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The DoDD-Frank acT orDerly  
liquiDaTion auThoriTy:   

a Preliminary analysis anD criTique —  
ParT i

PAUL L. LEE

This is the first part of a two-part article that provides a preliminary analysis 
and critique of one of the key provisions in the Dodd-Frank Wall Street Reform 
and Consumer Protection Act, the Orderly Liquidation Authority for nonbank 

financial companies.  Part I discusses the background, theory and legislative 
history of the Orderly Liquidation Authority.  Part II, which will appear in an 

upcoming issue, discusses the general terms and structure of, and recent rulemak-
ing under, the Orderly Liquidation Authority. 

THE PAST AS PROLOGUE

 The recent (and now receding) financial crisis has prompted a searching 
scrutiny by some, and a fundamental rethinking by others, of the U.S. finan-
cial regulatory system.  Observers both within and without the regulatory 
community have detected an endemic failure of the regulatory system, linked 
variously to an undue faith in the benign effects of the Great Moderation and 
to a general deregulatory spirit that has animated legislative and regulatory 
action (or rather inaction) since at least the late 1990s.1  Many observers see 
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the events simply as a confirmation of their long-held belief in “regulatory 
capture.”2  Is it possible that as late as April 2007 there were still calls by 
prominent government officials for “light touch” regulation, for principles-
based rather than rules-based regulation, and for a greater reliance on the 
invisible hand of market discipline to reduce the need for direct oversight by 
the government?3  Coming as they did just months before the onset of the fi-
nancial crisis in August 2007, these calls have in hindsight acquired a quaintly 
anachronistic air.  
 Nonetheless, it would be too facile an argument to suggest that regula-
tory failure was the principal cause of the financial crisis.  While acknowledg-
ing regulatory failure as a contributing factor, a number of observers have 
pointed to more fundamental macroeconomic and structural imbalances as 
the underlying causes of the financial crisis.4  The Financial Crisis Inquiry 
Commission (the “FCIC”) established by act of Congress in May 2009 to 
investigate the causes of the crisis issued its report in January 2011.5  The 
majority of the FCIC concluded that widespread failures in regulation and 
supervision as well as a failure of corporate governance and risk manage-
ment and a systemic breakdown in accountability and ethics in the markets 
were the key factors in causing the crisis.6  In contrast the minority suggested 
that by focusing too narrowly on U.S. regulatory policy and supervision and 
by ignoring the global nature of the crisis, the majority reached unbalanced 
conclusions about the causes of the crisis.7  One member of the minority 
plaintively raised the question why the Congress had bothered to authorize 
the FCIC at all since without waiting for any insights from the work of the 
FCIC, the Congress in July 2010 passed the Dodd-Frank Wall Street Reform 
and Consumer Protection Act (the “Dodd-Frank Act”), purporting to ad-
dress the causes of the financial crisis.8

 The answer to the question posed by the minority member of FCIC 
is that as with any catastrophic event, the instinct for action precedes the 
instinct for study and reflection.  In this case the financial crisis prompted 
immediate calls for action in the U.S. and round the world.  In November 
2008 the heads of state of the Group of Twenty issued an action plan calling 
for reform of the global financial markets.9  Meanwhile in the United States 
observers proclaimed the need not simply for financial reform, but more fun-
damentally for a financial “reformation.”10  While relying on something less 
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than the 95 theses that provided the basis for one of the great prior calls for 
reformation,11 the call for financial reformation nonetheless rested on its own 
set of theses.  One of the principal theses was the need for a new form of 
regulation that looks at risk to the financial system as a whole, i.e., systemic 
risk, and not simply at the risk to individual financial institutions or even 
individual sectors.12

 The concept of systemic risk and its corollary, the too-big-to-fail phe-
nomenon, are not new, at least to the U.S. banking sector.  One of the objec-
tives of the Federal Deposit Insurance Corporation Improvement Act of 1991 
(“FDICIA”) was to address systemic risk and the too-big-to-fail problem, 
perceived as they were at that time as principally pertaining to the banking 
system.13  Subsequent events have in fact confirmed that the concepts of sys-
temic risk and too big to fail now extend well beyond the banking system to 
other large financial entities.14  In their day, the drafters of FDICIA sought to 
address the too-big-to-fail problem by amending the Federal Deposit Insur-
ance Act (the “FDIA”) to require the Federal Deposit Insurance Corporation 
(the “FDIC”) to adopt the least-cost resolution of any troubled insured de-
pository institution and to direct the FDIC not to take any action that would 
increase the losses to the insurance fund by protecting depositors for more 
than the insured portion of their deposits or by protecting non-depositor 
creditors.15  The amendments made by FDICIA, however, contained an ex-
ception to the least-cost test for cases involving systemic risk.  Upon the writ-
ten recommendation of two-thirds of the Board of Governors of the Federal 
Reserve System (the “Board of Governors” or “Federal Reserve Board”) and 
two-thirds of the directors of the FDIC, the Secretary of the Treasury (af-
ter consultation with the President) could determine that compliance with 
the least-cost test would have serious adverse effects on economic conditions 
or financial stability and that notwithstanding the least-cost test the FDIC 
should be authorized to take action or provide assistance as necessary to avoid 
or mitigate these effects.16

 Some observers believed that the amendments made by FDICIA had ef-
fectively addressed the too-big-to-fail problem in the banking system.17  Oth-
er observers were not quite so sanguine, concluding that the mere enactment 
of legislation was unlikely to alter market or regulatory behavior.18  While the 
FDICIA amendments appeared on the surface to address the too-big-to-fail 
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problem, the too-big-to-fail phenomenon as a practical matter spread (to use 
a recent analogy) like a large plume below the surface.  As the recent financial 
crisis unfolded, the extent of the market reliance on the too-big-to-fail phe-
nomenon was revealed.  It encompassed not merely the largest banking insti-
tutions, but also the largest investment banks, insurance companies, money 
market funds and other financial intermediaries.
 Imposing appropriate market discipline in a regulated environment can 
be a challenge even in normal times; it is an insuperable task in the midst of a 
global financial panic.  The solution must first be to restore calm in the short 
term and then seek to re-instill market discipline in the longer term.  Through 
a well-chronicled set of actions, the Treasury, the Federal Reserve Board and 
the FDIC helped to restore relative calm in the financial markets in 2008 
and 2009.19  The focus of the federal government then turned to addressing 
the conditions that were thought to have permitted the crisis to develop and 
spread.  The centerpiece of this effort was the financial reform legislation pro-
posed by the Obama administration in March 2009 and ultimately enacted 
as the Dodd-Frank Act in July 2010.20  This article discusses one of the key 
provisions in the Dodd-Frank Act aimed at addressing systemic risk and the 
too-big-to-fail phenomenon, the Orderly Liquidation Authority for nonbank 
financial companies.  Part I discusses the background, theory and legislative 
history of the Orderly Liquidation Authority.  Part II, which will appear in 
an upcoming issue, discusses the general terms and structure of, and recent 
rulemaking under, the Orderly Liquidation Authority.

AN OVERVIEW OF THE DODD-FRANK ACT

 The Dodd-Frank Act has been described as the most wide-ranging finan-
cial reform measure since the Great Depression.  It was designed to address 
many of the perceived causes of, and contributing factors to, the financial 
crisis.  The various titles of the Dodd-Frank Act catalogue the areas of identi-
fied concern and mandated reform, including such areas as hedge funds, over-
the-counter derivatives, payment and clearing systems, credit rating agencies, 
executive compensation, securitizations, and consumer financial products.21  
Practices in each of these areas were thought to have contributed to the crisis 
in varying degrees and to present ongoing elements of risk to the financial sys-
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tem.  In addition, the Dodd-Frank Act contains two titles that are designed 
to deal with systemic risk on a broader basis.  Title I creates a new framework 
to deal with systemic risk through heightened regulation of systemically im-
portant financial companies.  Title II creates a new regime in the form of the 
Orderly Liquidation Authority to deal with the potential failure and resolu-
tion of financial firms that pose a serious risk to U.S. financial stability.  The 
construct of these two titles reflects the belief that addressing systemic risk 
requires at a minimum a two-pronged approach:  The first prong as repre-
sented by Title I is an ex ante regulatory regime with heightened regulatory re-
quirements for systemically important financial institutions.  The purpose of 
this regime is to lessen the risk (or consequences) of a failure of a systemically 
important financial institution through enhanced capital, liquidity, and other 
risk management measures.  The second prong as represented by Title II is a 
new resolution regime, the Orderly Liquidation Authority, designed to per-
mit the orderly liquidation of a systemically important financial company in 
a manner that contains the risk to the rest of the financial system but also 
avoids the need for a federal “bail-out” of the company or its creditors.

Précis of Title I

 Title I of the Dodd-Frank Act establishes a broad framework for iden-
tifying, regulating, and, if necessary, limiting the size and activities of sys-
temically important financial institutions.  It also establishes a framework 
designed to identify emerging risks, both national and international, that cut 
across sectors or markets.  To implement this new systemic regulatory regime, 
the Dodd-Frank Act creates a new Financial Stability Oversight Council (the 
“Council”) to identify systemic risks and systemically important financial in-
stitutions and empowers the Federal Reserve Board to regulate and supervise 
these systemically important financial institutions (certain of which are al-
ready subject to Federal Reserve Board jurisdiction).22  Title I requires that all 
bank holding companies with $50 billion or more in consolidated assets be 
treated for supervisory purposes as systemically important and be subjected 
to enhanced supervision by the Federal Reserve Board.23  In addition, Ti-
tle I provides the Council with power to designate certain nonbank financial 
companies for comprehensive supervision by the Federal Reserve Board as 
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systemically important financial institutions.24  The designation of nonbank 
financial companies for supervision by the Federal Reserve Board is one of the 
most important functions of the Council.
 Title I requires the Federal Reserve Board to impose a set of enhanced 
prudential standards on these designated nonbank financial companies as 
well as on the bank holding companies with consolidated assets of $50 billion 
or more.25  These enhanced prudential requirements include capital, liquid-
ity, concentration, credit exposure, stress test and overall risk management 
requirements as well as possible enhanced disclosure requirements and short-
term debt limits.  As noted above, these enhanced prudential requirements 
are intended to lessen the risk or consequences of the failure of a systemi-
cally important financial institution.  It has also been suggested that these 
heightened regulatory requirements will create incentives for existing firms to 
reduce their size or complexity and disincentives for other firms to grow to a 
size or complexity that make them systemically important.
 In addition to these general prudential requirements, there are provi-
sions in the ex ante regulatory regime under Title I that are directly relevant 
to the implementation of the Orderly Liquidation Authority under Title II.  
For example, Section 165(d) of Title I requires bank holding companies 
with $50 billion or more in consolidated assets and other nonbank financial 
companies designated by the Council for supervision by the Federal Reserve 
Board to develop their own plans for rapid and orderly resolution in the 
event of material financial distress or failure (so-called “living wills”).26  Al-
though a company designed resolution plan would not be binding upon the 
FDIC as receiver under Title II, it would provide important advance plan-
ning for the regulators generally and for the FDIC specifically if it were to 
face the prospect of appointment as a receiver.27  Section 165(d) directs the 
Federal Reserve Board and the FDIC to issue joint rules implementing the 
resolution plan requirements by January 2012.28  In April 2011 the Federal 
Reserve Board and the FDIC issued a joint notice of proposed rulemaking 
implementing the resolution plan (and credit exposure report) requirements 
of Section 165(d).29  The proposed rule requires covered companies to sub-
mit a resolution plan demonstrating in detail how the companies could be 
reorganized or liquidated under the Bankruptcy Code “within a reasonable 
period of time and in a manner that substantially mitigates the risk that the 
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failure of the [company] would have serious adverse effects on the financial 
stability in the United States.”30  Development of such a resolution plan will 
require a detailed business, operational and legal analysis of each of the core 
business lines and critical operations of the covered company and its subsid-
iaries, both domestic and foreign.31  The resolution planning process holds 
obvious implications for use in any ultimate resolution or liquidation of a fi-
nancial company under the Bankruptcy Code or under Title II.  It also holds 
implications for the current operations of a large complex financial company.  
A potential outcome of the resolution planning process may be a regulator-
imposed requirement that operations be reorganized to protect systemically 
important functions from the risks affiliated with other operations and to 
provide greater legal insulation and transparency of key operations.32  Thus, 
the resolution plan requirement will be a key element not only to the possible 
resolution of a systemically important company, but also potentially to the 
future configuration or architecture of large complex financial companies.
 Title I also provides for the implementation of another relatively new 
concept in systemic risk regulation, the concept of contingent capital or “bail-
in” instruments.  Title I requires the Council to conduct a study of the fea-
sibility, costs, and benefits of requiring systemically important firms to issue 
contingent capital, i.e., debt instruments that would convert into equity at 
a time of financial stress.33  This study is required to be completed by not 
later than July 2012.  After considering the recommendations of the study, 
the Federal Reserve Board would be authorized to impose contingent capi-
tal requirements on systemically important financial institutions.34  There is 
already substantial international interest in the concept of contingent capital 
and “bail-in” instruments.  In August 2010 the Basel Committee on Bank-
ing Supervision issued a consultative paper proposing specific requirements 
for the regulatory capital recognition of convertible or contingent capital in-
struments at internationally active banks.35  In November 2010 the Finan-
cial Stability Board released a policy framework for reducing moral hazard 
posed by systemically important financial institutions.36  Part of the frame-
work includes measures for higher loss absorbency by systemically impor-
tant financial institutions.  The Financial Stability Board indicated that this 
higher absorbency could be drawn from a combination of a capital surcharge, 
a quantitative requirement for contingent capital instruments, and a share 
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of debt instruments represented by “bail-in” claims.  The Financial Stability 
Board will examine the legal, operational and market issues relating to the 
issuance of “bail-in” instruments and report on its findings and recommen-
dations by mid-2011.37  The Swiss regulatory authorities, acting through a 
commission of experts, have advanced even further than other national or in-
ternational authorities by proposing specific contingent capital requirements 
for their two systemically important financial institutions, Credit Suisse and 
UBS.38  Under the proposal the two institutions would be subject to a total 
capital requirement of 19 percent of risk-weighted assets as calculated under 
Basel III, with 10 percent to be held in the form of common equity, disclosed 
reserves and retained earnings and with nine percent eligible to be held in 
the form of contingent convertible bonds.  These bonds would automati-
cally convert into common equity when the bank’s common equity ratio falls 
below a predefined level.39  Contingent capital and bail-in instruments have 
rapidly become part of the international discussion agenda for dealing with 
systemically important financial institutions.  They may become a significant 
item in the dialogue in the U.S., but at the moment they warrant only a 
placeholder in Title II.40

 Finally, Title I requires the Federal Reserve Board in consultation with 
the Council and the FDIC to develop regulations for the early remediation 
of financial distress at a systemically important financial institution.41  The 
stated purpose of this early remediation regime is to require specific remedial 
actions by the company “to minimize the probability that the company will 
become insolvent.”42  The Dodd-Frank Act early remediation requirement 
has an analog in the more detailed “prompt corrective action” requirements 
of the FDIA.43  The “prompt corrective action” requirements in the FDIA, 
however, are keyed to the capital levels of an insured depository institution.  
For many of the larger institutions that failed (either functionally or legally) 
in the recent crisis, capital levels were not an accurate indicator of financial 
stress.  In implementing the early remediation provisions of Title I, the Fed-
eral Reserve Board is directed to develop a broader set of forward-looking 
indicators of financial distress.44  The remedial steps envisioned by the early 
remediation provisions in Title I include a range of actions, beginning with 
limits on capital distributions, acquisitions and asset growth, and culminat-
ing in required capital raises, management changes, asset sales and restrictions 
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on transactions with affiliates.45  Presumably, other remedial actions could 
be based on or linked to the early steps in an institution’s own recovery and 
resolution plan.

Précis of Title II

 Title II provides for a new orderly liquidation regime for systemically 
significant financial companies that encounter financial distress.46  Title II is 
designed as an alternative to and a substitute for a bankruptcy proceeding, 
avoiding the “disorderly” fire sale process that some observers argue attended 
the Lehman Brothers bankruptcy.  The Orderly Liquidation Authority in 
Title II involves a bank-like receivership proceeding and is modeled on the 
existing bank receivership provisions in the FDIA.  Like the existing FDIA 
provisions for a bank receivership, the Orderly Liquidation Authority would 
operate essentially as an administrative proceeding with only limited judicial 
review of certain decisions and no ongoing judicial oversight.  The FDIC as 
receiver would be able to take virtually all actions authorized by Title II with-
out prior court approval or approval by creditors.  There is thus no role for a 
creditors’ committee or trustee in a Title II proceeding.  Title II specifically 
provides for the liquidation, not the reorganization or rehabilitation of the 
company.47  It is envisioned that under Title II the FDIC would provide for 
an orderly wind-down of a systemically significant nonbank company using 
many of the special powers that have historically been applied to the liquida-
tion of insured depository institutions under the FDIA.
 As part of the legislative process in the Senate, certain elements from 
the Bankruptcy Code were engrafted on Title II with the result that while 
the Orderly Liquidation Authority largely follows the procedural elements of 
bank receiverships under the FDIA, it incorporates certain substantive credi-
tor protection elements from the Bankruptcy Code.  For example, Title II 
provides that a creditor in any orderly liquidation proceeding will in no event 
receive less than the amount it would have received in a liquidation under 
Chapter 7 of the Bankruptcy Code.48  This creates a statutory floor or mini-
mum recovery amount for creditors under Title II.  This provision could 
have the effect of negating other provisions in Title II that provide the FDIC 
with special powers in a receivership.  At the same time, Title II permits the 
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FDIC as receiver to treat similarly situated creditors differently if necessary 
to maximize the value of assets or minimize the amount of losses on assets 
or if necessary to continue the operations of the receivership or any bridge 
financial company, provided that all similarly situated creditors receive at least 
the minimum recovery amount.49  This provision has no analog in the Bank-
ruptcy Code although it has an analogue in the FDIA.
 Another distinguishing feature of the Orderly Liquidation Authority is the 
provision for the FDIC as receiver to establish a “bridge financial company” to 
which assets and liabilities of the failed firm can be transferred.50  Such a transfer 
could be used to ensure the continuity of systemically important functions or 
to maximize the going concern value of other functions for the benefit of the 
overall estate.  Assets and liabilities not transferred to or assumed by the bridge 
financial company would be left behind in the receivership proceeding.  The 
ultimate means of implementation of this bridge authority by the FDIC in the 
event of a failure of a systemically important firm will be a key element in the 
success of the Orderly Liquidation Authority.
 The most significant feature that distinguishes the Orderly Liquidation 
Authority from other resolution regimes is the authority in Title II for the 
FDIC and the Treasury to provide funding to the receivership or to the bridge 
financial company to assist its operations pending sale or wind-down.51  This 
funding is to be repaid initially from the failed company’s assets, with any 
shortfall ultimately being paid by assessments made by the FDIC on certain 
creditors who receive “additional payments” in the Title II proceeding and 
on other large financial companies.52  The authority to provide funding to fa-
cilitate the sale or wind-down of a systemically important company is viewed 
by some commentators as the key feature of the new Orderly Liquidation 
Authority that may help to address the potential systemic consequences of the 
failure of such a company.53

 Although Title II is modeled on the bank receivership precedent, there 
is no precedent for the application of the FDIA receivership provisions to a 
nonbank financial company.  Likewise, while the bridge financial company 
concept is modeled on the bridge bank concept in the FDIA (which the FDIC 
has actually used), there is no precedent for the application of the bridge com-
pany concept to a nonbank financial company.  Moreover, the FDIC’s his-
torical experience has generally been with insured depository institutions that 
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are significantly smaller (with the possible exception of Washington Mutual) 
and less complex than the systemically important financial companies that 
are the intended targets of Title II.  There is limited precedent even under the 
FDIA receivership provisions for the liquidation of a bank with significant 
foreign operations.  Title II itself applies only to a company organized under 
federal or state law and is uncertain in its application to foreign assets of such 
a company.54  Many of the largest U.S. financial institutions have significant 
foreign operations.  The application of the Orderly Liquidation Authority 
to a complex international financial conglomerate will present challenging 
issues.  In all events the significant differences between the fact patterns that 
the FDIC has historically faced in resolving insured depository institutions 
under the FDIA and the fact patterns that the FDIC would face in resolving 
a systemically important firm under Title II suggest that the FDIC will have 
to expand its approach and thinking in fundamental ways.

Risks of Regulatory Change

 New regulatory regimes such as those represented by Title I and Title II 
present a range of risks.  One obvious risk is that the new regime may over-
compensate for the perceived failings of the prior regulatory regime.  In the 
legislative world, Newton’s Principia do not apply.  For every action there is not 
necessarily an equal and opposite reaction, but often a significant overreaction.  
Various financial industry groups and commentators have decried what they 
perceive to be the overreaction of the Dodd-Frank Act.55  Another risk is that 
the regulators, despite their best efforts, will not be able to meet all the expanded 
expectations reflected in the new regulatory scheme and in particular will not 
be able to discern far enough in advance the shifting shape of the next financial 
crisis.  Estimable observers have cautioned that the regulators are no more likely 
to be able to predict the precipitating events for the next financial crisis than 
the general mass of forecasters.56  Finally, measured against the maxim, “first do 
no harm,” there is also a risk that a newly devised scheme may compound the 
problems it purports to solve.  Opponents of the Dodd-Frank Act assert that 
Titles I and II will actually have the perverse effect of reinforcing systemic risk 
and the too-big-to-fail phenomenon.57  These opponents argue that by having 
the government designate firms as systemically significant under Title I so that 
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they can be subjected to heightened prudential standards, the Dodd-Frank Act 
in effect codifies the too-big-to-fail concept and signals to the market that these 
firms will be supported by the government.58  These opponents also argue that 
the Orderly Liquidation Authority in Title II will simply perpetuate the current 
practice of bailing out creditors of too-big-to-fail firms.  The opponents cite the 
provisions in Title II that grant the FDIC the ability to pay off selected creditors 
and counterparties at 100 cents on the dollar and to the broad authority of the 
FDIC under Title II to borrow from the Treasury to pay off the creditors of a 
failing financial company.59  A contrarian member of the regulatory commu-
nity has publicly asserted that notwithstanding the Dodd-Frank Act, the largest 
U.S. financial firms are still too big to fail.60  It seems clear that the basic policy 
debate surrounding the Dodd-Frank Act’s approach to systemic risk and too 
big to fail will continue unabated even as the regulators proceed with the rule-
making processes to implement these Titles.61  The next section of this article 
discusses the policy arguments that surrounded the new Orderly Liquidation 
Authority during the legislative process of the Dodd-Frank Act and that will 
continue to underlie the debate about the Orderly Liquidation Authority in its 
implementation process.

HISTORY OF TITLE II

The Treasury Proposal for a New Resolution Authority

 The proposal for a new resolution regime for systemically significant fi-
nancial firms emerged as a key topic early in the discussion of comprehensive 
financial reform.  Indeed, the desirability of a new resolution regime to fa-
cilitate the orderly unwinding of systemically important financial companies 
had been generally noted by government officials even before the Lehman 
bankruptcy.62  The market events following the Lehman bankruptcy filing in-
stilled a new sense of urgency to the task of designing a special legal regime for 
handling the resolution of large financial companies.  The Treasury Depart-
ment in the Obama administration signaled the importance that it attached 
to this element of reform by releasing a detailed legislative proposal for a new 
resolution authority in March 2009 well in advance of the legislative drafts 
for other parts of its reform package.63
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 In its March 2009 press release, proposing the new resolution author-
ity, the Treasury Department stated that its legislative proposal would fill a 
significant void in the existing financial regulatory structure for dealing with 
nonbank financial companies, a void that had been highlighted during the 
financial crisis.64  The Treasury Department said that the events of the fi-
nancial crisis had demonstrated that when a large, interconnected nonbank 
financial company encountered severe financial distress, there were only two 
options for the company:  (1) obtain outside capital or funding from the fed-
eral government as in the case of AIG; or (2) file for bankruptcy and undergo 
a “disorderly” failure that threatened the stability of the U.S. financial system 
as in the case of Lehman Brothers.65  Faced with the choice between these two 
“untenable” options, the government chose to use the Federal Reserve Board’s 
lending authority under Section 13(3) of the Federal Reserve Act to avoid 
disorderly failures of Bear Stearns and AIG.66

 The Treasury Department said that the government needed another op-
tion for dealing with the resolution of a systemically significant nonbank 
financial firm and that this option should take the form of a resolution au-
thority that paralleled the speed and flexibility of the resolution authority for 
insured depository institutions under the FDIA.  The Treasury press release 
asserted that if the government had had the authority provided for in the 
proposed resolution authority, it could have resolved AIG in an orderly man-
ner that would have shared losses among equity and debt holders in a way 
that maintained confidence in AIG’s ability to fulfill its obligations to its 
insurance policyholders and “other systemically important customers.”67  Ac-
cording to the Treasury press release, the new resolution authority would al-
low the FDIC to sell or transfer assets and liabilities of the company without 
court order or counterparty consent, to renegotiate or repudiate contracts, 
and to address the derivatives portfolio.  The Treasury Department’s initial 
draft legislation released along with the press release envisioned a new resolu-
tion authority that would allow the FDIC to act as a conservator or receiver 
for a firm deemed to be systemically significant, with powers comparable to 
those available to the FDIC for insured depository institutions and with the 
additional authority to provide various forms of financial assistance, includ-
ing equity purchases, to stabilize the financial firm.68  In its broad outline and 
in its specific provisions the draft legislation proposed by the Treasury gener-
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ally tracked the provisions of the FDIA dealing with the conservatorship and 
receivership of insured depository institutions.
 In what could be seen in hindsight as a potential political misstep, the 
Treasury Department noted in its press release that the new authority was 
modeled on the FDIC’s existing resolution authority for depository institu-
tions and on the Federal Housing Finance Agency’s resolution authority for 
government sponsored entities.  The indirect allusion to the conservatorship 
treatment of Fannie Mae and Freddie Mac exposed the Treasury Department 
to the criticism that its proposal would provide a source of ongoing federal 
assistance to other companies on financial life-support.  It was clear from the 
press release that the Treasury Department envisioned the possibility of the 
use of a conservatorship to restore an institution “to a position of solvency 
so that it can carry on its business.”69  Among the powers that the conserva-
tor would have would be “to fundamentally restructure the institution by, 
for example, replacing its board of directors and its senior officers.”70  In 
subsequent testimony in support of the legislative proposal, a senior Treasury 
official expanded on the advantages that the conservatorship or receivership 
provisions of the new resolution authority would have over the options that 
were available to the government during the financial crisis in 2008.  This 
Treasury official cited four specific advantages:  

(1) swifter replacement of board and senior management by the FDIC; 

(2) a temporary stay of counterparty termination and netting rights on de-
rivative contracts to mitigate the adverse consequences to a company’s 
liquidation; 

(3) the ability to provide the company with financing to fund its liquidity 
and capital needs during conservatorship or receivership and thus miti-
gate the “knock on” effects of a firm’s failure; and 

(4) the ability to create one or more “bridge” financial companies to preserve 
the business franchise, deal with counterparty claims, and protect viable 
assets of stronger subsidiaries pending their sale.71

 Various aspects of the original Treasury legislative proposal were revised 
in the House and Senate mark-up process.  One significant change to the 
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Treasury draft made as part of the House legislative process was to remove the 
conservatorship option and to require a liquidation of any company made 
subject to the authority.72  Amendments were also made in the House process 
to require that any federal government assistance provided as part of the liq-
uidation process be repaid in full from non-taxpayer funds, i.e., from assess-
ments on other financial companies.73  In its legislative proposal, the Treasury 
Department contemplated that the U.S. government would be authorized 
to provide a number of different forms of financial assistance to stabilize a 
company, such as making loans to the company, purchasing assets or obliga-
tions of the company, guaranteeing liabilities of the company, or purchasing 
an equity interest in the company.  As the proposed legislation progressed in 
the House, the authority to purchase an equity interest was removed, con-
sistent with the other changes that the House made to require liquidation 
rather than conservatorship or rehabilitation.  The general authority for the 
FDIC to provide funding and other financial assistance to an institution un-
dergoing an orderly liquidation, however, was retained in the legislation.  The 
Treasury press release indicated that the proposed legislation would create an 
appropriate mechanism for funding the exercise of the new resolution pow-
ers, including repaying any government funding or other financial assistance 
that might be required as part of an orderly resolution.  According to the press 
release the funding would come in the first instance from the general fund 
of the Treasury, but would be repaid through an ex ante or ex post assessment 
scheme on financial institutions.  The initial legislative draft submitted by the 
Treasury in March 2009 envisioned an ex post assessment mechanism.  The 
subsequent House-passed version of reform legislation, H.R. 4173, called for 
an ex ante assessment mechanism to source a $150 billion fund.74  As finally 
enacted, the Dodd-Frank Act reverted to an ex post assessment mechanism.75  
The assessment mechanism for the new resolution authority proved one of 
the most contentious issues in the debate over Title II.

Legislative Hearing Process

 The hearing process in the House and the Senate provided a range of 
federal and state regulators, industry trade groups, and other commentators 
with the opportunity to offer their views on the Treasury reform proposals.  
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A series of hearings in the House and Senate focused specifically on the topic 
of systemic risk and the proposed resolution authority.  The testimony at 
these hearings revealed fundamental policy differences among commentators 
over the concept of a new resolution authority to displace the Bankruptcy 
Code.  Substantial reservations were also expressed over certain of the pro-
posed terms of the new resolution authority even by those who supported the 
concept in principle.
 Perhaps not surprisingly, the federal regulatory agencies supported the 
concept of a new resolution authority for nonbank financial companies.  
Chairman Bernanke testified in favor of such a resolution authority, noting 
that after the Lehman and AIG experiences, there could be little doubt that 
the government needed “a third option between the choices of bankruptcy 
and bailout.”76  He also observed that new resolution authority would be 
needed to help mitigate the moral hazard implicitly arising from the identi-
fication of systemically significant financial firms under the Administration’s 
reform proposal.77  Chairman Mary Schapiro of the Securities and Exchange 
Commission spoke in her testimony of the Hobson’s choice confronting the 
government when a large interconnected financial company was teetering on 
the brink of failure.78  She too spoke in favor of a third option, but she like 
Chairman Bernanke noted the risk in designing such an option:

 A credible resolution regime can help address these risks by giving policy 
makers a third option:  a controlled unwinding of the institution over 
time.  Structured correctly, such a regime could force market participants 
to realize the full costs of their decisions and help reduce the “too-big-
to-fail” dilemma.  Structured poorly, such a regime would strengthen 
market expectations of government support, as a result fueling “too-big-
to-fail” risks.79

 The most vocal proponent of the new resolution authority was Chairman 
Sheila Bair of the FDIC.  In her testimony before the House she called for 
an end of the too-big-to-fail policy through the establishment of a credible 
mechanism for the orderly resolution of financial companies presenting sys-
temic risk.80  She cast her argument in the following terms:
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 The notion of too big to fail creates a vicious circle that needs to be 
broken.  Large firms are able to raise huge amounts of debt and equity 
and are given access to the credit markets at favorable terms without con-
sideration of the firms’ risk profile.  Investors and creditors believe their 
exposure is minimal since they also believe the government will not allow 
these firms to fail.  The large firms leverage these funds and become even 
larger, which makes investors and creditors more complacent and more 
likely to extend credit and funds without fear of losses.  In some respects, 
investors, creditors, and the firms themselves are making a bet that they 
are immune from the risks of failure and loss because they have become 
too big, believing that regulators will avoid taking action for fear of the 
repercussions on the broader market economy.81

 In testimony before the Senate Chairman Bair pointed to the severe market 
disruption resulting from the Lehman bankruptcy filing and offered two expla-
nations for the severity of the market reaction.  The first explanation was that 
investors thought that the government would not let Lehman declare bank-
ruptcy because “the protracted proceedings of a Chapter 11 bankruptcy were 
not viewed as credible prior to the [Lehman] bankruptcy filing” and hence in-
vestors were willing to make “moral hazard” investments in high-yielding com-
mercial paper of companies like Lehman.82  The second explanation was that 
the legal features of the bankruptcy filing itself triggered fire sales of assets and 
destroyed the liquidity of a large share of the claims against Lehman.83  In this 
latter regard, Chairman Bair focused in particular on the systemic risk posed by 
derivatives.  Noting that under the Bankruptcy Code, counterparties on deriva-
tives can terminate and net-out positions and sell any pledged collateral to pay 
off the net claims, she observed that the exercise of these rights during periods 
of general market instability can increase systemic risk.  This legal regime makes 
financial firms more prone to “market runs” with a cycle of increasing collateral 
demands before a firm fails and collateral dumping after it fails.84  She sketched 
the following picture of a failing financial firm:

 If a bank holding company or non-bank financial holding company is 
forced into, or chooses to enter, bankruptcy for any reason, the follow-
ing is likely to occur.  In a Chapter 11 bankruptcy, there is an automatic 



THE BANKING LAW JOURNAL

788

stay on most creditor claims  —  with the exception of specified financial 
contracts (futures and options contracts and certain types of derivatives) 
that are subject to immediate termination and netting provisions.  The 
automatic stay renders illiquid the entire balance of outstanding credi-
tor claims.  There are no alternative funding mechanisms, other than 
debtor-in-possession financing, available to remedy this problem.  On 
the other hand, the bankrupt’s financial market contracts are subject to 
immediate termination  —  and cannot be transferred to another existing 
institution or a temporary institution, such as a bridge bank.  In bank-
ruptcy, without a bridge bank or similar type of option, there is really 
no practical way to provide continuity for the holding company’s or its 
subsidiaries’ operations.  Those operations are based principally on finan-
cial agreements dependent on market confidence and require continuity 
through a bridge bank mechanism to allow the type of quick, flexible 
action needed.  The automatic stay and the uncertainties inherent in 
the judicially-based bankruptcy proceedings further impair the ability 
to maintain these key functions.  As a result, the current bankruptcy 
resolution options available  —  taking control of the banking subsidiary 
or a bankruptcy filing of the parent organization  —  make the effective 
resolution of a large, systemically important financial institution, such as 
a bank holding company, virtually impossible.85

 Another senior official of the FDIC in testimony before the House of-
fered other reasons why he thought that the Bankruptcy Code was not well 
suited to the resolution of large financial firms.86  First, the bankruptcy pro-
cess focuses on resolving creditor claims and not the protection of the broader 
public interest.  While the Bankruptcy Code might be appropriate for most 
insolvencies, for a large financial company the creditors should not determine 
the shape of the resolution.  Second, a resolution of a large financial firm 
requires pre-planning and cannot depend on administration by a debtor in 
possession, a recently appointed trustee, or a creditors’ committee.  Speed 
and pre-planning are essential elements to any resolution of a large financial 
firm which must be done on a virtually overnight basis.  Third, the resolution 
of a large financial firm requires the ability for the resolver to act decisively 
to take over the business, preserve systematically significant operations and 
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provide continuity of critical financial functions.  This could be accomplished 
through the establishment of a bridge institution to which financial market 
contracts (e.g., derivatives) could be transferred without triggering netting 
and liquidation rights.  This bridge institution could also continue other sys-
temically significant functions, such as payment processing, securities lend-
ing, and settlement of ongoing government securities transactions.  The cre-
ation of a bridge institution would also permit a more orderly bidding process 
by possible bidders for the institution or at least parts of it.  Finally, the 
new resolution authority would provide the necessary liquidity to continue 
the systemically significant functions through a secure government funding 
mechanism, whereas in the Lehman case the lack of debtor-in-possession fi-
nancing may have driven certain Lehman entities into Chapter 7 liquidations 
rather than Chapter 11 reorganizations.87

 In her testimony in support of the new resolution authority, Chairman 
Bair also introduced one particularly controversial idea.  She suggested that 
consideration be given to imposing limits on the ability of financial institu-
tions to use collateral to mitigate credit risk.88  More specifically, she suggested 
that the receiver for a systemically important financial company be allowed to 
“haircut” by up to 20 percent secured claims against the failing institution.89  
She observed that the ability to fully collateralize credit risks removed a lender’s 
incentive to underwrite exposures by assessing the counterparty’s ongoing abil-
ity to perform.90  A form of this “haircut” proposal was included in H.R. 4173, 
the House-passed version of the financial reform legislation.  The relevant pro-
vision in H.R. 4173 would have permitted the FDIC as receiver to haircut by 
an amount of up to 10 percent any security interest under a qualified financial 
contract with an original term of 30 days or less secured by collateral other than 
securities issued by the U.S. government, agencies, or government sponsored 
enterprises.91  The Dodd-Frank Act does not include a comparable provision.  
Instead, it directs the Council to conduct a study to evaluate whether a haircut 
on secured creditors could improve market discipline.92

 Other commentators provided qualified support for the new resolution 
authority.  The major industry trade groups voiced general support for the 
concept of a new resolution authority for systemically important financial 
firms, but expressed significant concerns about many of the specific terms 
of the new resolution authority as contained in the Treasury draft bill.  One 



THE BANKING LAW JOURNAL

790

particular area of concern related to the possible difference of treatment of 
creditors under the Bankruptcy Code and the new resolution authority.  Each 
of the major industry trade groups expressed the view that it was important 
that there be clarity of treatment of creditors and that to the maximum extent 
possible, the new resolution authority should be aligned with the rights and 
procedures under the Bankruptcy Code.  For example, the Financial Ser-
vices Roundtable noted that while certain special procedures under the FDIA 
might be needed in a bank insolvency to protect the interests of insured de-
positors, these procedures would not be appropriate in the case of a failure 
of a holding company.93  The Roundtable commented that holding company 
creditors should be given the same rights and protections available under 
federal bankruptcy law, including the ability to challenge valuations of assets 
and to seek judicial review of determinations.94  The American Bankers Asso-
ciation in expressing its concerns with several elements of the new resolution 
authority echoed the concern for the treatment of creditors:

 Rules for creditors [sh]ould be developed in advance based on existing 
bankruptcy principles, which would provide clarity and predictability to 
financial markets on transactions.95

 The Securities Industry and Financial Markets Association (“SIFMA”) 
provided perhaps the most detailed testimony on the proposed resolution 
authority.  Like the other trade groups, SIFMA supported the idea of a reso-
lution authority for systemically important financial companies, but objected 
to various provisions in the Treasury legislative proposal.96  The testimony 
from SIFMA acknowledged the possible tensions that would likely arise be-
tween the government’s objective of resolving large financial firms to avoid 
systemic risk and the market’s desire for clarity, predictability and equality of 
treatment.  The SIFMA testimony points to one of the fundamental tensions:

 [The] core resolution powers [in the Treasury draft legislation] are de-
signed to overcome the weaknesses in the bankruptcy process by provid-
ing a way for the systemically critical parts of a non-bank financial com-
pany’s assets and liabilities to be preserved in the most cost-effective way, 
regardless of whether creditors within the same class are treated equally.  
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This cherry-picking of assets and liabilities in the interest of systemic sta-
bility would normally be antithetical to established bankruptcy policies, 
which favor equality of treatment for similarly situated creditors.  It is 
justified, however, in the case of systemically important non-bank finan-
cial companies because of the supervening policy goals of preserving the 
value of these entities and minimizing public costs.97

In its testimony, SIFMA appeared to accept the need for the core resolution 
process.  It nonetheless objected to the fact that the Treasury proposal went 
beyond the creation of the core resolution function to replace “the Bank-
ruptcy Code’s transparent judicial claims process and neutral rules for left-
behind assets and liabilities with the opaque administrative claims process 
and creditor-unfriendly rules” taken from the bank insolvency model in the 
FDIA.98  As SIFMA noted in its testimony, the claims process under the 
FDIA was designed to favor the FDIC as creditor over other creditors because 
as the insurer of a bank’s deposits, the FDIC is typically the largest creditor 
of a failed bank.99  The various “superpowers” given to the FDIC as receiver 
under the FDIA reflect this basic fact.  SIFMA observed that the FDIA rules 
for treatment of contingent claims, avoidance powers, setoffs, contract repu-
diation powers, and limitations on damages from repudiation, adopted in the 
context of bank insolvency are not necessarily appropriate in the context of a 
nonbank insolvency.100

 Academicians and other commentators offered a variety of views on the 
proposed resolution regime for large financial companies.  Some supported 
the notion of a new regime on the grounds that the bankruptcy process was 
not suitable for handling a large troubled financial company.  One point cited 
against a bankruptcy process was that it would take too long  —  the financial 
business would “evaporate” while the company was in the proceeding  —  
leading to a piecemeal liquidation with attendant loss of value.101  A rather 
more significant concern related to the inherent risk that the bankruptcy pro-
cess for a large financial company posed to the financial system as a whole:

 By definition, troubled systematically important financial institutions 
cannot be resolved in bankruptcy without threatening the stability of 
the financial system.  The bankruptcy process stays payment of unse-
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cured creditors, while inducing secured creditors to seize and then pos-
sibly sell their collateral.  Either or both outcomes could lead to a wider 
panic, which is why a bank-like restructuring process  —  which puts the 
troubled bank into receivership, allowing the FDIC to transfer the insti-
tution’s liabilities to an acquirer or to a “bridge bank”  —  is necessary for 
non-bank SIFIs.102

 For some observers another important point working against a bankrupt-
cy process was that it could not assure the funding that would be needed to 
permit an orderly wind-down of a large financial institution.103  The Treasury 
proposal sought to address this problem by providing the Treasury and the 
FDIC with authority to supply funding to the company as part of the resolu-
tion process.  But this solution of government funding was itself perceived as 
a fundamental flaw in the Treasury proposal by various opponents.
 A significant number of academicians and other commentators objected 
to the very notion of the new resolution authority.  The basic criticism lev-
eled at the resolution authority was that it would permit the regulators to 
continue to “bailout” troubled financial firms through the use of the power 
to provide funding and guarantees to the institution.104  Various commenta-
tors asserted that the new resolution authority would “institutionalize” TARP 
or worse create a “supercharged” TARP.105  These commentators argued most 
fundamentally that a bankruptcy process was needed to instill discipline in 
the market.106  These commentators also worried about the wide degree of 
discretion provided to the regulators with respect to the use of the resolution 
authority, e.g., in deciding whether an institution would receive the treatment 
and in deciding which creditors and counterparties might be protected under 
the rubric of systemic risk.  In contrast to the proposed resolution authority, 
these commentators saw the bankruptcy process as relying on established rule 
of law rather than discretion and as treating creditors in a way understood by 
lenders and investors in advance.107

 Many of the commentators who favored a bankruptcy approach over a 
new resolution authority nonetheless suggested that changes should be made 
to the Bankruptcy Code to address potential systemic issues.  A theme com-
mon to many of these commentators was the need to revise the special treat-
ment of derivatives, swaps and other financial contracts in the Bankruptcy 
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Code.  The core provisions of the Bankruptcy Code relating to the auto-
matic stay, limitations on preferential and fraudulent transfers, and restric-
tions on ipso facto clauses are limited in their application to derivatives and 
other financial contracts.108  The exclusion of these financial contracts from 
the automatic stay and ipso facto provisions of the Bankruptcy Code allows 
counterparties on such contracts to terminate or close-out the contracts with 
the debtor upon a bankruptcy event and immediately liquidate any collat-
eral.109  The exclusion also protects the counterparty from a preference or 
constructive fraudulent conveyance claim on settlement payments, margin 
payments and other collateral postings made during the periods specified in 
the relevant sections of the Bankruptcy Code.110  In addition, a counterparty 
under a master netting agreement may net its exposure on a wide range of 
financial contracts with a debtor, thus avoiding the risk of “cherry picking” to 
which other creditors with executory contracts with a debtor are exposed in 
bankruptcy.111  The combined effect of these special exclusions and rights for 
counterparties to financial contracts is to exclude whole markets and coun-
terparties in those markets from the traditional provisions of the Bankruptcy 
Code and to provide them with protection not generally available to other 
creditors of a debtor.112

 The Lehman bankruptcy provided the occasion for commentators to 
reevaluate the policies and consequences of the special treatment of finan-
cial contracts in a bankruptcy proceeding.  The lead bankruptcy lawyer for 
Lehman Brothers testified that the exclusion from the Bankruptcy Code’s au-
tomatic stay for derivatives, swap and other securities transactions had caused 
“a massive destruction of value for Lehman.”113  Other observers even before 
the Lehman bankruptcy had warned that the special treatment for financial 
contracts could be a source of systemic risk in a bankruptcy proceeding of a 
large financial institution.114  The irony that the special treatment of deriva-
tives and other financial contracts was originally justified on the theory that 
it would protect against systemic risk was not lost on observers.115  The stated 
legislative purpose of the original exclusion from the automatic stay was to 
prevent the domino effect of the insolvency of a commodities or securities 
firm spreading to other firms and threatening the larger market.116  The ex-
clusion from the automatic stay was to permit a counterparty to liquidate its 
contracts with the bankrupt immediately and minimize the ongoing market 
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risk in the position.  But it now appears to various observers that the exclu-
sion may have the unintended effect of generating another form of systemic 
risk, i.e., the risk of a wholesale “run” by derivative counterparties.117

 The combined experience with Long-Term Capital Management 
(“LTCM”) and Lehman have caused some observers to re-consider the effects 
of the special provisions for financial contracts.  The complexity of the situa-
tion was identified by the President’s Working Group in 1999 in its report on 
LTCM (the “PWG Report”).118  The PWG Report noted that the President’s 
Working Group was generally in favor of proposed amendments to the Bank-
ruptcy Code to clarify and further expand the protections afforded financial 
contracts under the Bankruptcy Code.  At the same time the PWG Report 
acknowledged the risks that this special treatment could present:

 [I]n certain circumstances, a simultaneous rush by the counterparties of 
a defaulting market participant to replace their contracts could put pres-
sure on market prices.  To the extent that the default was due to fluctua-
tions in market prices in these contracts, this pressure might tend to ex-
acerbate those fluctuations, at least in the near term.  This problem could 
be significant where the defaulting debtor had large positions relative to 
the size of the market.119

However, the PWG Report concluded on balance that the inability to exer-
cise close-out netting rights “could well have resulted in an even worse market 
situation if the LTCM fund had filed for bankruptcy than the exercise of such 
rights in this situation.”120

 Other observers have drawn different lessons from the LTCM experi-
ence.  These observers have concluded that the exercise of close-out rights 
in the LTCM case would not have avoided the risk of a chain reaction of 
insolvencies, but rather would have exacerbated that risk.121  They posit the 
following proposition:

 [W]holesale liquidation of LTCM’s assets would have benefited few coun-
terparties (prices would have collapsed long before most had a chance to 
liquidate their positions) and could have had serious “knock-on” effects 
because other counterparties and other financial firms held positions sim-
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ilar to LTCM’s.  Thus, counterparties could have suffered large losses and 
been forced to default on their own obligations to other parties, result-
ing in precisely the same “chain reaction of insolvencies” that Congress 
sought to avoid by exempting derivatives from the stay.  This explains 
why LTCM’s counterparties did not attempt to close out their positions 
and seize collateral when LTCM entered financial distress.122

Instead, the largest counterparties formed a consortium to acquire control of 
LTCM and recapitalize LTCM so that they could unwind LTCM’s deriva-
tive positions in an orderly fashion.123  In testimony on the LTCM events, 
Chairman Alan Greenspan appeared to acknowledge the risk of a disorderly 
fire-sale:

 It was the judgment of officials at the Federal Reserve Bank of New York, 
who were monitoring the situation on an ongoing basis, that the act 
of unwinding LTCM’s portfolio in a forced liquidation would not only 
have a significant distorting impact on market prices but also in the pro-
cess could produce large losses, or worse, for a number of creditors and 
counterparties, and for other market participants who were not directly 
involved with LTCM.  In that environment, it was the FRBNY’s judg-
ment that it was to the advantage of all parties — including the creditors 
and other market participants — to engender if at all possible an orderly 
resolution rather than let the firm go into disorderly fire-sale liquidation 
following a set of cascading cross defaults.124

At LTCM the potential for systemic consequences arising from the exercise of 
the special rights for counterparties led the major counterparties themselves 
to avoid a situation in which such rights would have to be exercised.
 In light of both the LTCM and Lehman experience, the concern now 
is that the exclusion of financial contracts from the automatic stay permits 
or even promotes a run on the debtor’s assets as counterparties demand ad-
ditional collateral and then terminate their contracts and sell collateral into 
a falling market with “knock on” effects for other parties holding the same 
assets.125  This unintended consequence of the original exclusion has been 
amplified because the original exclusion has been serially expanded through 
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amendments in 1982, 1984, 1990, and 2005 to cover an ever broader set 
of derivatives, financial contracts and master netting arrangements.126  The 
amendments in 2005 were opposed by some commentators at the time be-
cause the amendments were seen to expand the breadth of the exclusion in in-
appropriate ways.127  For example, the 2005 amendments expanded the types 
of repurchase agreements that enjoyed the exemption from the automatic stay 
from those involving U.S. government and U.S. agency securities to include 
various types of mortgage and mortgage related securities as well.128  One 
bankruptcy expert who testified on the financial crisis in 2008 noted that 
the expanded categories of securities covered by the 2005 amendment were 
the “very types of investments that have proved to be toxic in the current cri-
sis.”129  This expert also criticized the 2005 amendment that greatly expanded 
the definition of “swap agreement” because it has prompted the redrafting 
of loan agreements into the form of swap agreements so that those contracts 
would enjoy the exclusions from the Bankruptcy Code and the benefit of 
master netting agreements.130  Behavior during the financial crisis provides 
further support for the view that the special Bankruptcy Code treatment of 
derivatives and swaps creates a significant incentive for banks and other finan-
cial institutions to structure financing arrangements as swap agreements.131

 Various suggestions have been made to address the concern with the treat-
ment of derivatives and other financial contracts under the Bankruptcy Code.  
The broadest proposal would be simply to remove the special provisions from 
the Bankruptcy Code.132  A narrower proposal would invalidate the provision 
in derivatives contracts that makes bankruptcy an event of default.133  Another 
approach would be to distinguish between types of derivative contracts, e.g., 
making the automatic stay applicable to credit default swaps, but not, for ex-
ample, to interest rate or currency swaps.134  Still another approach would be 
to amend the Bankruptcy Code to provide that the special exemptions for de-
rivatives and other financial contracts would not apply to a case in which a 
financial company is the debtor.135  This latter approach was adopted by the 
House Republicans in their proposed financial reform measure, H.R. 3310, 
introduced in 2009.136  Title I of H.R. 3310 would have created a new Chap-
ter 14 to the Bankruptcy Code for non-bank financial institutions as debtors.  
H.R. 3310 defined a “non-bank” financial institution as an institution the busi-
ness of which is engaging in financial activities but is not an insured deposi-
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tory institution.137  In a Chapter 14 case, the special provisions for derivatives 
and other financial contracts would not have automatically applied.  Instead, 
the bankruptcy court would make a specific determination upon a motion by 
debtor whether the debtor and the estate should be exempt from any or all 
special provisions in the Bankruptcy Code for derivatives and other financial 
contracts.138  In making that determination, the bankruptcy court would be 
directed to “balance the interests of both debtor and creditors while attempting 
to preserve the debtor’s assets for prepayment and reorganization of the debtor’s 
obligations, or to provide for a more orderly liquidation.”139  H.R. 3310 failed 
to gain any traction in the House and no action was taken on it.  However, the 
notion that the Bankruptcy Code might be amended to make it more effec-
tive in dealing with the reorganization or liquidation of financial companies 
ultimately found sufficient favor that the Congress provided in Title II of the 
Dodd-Frank Act for three separate studies of the matter.140

House, Senate, and Conference Action

 As the hearing process on the Treasury proposal proceeded in the House 
and the Senate, House and Senate committees produced their own drafts of 
reform legislation.  Representative Barney Frank, then chairman of the House 
Financial Services Committee, produced a draft of reform legislation in Oc-
tober 2009 that incorporated most of the elements of the Treasury legislative 
draft, including provisions for a new resolution authority.  The House passed 
its version of financial reform legislation as H.R. 4173 in December 2009.141  
As noted above, as part of the legislative process in the House, certain revisions 
to the Treasury legislative draft of the resolution authority were made.  One 
revision was to eliminate the conservatorship option and to authorize only re-
ceivership and liquidation.142  A corresponding change was also made to remove 
the authority of the FDIC and the Treasury to provide equity financing to a 
financial company as part of the resolution process, although debt financing 
and guarantees could still be provided.143  Most significantly, the assessment 
provision was revised to require an ex ante assessment on financial companies 
with consolidated assets of $50 billion or more and on financial companies that 
manage hedge funds with $10 billion or more of assets under management.144  
These ex ante assessments would have been used to create a Systemic Dissolu-
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tion Fund of $150 billion.145  This fund was intended to assure that any fund-
ing needed in connection with the liquidation of a covered financial company 
would come from other large financial companies.
 Senator Christopher Dodd, then chairman of the Senate Banking Com-
mittee, developed his own versions of financial reform legislation in 2009 and 
in 2010 on the Senate side.  The Senate passed a version of financial reform 
legislation in May 2010.146  The Senate-passed version of the orderly liquida-
tion authority differed from the House-passed version of the dissolution au-
thority in a number of respects.  For example, the Senate-passed version pro-
vided for a prior court approval for the appointment of the FDIC as receiver 
(if the covered company did not consent to the appointment).147  It also in-
troduced a set of special provisions for the treatment of a broker-dealer that 
is a member of the Securities Investor Protection Corporation (“SIPC”).148  It 
required the FDIC in consultation with the Council to adopt rules to imple-
ment Title II and in adopting such rules to the extent possible to harmonize 
them with the insolvency laws that would otherwise apply to the financial 
company.149  The Senate-passed version also made certain substantive changes 
to the liquidation rules to incorporate provisions more closely aligned to pro-
visions in the Bankruptcy Code, such as provisions relating to the provability 
of contingent claims, the power to avoid fraudulent transfers, and the exercise 
of set-off rights.150  The Senate-passed version included a general provision 
that a creditor would in no event receive less than the amount the creditor 
would be entitled to receive in a Chapter 7 proceeding.151  The Senate-passed 
version did not include the “haircut” provision on short-term secured debt as 
was contained in the House-passed version.
 The Senate-passed version also differed from the House-passed version 
in its provisions for financial assistance.  It placed a cap on the amount of 
assistance available to the financial company and required the FDIC to de-
velop an orderly liquidation plan acceptable to the secretary of the treasury 
that covers the provision of financial assistance.152  The Senate-passed version 
provided for an assessment of financial companies to reimburse the costs of 
financial assistance.  However, the Senate-passed version differed from the 
House-passed version in not requiring assessments in advance and in not 
establishing a specific amount of the orderly liquidation fund.153

 A Conference Committee composed of members from the House and Sen-
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ate met in June to reconcile the House- and Senate-passed versions of H.R. 
4173.  The Conference Committee worked from a version of a bill based on 
the Senate-passed bill.  With regard to the Title II provisions for the Orderly 
Liquidation Authority, the Conference Committee Report made a number of 
substantive changes to the Senate-passed bill.  One change was made to the spe-
cial provisions for the treatment of insurance companies.154  Additional clarify-
ing changes were made to the provisions for the orderly liquidation of a SIPC 
member broker-dealer.155  The Conference Committee Report also revised the 
Senate-passed version to provide for a one business day delay (versus a three 
business day delay as contained in the Senate-passed version) for the exercise of 
certain rights on derivatives and other financial contracts.156  The Conference 
Committee Report added language requiring a mandatory repayment plan 
with a specific schedule to repay any government assistance provided in con-
nection with an orderly liquidation.157  The repayment plan must demonstrate 
that the proceeds to the FDIC from the liquidation of the assets of a covered 
financial company and from the assessments on other financial companies will 
be sufficient to repay principal and interest on all government funding within 
a required time period.  Finally, the Conference Committee Report revised the 
factors to be considered in establishing the assessment process.158  Under the 
Conference Committee Report, the Council was required to recommend a risk 
matrix to be used by the FDIC in establishing the assessment mechanism.  The 
Conference Committee Report also expanded the factors to be taken into ac-
count in constructing the risk matrix.159  
 The House approved the Conference Report on June 30, 2010, the 
Senate approved the Conference Report on July 15, 2010, and the presi-
dent signed the Dodd-Frank Act into law on July 21, 2010.160  The FDIC 
has made implementation of the Orderly Liquidation Authority under the 
Dodd-Frank Act one of its top priorities.  Part II of this article will detail the 
actions taken by the FDIC to implement the Authority.
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