution regimes are the preferred alternative under Dodd-Frank, and Title II can be invoked
only in extraordinary circumstances of systemic risk. As a result, the risk of loss for creditors of
subsidiaries of a holding company will continue to exist until the moment that Title II is invoked
and the FDIC announces its intent to use the single point of entry holding company approach to
resolve that holding company. The uncertainty of loss protection before that moment acts as a
shield against increased perceived moral hazard for the subsidiaries.
By providing additional clarity about the available resolution mechanisms, the
single point of entry holding company approach should also benefit the creditors of the holding
company. That is, the holding company’s recapitalization of the subsidiary and absorption of its
losses keeps that subsidiary open and preserves its going concern and franchise value. As a
result, when the holding company is ultimately recapitalized under Title II, its creditors are very
likely to sustain lower losses than would have otherwise been incurred if the operating subsidiary
had been liquidated. Moreover, to the extent that holding company creditor losses are greater
than would otherwise be the case, Title II guarantees that they will always recover at least what
they would have received in a liquidation of the holding company under Chapter 7 of the
Bankruptcy Code.21
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Finally, the FDIC’s approach would provide the agency with substantial
flexibility to restructure and/or downsize the recapitalized company as necessary to mitigate
against future systemic risk – which is exactly what the agency has said it will do if Title II is
ever invoked.22
In short, the FDIC’s single point of entry holding company recapitalization
approach under Title II of the Dodd-Frank Act would be the resolution of a failure in which
shareholders and creditors of the organization’s holding company would absorb the losses, as
they should; taxpayers would bear no losses, as they should not; critical operating businesses of
the organization would stay open to serve the real economy; new management and new
ownership would be put in place; and the failure would not cause runs, defaults on derivatives, or
financial panic.
Set forth below is a more detailed description of (1) key limitations of the preDodd-Frank resolution regime; (2) the policy response of Dodd-Frank; and (3) how the FDIC’s
single point of entry holding company approach under Title II, in the rare circumstances where it
is invoked, will work in practice to achieve orderly resolutions without exposing taxpayers to
losses – thereby ending the perceived problem of too-big-to-fail.
II.

Key Limitations of Pre-Dodd-Frank Failure Regime
As described above, large diversified banking organizations in the United States
typically operate through a non-operating holding company that owns operating financial
institutions as subsidiaries, including one or more banks. Before enactment of the Dodd-Frank
Act in 2010, the failure regime applicable to such organizations was bifurcated. The holding
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company was subject to the Bankruptcy Code, just like most industrial and commercial
companies that become insolvent.23 But the bank subsidiary was (and remains) subject to a
special insolvency regime tailored to the unique features of banks, which is administered by the
FDIC.24 This specialized banking regime includes unique rules designed to protect depositors
and the deposit insurance fund, avoid depositor runs, and achieve swift and orderly resolutions of
failed banks in a manner that minimizes disruptions to bank customers, the bank’s community,
and to the banking system more generally.
Similarly, before 2008 large financial holding companies that owned securities
broker dealers or insurance companies were subject to a bifurcated failure regime: the
Bankruptcy Code for the holding company, and a specialized insolvency regime for the brokerdealer, administered by the Securities Investor Protection Corporation, or for the insurance
company, administered by state insurance regulators.25
These bifurcated regimes worked well for a range of institutions. In particular,
the bank failure regime administered by the FDIC proved to be very effective in dealing in an
orderly way with the wave of depository institution failures of the 1980s and 1990s,26 and the
same was true for hundreds of depository institutions (including some regional and larger
institutions) that have failed since the beginning of 2007. In most of these cases, the failure
resolution was straightforward: the failed depository institution was the sole or predominant
asset of the holding company; its balance sheet was relatively simple (deposits and loans); and
the resolution was facilitated by an acquiring bank willing to take on all or most of the assets and
liabilities of the failed bank, with limited assistance provided by the FDIC through the deposit
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insurance fund. In addition, the orderliness of resolutions was helped by the fact that the FDIC’s
governing statute provides the agency with special powers as receiver of the failed depository
institution to act swiftly, usually over a weekend, to facilitate an acquisition by a healthy
acquirer.
Another helpful special power of the FDIC as receiver for depository institutions
is the ability to administer the insolvency claims process in a more expedited manner than is
possible under the Bankruptcy Code.27 In addition, in certain circumstances the FDIC has
limited power to provide differential treatment to depository institution creditors from the same
priority class – for example, by providing full payment of the claims of some unsecured
creditors, while providing others only partial payment.28
The FDIC has other specialized powers to handle depository institution failures in
an orderly manner that are particularly useful for larger or somewhat more complex institutions.
It can, for example, establish a “bridge bank” into which the agency temporarily transfers some
or all of the assets and liabilities of the failed depository institution.29 This allows the FDIC to
buy precious time: it can operate the bridge bank as a going concern until the agency can either
find a third-party buyer, return the institution to the private markets through a public offering, or
liquidate the depository institution in an orderly manner.30
The FDIC can also secure funding for a failing institution or bridge bank31 –
which is absolutely critical for such institutions since a substantial portion of their liabilities are
short-term deposits that can run. For example, because a bridge bank is typically chartered as a
national bank, it may issue insured deposits, and it has limited access to secured borrowing from
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the Federal Reserve’s discount window. In certain circumstances the FDIC can also provide
“working capital” financing to facilitate the disposition of assets of failed depository
institutions.32
Using all of these tools, the FDIC has been able to resolve a wide range of
depository institutions in a manner that is orderly. However, because the FDIC’s insolvency
regime applies only to depository institutions, before the Dodd-Frank Act the agency had no
jurisdiction over the failure of a depository institution’s holding company or of nonbanking
subsidiaries of the holding company. Accordingly, these special tools available to the FDIC to
manage the failure of a depository institution in an orderly manner were not available to the
FDIC – or any other agency – to manage the failure of the holding company or nonbank
subsidiaries of a large or complex financial institution, even in those extraordinary circumstances
where the failure could cause systemic risk. As described above, the insolvencies of these other
legal entities were exclusively governed by the Bankruptcy Code or other specialized failure
regimes. Thus, where – as is common – a large multi-faceted bank holding company owns
several nonbanking subsidiaries that engage in a substantial amount of financial activities, and
these subsidiaries in turn have their own substantial credit relationships with third parties, the
bifurcated failure regimes have created significant difficulties.33 In particular, the FDIC has been
unable to use its special bank resolution powers to address failures that occur outside a bank
either in the bank’s parent holding company or in its affiliated nonbanking entities – even though
severe problems in these affiliated entities can potentially precipitate a run on the bank.
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At the same time, in extraordinary circumstances involving severe systemic risk –
as occurred in the fall of 2008 – the existing provisions of the Bankruptcy Code may prove
inadequate to address the insolvency of a large nonbank financial institution that has substantial
amounts of short-term creditors that can run, as was the case, for example, with Lehman Brothers
and AIG. Just as is true of banks that fail with large amounts of uninsured deposit liabilities,
other types of financial institutions that similarly rely on short-term funding need to be resolved
swiftly when they fail in order to avoid runs – especially during a period of widespread concerns
about investor confidence. Likewise, in such extraordinary circumstances, it is possible that
market participants will refuse to provide new funding to the institution if short-term creditors
decline to renew their funding as it comes due. As a result, there may need to be an alternative
source of funding available to prevent the institution from seizing up and immediately shutting
down its operations. The fundamental point is that funding is the critical fuel that financial
institutions require to operate and keep their doors open.
Unfortunately, and unlike the depository institution failure resolution regime, the
Bankruptcy Code may be slow, particularly during period of systemic stress. In addition, its
special “Debtor-in-Possession” mechanism to encourage private sector funding may prove
inadequate for a failed financial institution during a period of systemic risk; private sector
creditors are likely to shy away because of the deep uncertainty about the institution’s balance
sheet and prospects for timely repayment. Also, bankruptcy courts have no special expertise to
deal with the peculiar problems arising in large, complex financial institution failures. In
extraordinary circumstances presenting real systemic risk, these attributes of the Bankruptcy
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Code can be problematic, as was evident in the financial crisis of 2008. There, Lehman Brothers
suffered a run that precipitated a sudden and disorderly bankruptcy under the Bankruptcy Code
with significant adverse systemic consequences.34 The prospect of a similar run, defaults on
derivatives, and an even more disorderly bankruptcy of AIG prompted the Federal Reserve and
ultimately the Treasury to inject large amounts of capital into it, exposing taxpayers to potential
losses.35 The FDIC was able to execute a reasonably orderly resolution of the failure of
Washington Mutual, then the country’s largest thrift institution, but in that case the vast majority
of the institution’s assets were in the insured depository institution subsidiaries; the
organization’s balance sheet was relatively uncomplicated (loans and deposits); there was a
buyer available (JPMorgan Chase) to assume all the assets and senior unsecured liabilities of the
failed depository institution; the organization did not engage in a substantial amount of
nonbanking businesses; the holding company did not have a substantial amount of short-term
liabilities at risk; and the bank itself had a substantial amount of subordinated debt that absorbed
losses such that the FDIC sustained no losses in the resolution.36
In sum, the 2008 financial crisis demonstrated the limitations of the failure
resolution regime applicable to large and multi-faceted failing U.S. financial institutions during
an extraordinary period of systemic instability. Regulators and policymakers faced the terrible
choice between chaotic, panic-inducing bankruptcy or extraordinary taxpayer assistance and
exposure to losses. While the traditional bifurcated failure resolution regime can prove adequate
for such institutions in ordinary circumstances, there was and remains a consensus that it can also
prove inadequate in extraordinary circumstances involving systemic risk and market distress.
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The result of this consensus was the development of the new Title II safety valve option for the
failure of those financial institutions that, in certain circumstances, could cause severe systemic
disruption.
III.

The Dodd-Frank Response: Orderly Liquidation Authority, Living Wills, and a Flat
Prohibition on Taxpayer Bailouts
Set forth below is a description of the key characteristics of the new Title II
regime.
A.

Applicability to All Systemically Important Financial Institutions
Title II may apply only in the limited circumstances of a “financial company”

whose failure under the Bankruptcy Code or other applicable resolution regimes “would have
serious adverse effects on the financial stability of the United States.”37 A “financial company”
includes not only bank holding companies, but any nonbank financial company designated by the
Financial Stability Oversight Council as a systemically important financial institution, as well as
any other company that is predominantly engaged in financial activities.38 This provision
ensures that a systemically important financial company like AIG, which was lightly regulated
before the financial crisis in key parts of its operations but ultimately required an infusion of
$180 billion in taxpayer funds, can be regulated and resolved in the same orderly manner as a
systemically important banking organization.
B.

Taxpayer Payments for Losses Flatly Prohibited
Title II provides simply, expressly, and categorically that “[t]axpayers shall bear

no losses from the exercise of any authority under [Title II].”39 While some have asserted that
the new law somehow preserves the government’s ability to pay for these losses at large
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financial institutions, the statutory language clearly makes such payments unlawful; they cannot
be made.
C.

New Regime to Apply Only When Absolutely Necessary
Title II prohibits the use of the new failure regime except in extraordinary

circumstances where systemic stability is threatened.40 In all other cases, the pre-Dodd-Frank
regime remains in place, with the Bankruptcy Code providing a credible resolution framework,
and specialized insolvency regimes, such as the depository institution receivership provisions,
sometimes applying as well. To ensure that use of the Title II regime is rare, the statute
establishes substantial procedural hurdles that must be cleared, as well as clear accountability
from the highest levels of the federal government.41 That is, two-thirds majorities of the Federal
Reserve Board and the FDIC Board must recommend its use.42 In addition, based on that
recommendation, the Secretary of the Treasury, after consulting with the President, can only
invoke the new regime if the Secretary determines that, among other things, the failure of the
company and its resolution under the Bankruptcy Code and otherwise applicable law would have
serious adverse effects on the financial stability of the United States, and that the application of
Title II would avoid or mitigate such adverse effects.43
Of course, because Title II will rarely be invoked, it is critically important for
both markets and non-U.S. regulators that the FDIC provide as much transparency as possible –
in advance – about its generally preferred course of action for this type of resolution.44 As
described below, the FDIC has stated publicly that the single point of entry holding company
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approach is its preferred course of action under Title II,45 and it is anticipated that even more
clarity on this point will be provided in formal guidance or a rulemaking in the coming months.
D.

“Living Wills” Required
Consistent with the principle that the Title II regime should only be invoked in the

rarest of circumstances, the statute requires large bank holding companies and other covered
financial institutions to prepare resolution plans or “living wills” that describe how the company
could be resolved in an orderly fashion under the Bankruptcy Code and other applicable regimes
– not Title II.46 Notwithstanding the many benefits of the single point of entry holding company
approach under Title II, the bifurcated Bankruptcy Code and specialized resolution regimes are
expected to be workable in the vast majority of financial institution failures – and the living will
process will help ensure that result, making the traditional resolution process more orderly in a
broad range of circumstances that can be anticipated and addressed through careful advance
planning.
The extensive planning process for these living wills, which must be updated
every year, should produce substantial collateral benefits as well. For example, the information
and insights gathered in this annual process will prove valuable not just for a Bankruptcy Code
resolution, but also, where extraordinary circumstances demand it, for a Title II resolution. In
addition, the extensive annual review and evaluation of the plans by the FDIC, the Federal
Reserve and other regulators should greatly facilitate the development and maintenance of the
ongoing knowledge and expertise base they will need to resolve large, complex financial
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institutions – whether that resolution occurs under the Bankruptcy Code, the depository
institution receivership regime, or Title II.
E.

Management Replaced
If Title II is invoked, the statute expressly requires replacement of the

management responsible for the failed financial condition of the company.47 It also authorizes
the FDIC to recoup two years of compensation from any senior executive or director that was
substantially responsible for that failed condition.48 This new set of requirements, which does
not exist under the Bankruptcy Code, will make it easier and more orderly to put new
management in place to reorganize the institution than would otherwise be the case, create
disincentives to take undue risk, and increase confidence in the process.
F.

New Failure Regime to Maximize Resolutions that Are Orderly
Given the systemic consequences that can potentially arise as a result of the

failures of systemically important financial institutions – runs, defaults on derivatives, “ringfencing” in foreign jurisdictions, market turmoil, and contagious panic – the new Title II regime
is designed to assure that resolutions of such failures are orderly. Like the Bankruptcy Code,
Title II imposes failure losses on shareholders and creditors, not the taxpayer;49 but it does so in a
manner that avoids the problems that can precipitate financial instability, panic, and the public
pressure on the government to provide extraordinary assistance that exposes taxpayers to loss.
Set forth below are the key features of the new regime that are designed to facilitate private
sector recapitalizations of failed financial institutions that are orderly.
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1. Depository Institution Receivership Regime as Model
As described above, the specialized depository institution receivership regime is
expressly designed to maximize the orderliness of depository institution resolutions and
minimize disruptions to communities and the banking system. This regime has in fact worked
very well – and should continue to work well – to achieve the orderly resolution of the failures of
a wide range of depository institutions. As a result, the new Title II regime is largely (though not
exclusively) modeled on the depository institution receivership regime, adopting many of the
unique tools that the FDIC has historically used in the depository institution context to promote
orderly resolutions, including the use of bridge companies, providing access to ready sources of
temporary liquidity funding if needed, and expediting the claims process.
2. Expertise
The FDIC will be appointed receiver for any failed financial company that is
subjected to the Title II resolution regime,50 just as it is appointed receiver for failed depository
institutions.51 Thus, unlike bankruptcy judges who have no specialized knowledge or expertise
associated with failed financial institutions, the FDIC as Title II receiver will be able to tap the
substantial institutional expertise it has developed in resolving hundreds of failed depository
institutions under a specialized resolution regime that is very similar in many ways to the new
Title II regime. While it is true that the FDIC’s resolution experience has been much more
focused on smaller institutions rather than larger ones, that experience is nevertheless valuable.
The agency has also had relevant experience with the failures of some of the largest depository
institutions (e.g., Washington Mutual, Continental Illinois, and First Republic). And perhaps
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most important, in the wake of Dodd-Frank and its annual living will process, the FDIC has
developed and will continue to build an understanding of the very largest institutions that is
clearly focused on resolution planning; this expertise should prove invaluable in the unlikely
event that Title II must be invoked.
3. Speed
Because a large portion of their funding is short-term and subject to runs, banks
depend fundamentally on creditor confidence to stay in business. Long periods of uncertainty
about the fate of a distressed or failing institution can sap that confidence, cause creditors to run,
and accelerate the institution’s failure in an extremely disorderly manner.52 As a result, in
extraordinary circumstances of systemic risk, an orderly failure of a financial institution can
depend very much on the ability to take swift actions to maintain or restore creditor and customer
confidence. Unfortunately, the Bankruptcy Code resolution process can be slow and
cumbersome. Title II addresses this problem through provisions designed to expedite the
recapitalization process, some drawn from the depository institution receivership regime, and
others put in place for the first time. For example, the process for invoking Title II can be
accomplished in 24 hours,53 and even faster with the consent of management and the board of
directors of the failing institution54 – and there are strong incentives for them to provide such
consent.55 Similarly, the FDIC can immediately establish a bridge financial company, described
below, to temporarily take over the critical businesses of the failed company and run them
pending the company’s orderly private sector recapitalization (or other ultimate resolution).56
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4. Bridge Financial Company
A critical aspect of the new Title II resolution regime is its authorization of the
FDIC to establish a “bridge financial company” to temporarily take over the critical businesses,
assets, and liabilities of a failed large holding company pending its orderly private sector
recapitalization (or other resolution).57 In the depository institution receivership context, it may
not always be possible to have a buyer ready to purchase a distressed bank at the time of its
failure, especially a larger or more complex bank. It therefore obtained authority from Congress
to establish a “bridge bank” to take over the failed bank’s critical businesses and run them on a
temporary basis until it could find a buyer for all or parts of the bank’s operations, or, failing
that, liquidate the institution. As described previously, buying time with a bridge bank results in
a resolution that is orderly, since it avoids franchise value destruction and the enormous
disruption and widespread impact that would result from an immediate “fire sale” liquidation. It
also allows the FDIC to obtain more proceeds from the later sale of the entity as a going concern,
where franchise value is preserved, than would be the case with an immediate liquidation,
thereby lowering its costs and preventing unnecessary losses.
The rationale for Title II’s bridge financial company is similar. Where no buyer
is poised to purchase a failed financial company, the new authority will allow the FDIC to
immediately, but temporarily, take over and keep operating the critical businesses of that
company. It will also allow the agency to provide immediate assurances to the marketplace
about the bridge financial company’s continued access to funding (see below) and ability to
satisfy any new obligations incurred by the company. Such assurances in a time of crisis are
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critical to maintaining customer and counterparty confidence and to avoiding the risks of
contagion – that is, runs on healthy institutions by depositors and creditors who fear losses, even
where those fears are entirely irrational.
5. Temporary Liquidity Funding
As previously discussed, access to temporary liquidity funding is absolutely
essential to the day-to-day operation of financial institutions; it is the basic fuel for their
activities. When a financial institution becomes distressed and approaches failure, its short-term
creditors will run if they believe that there is any chance that their funding to the institution will
not be repaid in full. However, even a failed institution needs liquidity funding in order to
maintain critical operations and franchise value until it can be sold, recapitalized, or liquidated in
an orderly manner. Conversely, without such funding, the institution would seize up
immediately and create extreme disruptions in a fire-sale liquidation process – the very opposite
of an orderly resolution – with severe systemic consequences. There is a long-standing historical
responsibility of central banks to act as the “lender of last resort” by providing liquidity to both
individual financial institutions and financial markets more broadly.58 The goal of such measures
is to prevent failures which can result in market contagion and knock-on effects throughout the
financial system.59 The provision of liquidity funding under Title II is an essential extension of
these historical principles.
The “debtor-in-possession” or “DIP” financing authorized under the Bankruptcy
Code can be a very powerful tool to provide a credible framework for a failed financial company
to obtain necessary funding from private market participants. However, in extraordinary
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circumstances involving systemic risk and severely depressed market confidence, it may not be
possible to obtain adequate amounts of market funding on the expedited basis needed for an
orderly resolution of a failed financial institution. Although potential DIP creditors receive a
super-priority lien as an inducement to provide such funding, the very real concern is that, in a
period of financial crisis, they might shy away from a failed financial institution because of the
deep uncertainty about the value of the institution’s balance sheet and the possibility of delays in
repayment. Indeed, these were the very concerns that caused private market creditors during the
recent financial crisis to refuse to lend to distressed institutions even when fully secured by U.S.
Treasury obligations.60
Title II expressly recognizes the critical need for temporary funding for a failed
institution pending its recapitalization by shareholders and creditors, as well as the very real
possibility that market funding will not immediately be available once failure occurs. It does this
by providing a source of temporary liquidity funding that the FDIC may obtain from the
Treasury Department in order to lend to the failed company, but the FDIC has stated that the
agency would not expect to resort to such funding unless private market funding proves
unavailable.61 In any event, this temporary government funding cannot be used as a taxpayer
bailout in disguise, because the statute flatly prohibits the use of this funding as a means to
shift losses of the failed institution to taxpayers.62 Indeed, the statute includes five strong
safeguards to ensure that taxpayers never sustain losses from such funding.
First, any loans made to the failed company take first priority ahead of all
unsecured creditors, in terms of claims on the unencumbered assets of the company.63 This
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safeguard, by itself, should be more than adequate to ensure repayment of any loans made by the
FDIC in nearly all circumstances.
Second, there is a statutory cap on the amount of temporary loans that may be
provided.64 Within 30 days of the appointment of the FDIC as receiver under Title II, the total
amount lent by the FDIC to the failed company may not exceed 10 percent of the book value of
the company’s consolidated assets (or, if the FDIC has calculated the fair value of the company’s
assets, 90 percent of their fair value).65 After the 30-day period, the 90-percent-of-fair-value cap
continues to apply.66
Third, the Secretary of the Treasury may not provide funds to the FDIC unless the
two entities enter into an agreement that (1) provides a specific plan and schedule for full
repayment of the funding and (2) demonstrates that the FDIC will receive proceeds from the
liquidation of the assets of the failed company and from any other sources that will be sufficient
to repay the loans within the period agreed to in the plan.67 This written and transparent plan
will put further pressure on the two government bodies to ensure that taxpayer losses never
occur.
Fourth, in the highly unlikely event that the assets of the failed company prove
inadequate to fully repay the temporary funding, the FDIC will impose “clawback” assessments
on certain creditors of the failed company (with limited exceptions) to the extent that they
received certain payments in excess of the amounts that they would have received if the failing
company had been liquidated under Chapter 7 of the Bankruptcy Code.68
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Fifth, in the even more unlikely event that the proceeds from the assets and the
clawback payments are insufficient to fully repay the amounts outstanding, then the statute
requires the FDIC to recover any remaining difference by imposing risk-based assessments on
financial institutions with consolidated assets of $50 billion or more.69 This final line of defense
ensures that taxpayers will never be tapped for losses because the potential assessment revenue
from the aggregate resources of large financial institutions is immense. In addition, making
healthy, large financial institutions ultimately responsible for extraordinary losses associated
with the orderly failure resolution of “one of their own” is fully consistent with the deposit
insurance system that has applied to depository institution failures for 80 years; there, through
industry assessments mainly by large banks, healthy depository institutions have always paid for
the costs of orderly resolution of failed depository institutions that are not absorbed by
shareholders and creditors. 70
a) Budget Scoring of Temporary Funding: Loans v. Guarantees
Notwithstanding the safeguards described above, concerns have been raised about
Congressional Budget Office (CBO) projections that the liquidity funding in Title II will result in
an approximately $20 billion increase in federal spending, with the implication that that
constitutes evidence of taxpayer payment for losses.71 That is not the case, however. The
projected net increase in federal spending arises only because of the peculiar timing assumptions
of federal budget scoring, as CBO recognized.72 It is an apparent, not real, projected increase in
total spending.
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The CBO projections assume that, despite all the Dodd-Frank changes to make
financial institutions safer, one or more large, complex institutions will fail; that the Title II
resolution authority will be invoked to address these failures; and that the FDIC’s subsequent
actions will affect the federal deficit. It is true that amounts lent by the FDIC to a failed financial
company under Title II would “score” as federal spending. But it is also true that the repayment
of such loans from sales of the company’s assets or from industry assessments would score as
federal receipts. The disconnect occurs because the CBO projections are limited to a finite
period of 10 years.73 The CBO (for undisclosed reasons) assumed that, sometime in the next ten
years, loans would be extended to the failed company or companies and that full repayment
would not occur until after the expiration of the budget scoring period. Solely as a result of this
timing assumption, the CBO projections captured the increase in federal spending resulting from
the extension of loans that occurred before the end of the scoring period, but it did not capture
the offsetting decrease in federal spending resulting from the repayment of the loans occurring
after the end of the scoring period, as required under Title II. The result was a substantial net
projected increase in federal spending that does not factor in subsequent projected receipts, as the
CBO itself acknowledged.74 The asserted increase in the deficit – and the asserted “savings” if
Title II did not exist – are entirely imaginary.
6. Treatment of Derivatives
Swaps and other derivative instruments typically allow a party to terminate a
derivative contract in the event of a counterparty’s failure. Some instruments also allow
termination where an affiliate of a counterparty defaults – a so-called “cross-default” provision.
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As a result, the failure of a financial institution with a large derivatives business could trigger a
wave of derivative terminations that could be disruptive. Drawing on a comparable provision in
bank receivership law, Title II precludes derivative counterparties of a covered failed financial
company (which does not include a bank) from exercising such termination rights based solely
on the company’s failure – so long as the failed company’s derivative contracts are transferred to
a third party, such as the bridge financial company, within 24 hours of the appointment of the
Title II receiver.75
This protection from close-out may not be as important in a single point of entry
recapitalization, because only the holding company would fail, and unlike its subsidiaries, the
holding company would be unlikely to have a substantial amount of direct derivatives exposures.
But a related provision in Title II could prove considerably more important for such
recapitalizations. That is, based on an express provision in Title II,76 the FDIC has clarified by
regulation that the same preclusion on counterparty termination applies to prevent a cross-default
termination where a counterparty’s affiliate is a failed financial institution that has been placed
into receivership under Title II.77 For example, if a holding company fails and is placed into
receivership under Title II, but its operating subsidiary does not fail, a derivatives counterparty to
the operating subsidiary may not invoke a cross-default provision to terminate a derivatives
contract solely because of the failure of the operating subsidiary’s parent.78
These derivatives provisions in Title II will make resolutions of financial
institutions holding large amounts of derivatives far more orderly than would otherwise be the
case.
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7. Potential for Differential Treatment of Similarly Situated Creditors
Under Title II, the FDIC may in limited circumstances make greater payments to
some creditors within a creditor class than to others, so long as all creditors receive at least as
much as they would have received in a liquidation under Chapter 7 of the Bankruptcy Code.79
This is very similar to the differential payment power that the FDIC has had and used judiciously
for decades under the depository institution receivership regime.80
Concerns have been raised that the FDIC could abuse this authority to unfairly
favor certain groups of creditors, depending on the circumstances.81 But given the agency’s long
history of administering comparable authority in the similar context of failed depository
institutions,82 there is no historical basis for this concern. Moreover, in rulemaking, the FDIC
has squarely addressed the issue.83 First, it has interpreted Title II to flatly prohibit more
favorable treatment for longer-term creditors within a priority class, i.e., obligations with terms
longer than 360 days.84 Second, for shorter-term unsecured creditors, it has made clear that it
will only use this authority to treat them more favorably when it is truly necessary for an orderly
resolution, such as protecting trade creditors when transferring critical businesses to a bridge
financial company in order to receive the essential services necessary to keep the businesses
open and operating.85 In addition, because of the potential controversy associated with even
these limited actions to deviate from the otherwise applicable statutory priority of claims, they
could only be taken with the specific approval of the full Board of Directors of the FDIC.86 And
again, under no circumstances could the FDIC use this authority to deny the failed holding
company’s creditors the full amount that they would have received under a Chapter 7
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Bankruptcy Code liquidation; this minimum recovery amount is expressly guaranteed under Title
II.87
Finally – and this is the most important point – it is unlikely that the FDIC would
need to use its differential payment authority to protect large classes of short-term creditors in a
Title II single point of entry holding company recapitalization for this simple reason: the nonoperating holding companies of large financial institutions are unlikely to have significant
amounts of short-term debt at the time of failure. Many such institutions already issue the
predominant majority of their short-term debt at the operating subsidiary level – at the bank or
broker-dealer subsidiary – not at the holding company. And in stressed circumstances, to the
extent that some short-term debt continues to be outstanding at the holding company, it is very
likely to be reduced substantially in the run-up to a company’s failure as short-term creditors
refuse to “roll over” their funding to the company.
IV.

Reasons for the FDIC’s Approach Under Title II of Single Point of Entry Private Sector
Recapitalization
In using the authority under Title II, the FDIC has three basic orderly resolution
options for the failure of a financial company: sales to third parties, liquidation, or private sector
recapitalization (or some combination of these options). A sale to one or more third parties
could be very orderly because it could be accomplished relatively quickly; it would presumably
keep the failed company’s critical operating businesses open; it would minimize the involvement
of the government in running the business, even on a temporary basis; and counterparties and
customers would take comfort in dealing with the healthy entity that acquires the failing
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company. This option may be especially viable for a financial institution that has the majority of
its assets in insured depository institution subsidiaries and a relatively uncomplicated balance
sheet.
There could be fundamental challenges to such a sale, however. First and
foremost, it would likely require a very large healthy institution to acquire a very large failed
institution as a whole, and the resulting institution could prove to be unacceptably large and
complex for regulators to approve. In addition, any of the few potential acquirers large and
strong enough to make such an acquisition may be unwilling to do so, even if regulators were
amenable: under post-financial crisis rules, capital requirements increase and regulatory costs
and scrutiny intensify if the very largest institutions grow even larger. Moreover, in a time of
financial uncertainty, even very healthy institutions may not be willing to assume the risk
associated with a major acquisition, including the risk of “look back” enforcement.
Liquidation and wind-down are also a potentially viable option, but this approach
has challenges, too. The use of a bridge financial company would allow for a liquidation and
wind-down to be more orderly than would be the case with an immediate “fire-sale” of company
businesses and assets, especially where the range of businesses and amount of assets is extensive.
A depository institution could be split along product or geographic lines, and certain businesses
could be sold in parts over time, with unsold businesses gradually liquidated. A concern with
this approach, however, is that, even with the use of the bridge institution, the liquidation and
wind-down could take a relatively long time to accomplish, with all of the problems attendant to
prolonged government control. During that time, it may prove difficult to keep peopleEnding “Too-Big-To-Fail”
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dependent financial businesses intact. The concern is that, to the extent that these are key
businesses, they could deteriorate rapidly and ultimately fail at the operating subsidiary level,
resulting not only in substantial losses for the FDIC as receiver and for creditors at all levels, but
perhaps more importantly, significant market disruptions that would substantially reduce
confidence in what could be a very fragile financial climate.
The third option is private sector recapitalization, where the value of
shareholders’ equity is likely eliminated, creditors would become owners of the failed company,
and key businesses would continue to operate. This option can be accomplished far more
quickly than a managed liquidation and with less systemic risk. With advance planning of the
kind being done through the living will process, critical businesses would stay in operation; noncritical businesses would be sold off or wound down; the duration of the government’s
involvement would be substantially reduced by an early hand-off to new ownership by the
creditors; and by maintaining franchise value for key businesses, recovery rates for creditors
would be substantially greater than would be true for a liquidation.
For all these reasons, FDIC officials have stated publicly that, in the extraordinary
circumstances where Title II is invoked, single point of entry private sector recapitalization could
indeed present the most attractive feasible option for resolving the failure of a large diversified
financial institution, and the agency has committed to work through the practical issues and
impacts associated with this option.88 This in turn has led to their preferred Title II approach of
single point of entry private sector recapitalization of the holding company.
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As previously discussed, the FDIC’s single point of entry holding company
approach is expressly designed to avoid the destabilizing problems that can result from financial
institution failures that could produce systemic risk, i.e., the prospect of runs, disorderly closeouts of derivative contracts, fire-sales of financial assets, and ring-fencing of assets in foreign
jurisdictions. By having the holding company absorb all the losses of its operating subsidiaries
to keep them open, healthy, and fully able to meet their obligations, the customers and
counterparties of these subsidiaries would have no reason to run or close out their derivatives
contracts, and foreign regulators would have no reason to ring-fence assets of these subsidiaries
to protect local creditors. And by having only the holding company fail, these destabilizing
problems are also avoided at the holding company level: by the time of failure the holding
company generally would have little or no short-term creditors that could run, derivatives
contracts that could be closed out, or foreign assets that could be ring-fenced. With these
destabilizing problems avoided, the holding company could then be reorganized and
recapitalized in a truly orderly fashion, so that the shareholders and long-term creditors of the
holding company would absorb all the losses, not taxpayers, and management held responsible
for the company’s problems would be swiftly replaced.
Of course, in order to make the single point of entry approach work in practice
where the holding company would be recapitalized by converting its debt to equity, the holding
company would need to have enough capital and unsecured long-term debt to fully absorb the
level of net losses that would likely be sustained if the company were to fail.89 It would also
need to have a sufficient amount of liquid assets or other resources available to recapitalize key
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operating subsidiaries that sustain losses, which could include holding company loans to these
subsidiaries that could be forgiven. Maintaining such adequate levels of capital, unsecured longterm debt and liquidity would all work to substantially decrease the chances that the holding
company would fail – but they would, in combination with forgivable loans to subsidiaries, also
provide the private sector capital needed in the unlikely event that failure does occur.
On the first point regarding sufficient levels of capital and long-term debt, the
recent and ongoing increases in capital levels of large U.S. bank holding companies – as required
by Dodd-Frank and the international Basel III agreement – will substantially bolster the capacity
of these companies to absorb losses. The combination of that capital and long-term debt (or
other “equitizable” opportunities) should create the type of holding company loss absorption
capacity that would make a single point of entry approach an entirely feasible option for
recapitalization of the largest and most diversified U.S. financial companies. Moreover, because
the single point of entry holding company approach will maximize preservation of the failed
institution’s value, it by definition will reduce the amount of loss that holding company debt
holders would have to absorb – and that in turn should reduce the amount of such debt that a
financial company would need for a single point of entry resolution.
For purposes of such a resolution, unsecured long-term debt need not be
subordinated debt, and indeed, the vast majority of unsecured long-term debt currently issued by
bank holding companies is not subordinated debt. So long as there is minimal or no amount of
short-term debt at the holding company at the time of failure, the key characteristic required for
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the type of unsecured holding company debt needed for single point of entry recapitalization is
that it be long-term in nature so it cannot run; it does not need to be subordinated as well.
Of course, the total amount of unsecured long-term debt required would need to
be calibrated to the institution’s size, complexity, relative footprint (including globally), business
model, and risk profile of its assets, liabilities, and operations.90 The business models and
balance sheet complexity of those institutions that may be subject to Title II and single point of
entry will vary significantly. It would therefore be inappropriate for regulators to adopt a “onesize-fits-all” approach in setting the appropriate level of long-term debt that must be held by
these institutions. The application of such a uniform standard would inevitably result in some
institutions holding insufficient levels of debt while others would be forced to issue debt that is
wholly unnecessary for their business model and level of complexity. Instead, regulators should
adopt a flexible and targeted approach that takes into account the unique characteristics of each
company as well as recent and ongoing increases in the capital levels required of large banking
organizations. Indeed, this flexible, targeted approach should be a fundamental part of the living
will planning process. As a result, some financial institutions may need higher levels of longterm debt than others, especially those institutions for which Title II is more likely to be invoked
in the event that extraordinary circumstances occur. Conversely, those institutions for which
Title II is unlikely to be invoked should not be subject to any required new level of long-term
debt.
On the second point regarding the need for adequate holding company resources
to recapitalize subsidiary losses, liquid assets held by the holding company, along with
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subsidiary debt obligations held by the holding company that could be forgiven if necessary
(including deposits), should generally provide adequate resources for doing so. Again, the
circumstances of individual institutions will vary; specific approaches will need to be calibrated
to reflect an institution’s business model, organizational structure, balance sheet, and risk profile;
and additional requirements should not apply to those institutions for which Title II is unlikely to
be invoked. As a result, any additional amounts of holding company resources required for
orderly resolution of a particular institution can and should be addressed in the living will
planning process – and of course, new liquidity requirements applicable to large bank holding
companies and those nonbank financial institutions designated as systemically important will
also help ensure that adequate amounts of liquid resources are available if a single point of entry
approach is employed.
*

*

*

In sum, financial institutions have become safer and far less likely to fail as the
result of increased capital ratios, stronger liquidity levels, and greatly enhanced prudential
standards adopted in the wake of the financial crisis. Yet the possibility of failure will continue
to exist. In ordinary circumstances, the Bankruptcy Code and the specialized failure regimes
tailored to financial institutions will prove adequate to resolve all types of financial institutions.
But in extraordinary circumstances raising real concerns about systemic risk, a single point of
entry private sector recapitalization under Title II of the Dodd-Frank Act is a truly viable safety
valve option for handling the failure of a financial institution in a manner that is orderly, not
panic-inducing. It therefore does not require – and is prohibited from requiring – the taxpayer
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exposure to losses that proved so damaging during the financial crisis. And it ensures the
application of true market discipline from long-term creditors and shareholders of these
companies.
In short, it ends the perceived problem of “too-big-to-fail.”
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The calibration of long term debt requirements should be determined in reference to empirical
analysis of the factors identified. The agencies should also take into account the intrinsic
franchise value of the institution, which Title 2 is intended to preserve, in assessing potential
recapitalization needs.
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