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Abstract

The Atrticle seeks to fill a crucial gap in the Delichnk Wall Street
Reform and Consumer Protection Act: the failureréate a framework for
dealing with future financial bailouts. It arguebat the federal
government’s ad hoc, “break even” approach togbent bailouts not only
shortchanged taxpayers, but more importantly fadgarovide deterrence
against the type of reckless risk-taking that tethe financial crisis. This
Article argues that the key to legitimizing futupailouts and limiting
moral hazard is to institutionalize a long-term @stment-oriented
approach that delineates clear contours and condifor aid. It calls for
establishing an independent agency, the Federati@ment Investment
Corporation (FGIC), to serve as an investor of tasbrt, which would
make bailout monies contingent on beneficiariesisgaoth risks and
long-term returns with taxpayers. The FGIC woulthelsh express, ex
ante conditions for providing aid that would temperporate risk-taking,
protect taxpayers, and establish bounds to baildyisig government
bailouts to shared sacrifices with managers, sladdtlers, and creditors of
beneficiaries, proportional profit sharing with payers, and corporate
governance reforms would help to ensure that fubaiouts serve a
productive purpose.
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INTRODUCTION

Since the financial crisis has subsided, politisiaave responded to
backlashes at Wall Street profits by renouncingobé en masse.
Republicans who voted for bailouts now decry thesegnment aid as
misguided: while Democrats have optimistically proclaimed tthiae
Dodd-Frank Wall Street Reform and Consumer Praiacfict was so
comprehensive that it will make corporate bailautslic of the pastThe

1. See, e.g.Carl Hulse & David M. HerszenhorBank Bailout Is a Potent Issue for Fall
Elections N.Y. TiMES, July 10, 2010, http://www.nytimes.com/2010/07{Elpolitics/11tarp.html
(observing how Republican incumbents who votedHerTroubled Asset Relief Program (TARP)
now treat bailouts as “toxic” because of the pophkcklash).

2. See, e.gSewell Chankinance Bill Consensus on a Point: No BailoidsY. TIMES, Apr.
16, 2010, http://www.nytimes.com/2010/04/16/busiiesfail.ntml (discussing the Obama
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reality is quite different, as the prospect of bais will continue to shape
financial markets and risk-takirigrhe question is not whether bailouts
will happen, but rather how, when, and to what deggovernment
intervention will be necessary to support finanéii@hs during a crisié.
The challenge is how to create a lasting framewm@ensure that bailouts
serve their avowed purpose of mitigating systenskst yet safeguard
taxpayers’ interests in the procéss.

This Article argues that the federal governmentusthapproach

Administration’s belief that the financial reformiltwould ensure that “[tjaxpayers should never
again have to bail out giant financial institutitypsee alsdavid ZaringA Lack of Resolutiqré0
EMORY L.J. 97, 121-29 (2010) (discussing the Dodd-Fraaksfocus on winding up distressed
financial companies and Congress’ express disavofifature bailouts).

3. SeeSteven L. Schwarc?zldiot's Guide” to Sovereign Debt Restructurin§3 EvMoRY
L.J. 1189, 1195 (2004) (observing how “bailoutsréase ‘moral hazard’ by rewarding and
encouraging bad policies by governments and exaesisk-taking by banks”); Arthur E.
Wilmarth, Jr.,The Dark Side of Universal Banking: Financial Commglerates and the Origins of
the Subprime Financial Crisig1 GNN. L. Rev. 963, 971-72 (2009) (discussing how the potential
for bailouts continues to spur banks’ excessivetaking).

4. See, e.gMariya DeryuginaShaping Global Financial Reform: A Symposium favéte
and Public Sector Leader28 Rev. BANKING & FIN. L. 683, 707-08 (2008) (discussing the
academic consensus that “government bailouts gé lsystemically significant institutions . . . are
inevitable . . . to prevent systemic disruption”).

5. The financial crisis has led to a myriad ofgwsals about how to preempt future crises.
Some commentators have sought to reduce risk nguthe size of financial institutionSee,
e.g, Markus Brunnermeier et allhe Fundamental Principles of Financial Regulatibh GENEVA
REPORT ON THEWORLD Economy 1, 26 (2009) (calling for asset limits on banksatwid the
creation of “national champions” that are “so larg® massively interconnected, and so
iconic . . . that no government would ever allowrthto fail”). Others have called for mandatory
insurance on all financially related institutiorslimit systemic risk exposur&ee, e.g.Lasse
Pedersen & Nouriel Roubini, CommeAtProposal to Prevent Wholesale Financial Failufa.
TIMES, Jan. 29, 2009, at 11. Other ideas for potentiahmte reforms include tying bankers’
compensation to the degree banks engage in risgatiitn by linking banker pay to their
companies’ public subordinated delsiee Frederick Tung,Pay for Banker Performance:
Structuring Executive Compensation for Risk Regadafl05 Nw. U. L. Rev. (forthcoming 2011),
available athttp://ssrn.com/abstract=1546229 (last visited. @6t 2011); compartmentalizing
different financial markets through firewalls tlaae reminiscent of the Glass-Steagall Act of 1933,
seeGROUP OFTHIRTY, FINANCIAL REFORM: A FRAMEWORK FORFINANCIAL STABILITY 26—28 (2009),
availableat http://www.group30.org/images/PDF/Financial_Refaknramework_for_Financial
_ Stability.pdf; and imposing capital structure refe designed to mitigate systemic risk and
improve resiliencysee Viral V. Acharyad Theory of Systemic Risk and Design of Prudetiak
Regulation 5 J. FIN. StABILITY 224,233-35(2009). Other commentators have embraced the
Administration’s proposal for financial reform thampowers regulators to seize and wind up
systemically important entities to facilitate swisponses to financial cris&ee, e.g Edward R.
Morrison, Is the Bankruptcy Code an Adequate Mechanism faolRieg the Distress of
Systemically Important Institutions82 TempPLEL. Rev. 449, 462—63 (2009). What distinguishes
this Article’s proposal is that it seeks to inditmalize an independent agency as an investasof |
resort and to delineate clear bailout criteriameaThis approach would equip the investor of last
resort to respond to future crises in a proactiag,wather than simply place faith in regulatory
reforms or limits to mitigate systemic risks.
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bailouts as long-term investments, so that aid stapilize financial
markets during crises, yet simultaneously deteebearies from reckless
risk-taking in the future. During the recent crijglse federal government
gave financial firms aid on generous terms based Ghreak even”
approach for its overall investments. The goverrntmerematurely
liquidated investments without imposing meaningfidforms on
beneficiaries or reaping returns to justify the govnent’s assumption of
risk® The net result was to magnify moral hazard byirfgito create
disincentives for firms to sustain high leveragekiessly speculate, and to
seek bailout aid when bets go aviry.

This Article proposes institutionalizing a long+terinvestment
approach to ensure that bailouts combine taxpasterrs with shared
sacrifice by beneficiaries and structural reforawitigate moral hazard. It
calls for the creation of an independent ageneyRderal Government
Investment Corporation (FGIC), which would serva@asinvestor of last
resort” during financial crises. The FGIC wouldlseedepoliticize future
bailouts by establishing clear contours and coowli for aid and
mandating that beneficiaries share risks and retwith the federal
government,

6. See, e.g.Robert B. ReichThe Obama Agenda and the Enthusiasm,&éaL St.J.,
Aug. 3, 2010, http://online.wsj.com/article/SB10@Q40527487039993045753994208150
17804.html (lamenting the fact that “TARP increagynlooked to many Americans like a giant
political payoff,” as “60% of [poll] respondentdtféhat ‘large banks’ had been helped ‘a lot’ or ‘a
fair amount’ by government economic policies, buiyd 3% felt that the ‘average working person’
had been”).

7. See, e.g.Elizabeth F. Brown,The New Laws and Regulations for Financial
Conglomerates: Will They Better Manage the Risks the Previous Ones80 Av.U. L. Rev.
1339, 1388-89 (2011).

8. During the recent crisis, the federal governnaassumed a role of liquidity provider of
last resort, as multiple government agencies peal/&mergency support to the financial sector at
nominal cost or break even rates at best. A nuisademics have recognized the significance of
this emergency liquidity provider role in stabiligithe economy during financial cris€ge, e.g
Stanley FischeiOn the Need for an International Lender of Lastd®ed.3 JECON. PERSPECTIVES
85,85-89 (1999) (calling for international cooperatiomprovide emergency liquidity for financial
markets due to the limited financial capacitiegdividual governments); Xavier Freixas et @hg
Lender of Last Resort: A Twenty-First Century Agmto 2 J.EUuR. ECONASSN 1085, 1085-87
(2004) (providing a comparative perspective ongheernment’s role in providing emergency
liquidity during financial crises); Steven L. Schwa Too Big to Fail?: Recasting the Financial
Safety Netin THE PANIC OF 2008:CAUSES CONSEQUENCES ANOMPLICATIONS FORREFORM 94, 105—

06 (Lawrence E. Mitchell & Arthur E. Wilmarth, Jeds., 2010) (calling for the creation of an
equivalent of the market maker liquidity provideter for individual stocks for debt markets as a
whole to ensure liquidity for emergency sales ditiieRobert M. SolowDn the Lender of Last
Resortin FINANCIAL CRISES THEORY, HISTORY, AND PoLicy (Charles P. Kindleberger et al. eds.,
1982) (laying out the government’s indispensable o providing emergency liquidity). This
Article argues that the federal government caningply serve as a liquidity provider that provides
implicit and explicit subsidies to failing finantifrms on an ad hoc basis. Instead, this Article
makes the innovative argument that the federal gowent should embrace the mantle of a long-
term investor and establish clear ex ante bailontitions both to compensate taxpayers for the
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The FGIC would serve as the bailout complementh® Eederal
Deposit Insurance Corporation (FDIC) and fill ficarg gaps during future
crises’ While the FDIC’s function is to wind up insolvebanks and
systemically important financial institutioh$, there is no single
government institution currently in a position tidaess future bailouts.
For example, during the current crisis, policymakeobbled together a
hodgepodge of bridge loan sources, including enmesgéending and
guarantees from the Federal Reserve, FDIC-baclkats)and Troubled
Asset Relief Program (TARP) investments administéngthe Treasury
Department? Consolidating investment functions in a singlditotion
would make the nature and scope of the U.S.’saslan investor more
transparent® This approach would centralize accountability for
beneficiaries and make it easier to monitor thesfaldgovernment’'s
stewardship in administering bailodfs.

The objective of the FGIC would be to establishregp, ex ante
conditions for receiving aid that temper corporagk-taking, protect
taxpayers, and establish clear contours for baldsitst, aid would be
contingent on managers, shareholders, and creditbeneficiaries facing

government’s assumption of risk and to providerdisntives for over-reliance on bailouts and
leveraged speculation.

9. SeeHelen A. GartenA Political Analysis of Bank Failure Resolutior4 B.U.L. Rev.
429, 472-75 (1994) (discussing the evolution of HEC’s bank liquidation and alternative
resolution procedures); Stanley V. Ragalevsky &aBak RicardiAnatomy of a Bank Failurd 26
Bank. L.J. 867, 868—70 (2009) (discussing the role antkings of the FDIC).

10. The Dodd-Frank Act designated commercial bamiroups with assets of $50 billion or
more as “systemically important financial instiang” (SIFIs), and empowered the Financial
Stability Oversight Council—in consultation withetfrederal Reserve—to determine which non-
bank financial institutions should be treated & $SBeeArthur E. Wilmarth, Jr.The Dodd-Frank
Act: A Flawed and Inadequate Response to the TgaaBFail Problem 89 (rE. L. Rev. 951,
993-96 (2011). SIFls are subject to special prudestandards and are potentially subject to
Orderly Liquidation Authority (OLA) wind-ups. In edrast, this Article embraces a broader
conception of “systemically significant” firms thatay be potential bailout beneficiaries. One
premise of this Article is that firms that are skeathan $50 billion may still raise systemic risks
and therefore the FGIC would have discretion terdffailouts without being restricted to particular
firm capitalization thresholds.

11. SeeSteven L. SchwarcRegulating Complexity in Financial Marke&7WAasH. U. L.
Rev. 211, 216 (2009) (discussing the shortcomingswiity the government fail to provide market
liquidity during a crisis).

12. SeeJoe Noceralessons from the Financial Crisi®2 Ariz. L. Rev. 1, 9 (2010)
(discussing the broad range of measures that tleeeflegovernment used to address the financial
crisis).

13. Consolidation of this investor role in the BGVould reduce the conflict of interests other
agencies face from simultaneously assuming regylatad bailout rolesSeeRichard W. Painter,
Bailouts: An Essay on Conflicts of Interest andi&hwhen Government Pays the Tdli
MCGEORGEL. Rev. 131, 154-57 (2009).

14. See Colleen M. Baker,Regulating the Invisible: The Case of Over-the-Geun
Derivatives 85 NoTREDAME L. Rev. 1287, 1374-76 (2010) (discussing how the findrariais
and bailouts have led to demands for greater adability).



1354 FLORIDA LAW REVIEW [Vol. 63

upfront reductions in their respective stakes (dame the scale of the
FGIC’s investment) to deter overreliance on baifouids and excessive
risk-taking. Second, the FGIC would assume a ptopwl stake in
beneficiaries and tie FGIC returns to beneficiaretsirns over a long-term
period. Third, FGIC investments would be contingemt bailout
beneficiaries implementing corporate governancerne$, including the
appointment of independent directors in proportmthe government’s
stak% and adoption of substantive reforms to tatgetoots of systemic
risk.

A significant challenge this proposal faces is howavoid having
FGIC investments cause government overstretch ardessive
entanglement with the private sector. Not only nthst conditions the
FGIC imposes be draconian enough to deter corpoafrom seeking
FGIC funds exceph extremisbut also the FGIC must face limits on when
it is able to make investments, the level and domadf those investments,
and the degree of control it can exert over pricat@panies.

The FGIC must face constraints that place prospebgneficiaries on
clear notice about the contours of potential aid gnre FGIC’s limits. It
would restrict eligibility for FGIC investments systemically significant
institutions and require the FGIC to certify thahdling is necessary to
address systemic risk8The FGIC would be required to establish capital
requirement guidelines (analogous to capital regoénts that commercial
banks currently face) to ensure that bailout berafes have a realistic
prospect of repaying those investmerBhese guidelines would serve to

15. Under the TARP, the Treasury Department hagitiht to appoint two government
directors to boards of bank beneficiaries who riies payment obligations for six consecutive
quarters (i.e., 1.5 years). Only nine tiny banks arr or one missed payment away from this
milestone, and the Treasury Department has yetttoraappointing director§eeOFFICE OF THE
SPECIAL INSPECTORGEN. FOR THE TROUBLED ASSET RELIEF PROGRAM, QUARTERLY REPORT TO
CONGRESS72 (2010)available athttp://sigtarp.gov/reports/congress/2010/July2@@arterly
Report_to_Congress.pdf. This Article argues thainkdependent appointment of directors should
serve as much more than a belated afterthougfdifiorg companies and should instead constitute
a quid pro quo for any bailout aiee infraSubsection I11.B.3.

16. This Article has a broader conception of “systally significant” financial firms or
institutions than the Dodd-Frank Act's view of S8Fkcommercial banking groups and other
financial institutions with $50 billion or more assets who face special prudential standards and
are potentially subject to OLA wind-upSeeArthur E. Wilmarth, Jr.The Dodd-Frank Act: A
Flawed and Inadequate Response to the Too-Big-toFfablem 89 Qr. L. Rev. 951, 993-96
(2011). The FGIC would have discretion to desigsataller firms as “systemically significant”
and eligible for bailouts if the firms’ “defaulttddanger of default” “would have serious adverse
effects on financial stability or economic conditsin the United StatesThe Wall Street Reform
and Consumer Protection Adt.R. 4173, 111th Cong. § 1603(b), (d) (2010).

17. See., e.gJ.W. VerretTreasury, Inc.: How the Bailout Reshapes Corpofdteory and
Practice 27 YaLE J.ReG. 283, 301 (2010) (discussing how financial regutatan shape a bank’s
business model by adjusting capital requiremests®; alsocCharles K. Whitehead®Reframing
Financial Regulation 90 B.U.L. Rev. 1, 26-28 (2010) (arguing that the design of ehpit
requirements is key for shaping banks’ risk-taking)
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delineate the dividing line between the respeatoles of the FGIC and
FDIC in investing in and winding down systemicallignificant
institutions.

The FGIC would also face substantive limits on #mount and
duration of its investments in a particular ingtdga to prevent de facto
nationalization of private enterprises. Investmerdsld need to be capped
at a percentage of the equity holdings of benefesato ensure that the
other stakeholders will still have significant skim the gamé® The
duration of investments should also be limited fioeyear period, a time
frame designed to be sufficient to provide supfaorthe financial industry
through a cyclical correction and rebound. Lasttgncerns about
entanglement suggest that directors for benefesaboards should be
selected by an independent panel to representergment’s stake, in
order to heighten oversight of beneficiaries withdwaving direct
government involvement in the day-to-day operatdrthe business.
Similarly, the FGIC could mandate that beneficiaradopt systemic
reforms as an ex ante condition for receiving hailmonies, so that
bailouts do not paradoxically “stabilize” industopbyists on Capitol Hill
and therefore stymie reforms.

Skeptics would argue that there is no point in isipg@ limits on
bailouts because if a crisis is large enough, ip@its and regulators will
suspend the rules once again just as they didgithéncurrent crisi€ It is
true that politicians always have the ability ttioaalize failing companies
or to federalize private sector debt or liabilitiesh no strings attached.
Nothinzq short of a constitutional amendment cartyfabnstrain this
power:" However, just as the existence of the FDIC hasezhthe process
for winding down banks to become less politiciZzethe FGIC's objective

18. SeeOnnig H. DombalagiarRequiem for the Bulge Bracket?: Revisiting InvestBank
Regulation85 IND.L.J. 777, 836 (2010) (discussing how the absentskof in the game,” that is,

a direct financial stake, skewed the incentiveiss&iers of securitizations).

19. The $251 million that financial institutiornesit during the first half of 2010 to blunt the
scope and impact of financial reforms is a teliimdjicator of how much the bailouts empowered
lobbyists at the expense of taxpayers and the pintéirestSeeJoshua M. Browrklow Wall Street
Uses Your Money to Lobby Against Y@uRrISTIAN Sci. MON., Aug. 3, 2010;see alsoEric
Lichtblau, Ex-Regulators Get Set to Lobby on New FinanciabRWN.Y. TiMEs, July 27, 2010
(discussing how 150 former banking regulators sigme as lobbyists this year in order to profit
from the 243 financial rules and sixty-seven stadi®t regulators will conduct to implement the
Dodd-Frank Act).

20. SeeKenneth Ayotte & David A. Skeel, JBankruptcy or Bailouts35 JCoRP. L. 469,
472-73 (2010) (discussing how regulators havemeltisuspended prompt corrective action rules
when systemically important companies stumble).

21. SeeRobert W. AdlerUnfunded Mandates and Fiscal Federalism: A Critidh@VAND.

L. Rev. 1137, 1209 n.334 (1997) (suggesting that onlgrestitutional amendment could impose
limits on Congress’ spending powers).

22. SeeKenneth C. Ketterindgsecuritization and Its Discontents: The Dynamidsieancial
Product Developmen9 GrDOzO L. Rev. 1553, 1647 & n.308 (2008) (discussing how the
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would be to reduce politicians’ role in the bailpubcess by establishing
clear, settled expectations of the tradeoffs bersfes face for receiving
bailouts®

Part | of this Article will delineate the distingéness of bailouts from
other forms of government interventions, such asionalizations,
federalizations, and wind-upg$Part Il will lay out the shortcomings and
costs of the recent bailouts and underscore the toezreate a framework
to deal with future crises. Part Il will make tbase for institutionalizing
an investor of last resort and lay out a blueganthe FGIC to ensure that
beneficiaries shoulder the risks and returns otirutbailouts with
taxpayers.

I. NATIONALIZATIONS , FEDERALIZATIONS, BAILOUTS, AND WIND-UPS

A. The Inevitability of Government Intervention DwgiFinancial
Crises

However much policymakers have sought to appedsdeputrage by
proclaiming the end of bailoufs,it has not changed the reality that
circumstances may require the government to interv@ support or wind
up private compani€s. The question is how to condition the triggers,

institutional design of the FDIC makes bank windsigss politicized)see als@teven A. Ramirez,
Depoliticizing Financial Regulatigrd1 WM. & MARY L. Rev. 503, 511 (2000) (discussing how
institutional design can mitigate the politicizatiof financial regulatory agencies).

23. This proposal’'s approach is designed to laygiloundwork for proactive intervention,
rather than reactive regulation that is focusedhenlast crisisSeeErik F. Gerding,The Next
Epidemic: Bubbles and the Growth and Decay of SgesiRegulation38 GNN. L. Rev. 393,
419-22 (2006) (discussing how policymakers myopidakcus on the last crisis when designing
regulation);see alsdHeidi M. SchoonerRegulating Risk Not Functio®6 U.CIN. L. Rev. 441,
479-82 (1998) (discussing the problem of reactdgpitation).

24. Remarkably little has been written on the thgoal foundations for emergency
government interventions in the economy. CherycRharote an insightful public choice analysis
of politicians’ incentives for shadow bailouts thaticipated responses to the recent financiascris
SeeCheryl D. BlockOvert and Covert Bailouts: Developing a Public Bail Policy 67 IND. L.J.
951, 953-57 (1992). Cheryl Block has also writtenaae recent article that documented the off-
budget accounting that obscured the costs of hgiland called for transparency and on-budget
accounting for public bailouts through use of the $ystem and other regulatory reginfése
Cheryl D. BlockMeasuring the True Cost of Government Bail@83WasH. U. L. Rev. 149, 152—
54 (2010). Adam Levitin recently wrote a thorouginvgy piece chronicling different approaches
towards bailouts and focusing on the intersectidvedouts and bankruptcy resolutions. Adam J.
Levitin, In Defense of Bailouf®9 Geo. L.J. 435, 461-90 (2011). In contrast, this Artislehe first
to develop the distinctions of bailouts from otli@ms of government interventions, such as
nationalizations, federalizations, and wind-upsdifidnally, this Article lays out an innovative
policy approach for institutionalizing bailouts &slling for the formation of an independent agency
to serve as a standing bailout investor of lagirtes

25. See, e.gChansupranote 2 (discussing how the Obama Administratidiebes that the
financial reform bill will eliminate the need fouture bailouts).

26. See, e.gMariya DeryuginaShaping Global Financial Reform: A Symposium favéte
and Public Sector Leader28 Rev. BANKING & FIN. L. 683, 707-08 (2008) (discussing the
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contours, and consequences of government inteorenRart of the
problem is that bailouts became an open-ended poticeughout the
financial crisis, and neither policymakers nor aatts grappled with the
basic challenge of defining bailouts and their progcopé’ The
amorphousness of what constitutes a bailout mag hatrally provided
political cover during the crisis by allowing theugh and Obama
Administrations to provide aid with little stringgtached to an ever-
growing array of financial and nonfinancial firffBut in the long run, the
absence of a coherent framework for (or understgrf) bailouts aroused
a backlasii? Disapproval surged as citizens witnessed largle-remsfers
from the public to private sector that benefitedM8&reet, yet appeared to
offer taxpayers very little in return for the riske government assum&d.

This Article seeks to fill these theoretical andgtical gaps concerning
what constitutes bailouts by distinguishing baigoudm three other forms
of emergency government interventions: nationabnat of companies,
federalizations of private debt and liabilitiesdamind-ups of financial
firms. Nationalizations and federalizations aretpall decisions for the
government to take over private enterprises ossuia@e private debts or
liabilities respectively. Both entail clear expeuias of significant losses
at the time liabilities are assumed and potentialyhe foreseeable future.
For example, during the financial crisis, the fedlegovernment
nationalized the mortgage intermediaries of FaMae and Freddie Mac
and took on losses of $160 billion, a figure thatynultimately rise to
$1 trillion.® Similarly, the federal government routinely fediees private
pension shortfalls when the Pension Benefit Gugr@otporation takes
over failing companies’ pension plaffs.

academic consensus that “government bailouts gélaystemically significant institutions are
inevitable . . . to prevent systemic disruption”).

27. Seelevitin, supranote 24, at 443-45 (discussing the amorphousnéhls ebncepts of
systemic risk and bailouts).

28. Seelim Puzzanghera & Martin Zimmerm&uysh Extends Aid to CarmakeksA. TIMES,
Dec. 20, 2008, at 1 (discussing how the Bush Adstration extended TARP aid to General Motors
and Chrysler, even though the Emergency Econonabilftation Act of 2008 only deemed
financial institutions eligible for bailout aid).

29. SeeHulse & Herszenhorsupranote 1 (discussing how both Republican and Dertiocra
supporters of the TARP legislation have faced $icgmt political backlashes).

30. The juxtaposition of record profits for Wallr&et firms against 10% unemployment
understandably led many to the question the purpbsailouts.See, e.g.Reich,supranote 6
(documenting the scale of discontent).

31. Seelorraine Woellert & John GittelsohfRrannie-Freddie Fix at $160 Billion with $1
Trillion Worst CaseBLOOMBERG (June 13, 2010, 7:00 PM) (discussing $160 biliiosses from
the Fannie and Freddie bailouts with upwards dfi$ibn in potential total losses}ee als®teven
M. Davidoff & David Zaring,Regulation by Deal: The Government’s Responseeté-ihancial
Crisis, 61 ADMIN. L. Rev. 463, 488 (2009) (observing that the federal guwent assumed liability
for $5.14 trillion in mortgage-backed securitiesl guarantees from Fannie Mae and Freddie Mac).

32. SeeRichard L. KaplanEnron, Pension Policy, and Social Security Privatian, 46
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In contrast, wind-ups consist of the federal gowent temporarily
assuming control of insolvent banks or systemicafigortant financial
firms to expedite their liquidatioff. The FDIC has long bypassed
bankruptcy proceedings for insolvent banks by cotidg swift,
depoliticized sales to minimize losses and any ithpa the econom¥:
Bailouts are distinguishable from nationalizatiofesjeralizations, and
wind-ups because the government does not assuaut climtrol of either
corporate beneficiaries or their existing liabdgi Instead, bailouts entail
government investments to provide private enteggnsith liquidity and
stability during financial crises, which must bekied with investment
returns and conditions to cover the governmensamption of risk and to
mitigate moral hazartf.

1. Nationalizations and Federalizations

Nationalizations consist of the government takingtwml of private
enterprise$® The closely related concept of federalization ésténe
government assuming private debts or liabilitiewio strings attached.
Both nationalizations and federalizations are malitdecisions, made
when Congress or the President decides that aif@tenterprise is too
significant to the economy to allow it to fail. Tieéore, the federal
government assumes direct control of a privaterpnge or takes on the
corporation’s debt or liabilities with a likelihoad continued losses for the
foreseeable future. The possibility of nationai@atof companies or
federalization of losses creates a clear moralrddpa externalizing the
costs of risk-taking onto the governméhtdowever, it is difficult to

ARiz.L. Rev. 53, 57 (2004) (discussing how the Pension Be@Geféranty Corporation federalizes
pension liabilities of failing companiesge als®9 U.S.C. § 1305 (2006) (laying out the PBGC's
mandate).

33. The federal government directly assumes cluitfailing enterprises in the case of FDIC
and Government Supervised Entity receiverships g¢f@mple, in the case of Fannie Mae and
Freddie Mac)Seel2 U.S.C. 88 1811-35A, § 4617 (2006). Additionalignkruptcy resolution
systems under Chapters 7, 11, and 13 allow coiliposato work through the bankruptcy court to
reorganize or wind dowrSeell U.S.C. 8§ 701-07; 11 U.S.C. 88 1101-16.

34. SeeRichard M. Hynes & Steven D. Wali/hy Banks Are Not Allowed in Bankruptgy
WasH. & LEe L. Rev. 985, 1007-09 (2010) (discussing the rationalettierFDIC’s bypass of
bankruptcy proceedings).

35. SeeBlock, supranote 24, at 155-56.

36. SeePryia Alagiri, CommentGive Us Sovereignty or Give Us Debt: Debtor Cowagri
Perspective on Debt-for-Nature Swaps Am. U. L. Rev. 485, 508 (1992). Takings form a subset
of nationalizationsld. As the recent crisis highlighted, the governmeay serve as the receiver of
last resort in assuming control of insolvent, systally important companies, such as Fannie Mae
and Freddie MaeeRobert HiggsCumulating Policy Consequences, Frightened Ovetieas,
and the Current Surge of Government’s Size, S@uePower33 Harv. J.L.& Pus.PoL’y 531,
547 (2010). While these moves can be framed imgaderms, they are more akin to abandonment,
as the net value of most nationalizations in théddhStates is generally negative.

37. SeeBen S. Bernanke, Chairman, Bd. of Governors oféie Reserve Sys., Remarks at
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imagine that opportunistic politicians will be colefely held back from
assuming control of politically sensitive enterpa®r liabilities when the
crisis is large enougﬁ

The word “nationalization” is rarely heard in U.Politics, as
politicians and policymakers shy away from chanaziteg government
takeovers of private companies as stichmerican politicians generally
act as if nationalizations occur only in distanttheritarian countries—
certainly not here, not because of our populahfaitfree enterprise and
concerns about government entanglement in the epffarhere is some
truth to this distinction, as the Takings Clause¢hea U.S. Constitution
dictates that nationalizations in the United Stategyenerally tools for the
government’s assumption of liabilities, rather thiomr government
expropriation of assets from the private settdionetheless, the federal
government has used nationalizations of corporatioml federalizations
of liabilities as policy tools to combat crises.eTgovernment merely
engages in semantic gamesmanship when it chamegehis activity as a
“bailout” rather than a “nationalization” or “fedsization.”

For example, the government’s assumption of cowtrélannie Mae
and Freddie Mac meant it assumed liability foreztst $160 billion in
mortgage-backed securities and guarantees (witlugsmof $1 trillion of
potential lossesy Politicians have gone to great pains to avoid fngm

the New York University Law School: Financial Regfion and the Invisible Hand (Apr. 11, 2007),
available athttp://www.federalreserve.gov/newsevents/speeohdne20070411a.htm (discussing
how confidence in the availability of governmenteivention may undermine market discipline
towards banks taking excessive risks).

38. Even a constitutional amendment may not sianthe way of nationalizations or
federalizations in a large enough crisis. The megi@xperience during the Great Depression
demonstrated how limiting interpretations of fede@vers under the Constitution will likely give
way under strong pressures for government inteimerfseeRichard H. Fallon, JrThe Supreme
Court, Habeas Corpus, and the War on Terror: Anadyssn Law & Political Sciengd 10 @LuM.

L. Rev. 352, 373 (2010) (“Franklin Roosevelt won broadegtance for his constitutional vision in
the context of the Great Depression.”).

39. See, e.qg.Christine A. Klein,The Environmental Deficit: Applying Lessons frora th
Economic Recessipbl ARIz. L. ReEv. 651, 656 (2009) (observing how the “flirtation with
nationalization was astounding” during the deptlistie financial crisis as the “idea of
nationalization would have been [politically] radaive” just months earlier (internal citations and
guotation marks omitted)).

40. See, e.g.Simon RomerolMoving Clocks Ahead, Reaching Back in TieY. TIMES,
Aug. 26, 2007, at WK3 (discussing the scope of Yeak's nationalizations under President Hugo
Chavez).

41. See, e.g.Terri L. Lilley, Note, Keeping NAFTA “Green” for Investors and the
Environment75 SCAL. L. Rev. 727, 728-29 (2002) (discussing how takings lampiers the force
of nationalization by requiring compensation whasgovernment takes property on behalf of the
public).

42. SeeHiggs,supranote 36, at 547.

43. SeeWoellert & Gittelsohnsupranote 31. Fannie Mae and Freddie Mac are public—
private hybrids due to their government mandatenaggage market intermediarie€SeeAnca
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this move as a nationalizati6hBut the reality speaks for itself, as federal
government officials decided the mortgage interrmegdioles of Fannie
Mae and Freddie Mac were too central to the stglofithe housing sector
to allow them to faif® There is no realistic possibility of redeeming the
federal government’'s investments in Fannie Mae Bretldie Mac.
However, politicians responded to political presstand macroeconomic
concerns about the stability of the housing loatustry by havin7g the
federal government assume direct liability and isership controf.

The federal government similarly nationalized Gah#&ftotors (GM)
on the ground that too many jobs were intercongesféh the domestic
automobile industry to let GM fail and go througstandard bankruptéy.
The government’s infusion of $50 billion of capiiato GM gave the
government control and exposed the governmengetpdkential for large-

Bogdana RusuRethinking Markets and Financial Institutigns4 Geo. Pus. PoL'y Rev. 1, 2
(2008). However, the fact that they were publicgded companies whose profits (and losses)
presumably fell on their private sector ownersldistiaes them as private firms for bailout purposes.
Id.

44. SeeJames B. Lockhart, Director, Federal Housing Fieafigency, Announcement of
Fed. Hous. Fin. Agencgonservatorship of Fannie Mae and Freddie Mac Sepft( 7, 2008),
available athttp://www.fhfa.gov/GetFile.aspx?FilelD=23 (spingithe nationalization of Fannie
Mae and Freddie Mac as a mere “statutory procesigriied to stabilize a troubled institution with
the objective of returning the entities to normalsiness operations”)see alsoMichael
Abramowitz & Dan EggenAdministration Decided in Late August that TakeoWés Needed
WasH. PosT, Sept. 9, 2008, at A08 (discussing how the BuskmiAdstration framed the
government takeovers of Fannie Mae and Freddie Mac)

45. SeeJames B. Lockhart, Director, Federal Housing FieaAgency, Speech to the
National Press Club: FHFA'’s First Anniversary ahd Challenges Aheat¥4 (July 30, 2009),
available athttp://www.fhfa.gov/webfiles/14715/FHFA1stAnnSphandPPT73009.pdf (noting
that “President Obama has stated clearly his Adstittion’s intent that [Fannie Mae and Freddie
Mac] will continue to play a key role in helpingetinortgage market recover$ge alscCarrie S.
Lavargna,Government-Sponsored Enterprises Are “Too Big td"F8alancing Public and
Private Interests44 HasTINGSL.J. 991, 1014 (1993) (predicting correctly thaEe‘massive size of
[Fannie Mae and Freddie Mac] and their importanagher financial institutions make them ‘too
big to fail™).

46. SeeRichard SquireShareholder Opportunism in a World of Risky D23 Hrv. L.
Rev. 1151, 1191 (2010) (discussing how the governrastkept Fannie Mae and Freddie Mac
“afloat” through massive infusions of capital tlitas unlikely to recoup).

47. SeeJulie Andersen HillBailouts and Credit Cycles: Fannie, Freddie, and farm
Credit Systen2010 Ws. L. Rev. 1, 58—60 (discussing how policymakers believetiffannie Mae
and Freddie Mac provided essential secondary méak#ities, ensuring that mortgage funding
does not depend solely on cyclical markets).

48. For example, President Obama claimed thaGieand Chrysler bailout “saved more
than a million jobs.'SeeKate Andersen Brower & Nicholas Johnst@iama Making Sales Pitch
for Auto Bailouts to Skeptical VoteBLooMBERG (July 30, 2010), http://www.bloomberg.com/
news/2010-07-30/obama-trumpeting-success-of-auterdadilouts-to-skeptical-u-s-voters.html.
Although General Motors formally went through a @tea 11 reorganization to shed liabilities,
nationalization by the federal government drove flibcessSeeRobert M. Fishman & Gordon E.
Gouveia,What's Driving Section 363 Sales After Chrysler &eheral Motors?19 NorRTON J.
BANKR. L. & PrAc. 351, 362, 369 (2010).
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scale losse$ even though a significant portion of these monies
recouped following GM’s government-overseen bantay@nd initial
public offering®® Nonetheless, this initially open-ended financial
commitment appeared to be driven by the politieality that automobile
plants and jobs affected too many congressionaiassfor politicians to
ignore GM'’s plight, rather than by assessmentsnaficial viability>*

Nationalizations and federalizations of liabilitiase not limited to
large corporate entities, but also extend to thegonent’'s assumption of
smaller, individual liabilities during crises. Thelassic case of
federalization of smaller liabilities is the goverent response to
catastrophe, such as floods, hurricanes, or tstratiacks? The logic is
that for small-impact events, parties need inswawerage to be made
whole. But if a catastrophe is large enough, thanigians may indulge
the opportunitg/ to grandstand and make everyondentioether they were
insured or not’ For example, under government flood insuran@ecieek
overflows, affected households will likely be ebg for payments only if
the owners paid for government flood insurance.iBaitiver overflows,
then politicians’ cry for bailouts generally ensaitbat both insured and
uninsured parties are made whft%é’.he possibility that the government
will assume the risk of liability therefore createsioral hazard, deterring
increasing numbers of those living by rivers fromyipg for flood
insurance. There is little point of paying intoyatem if both insured and
uninsured parties ultimately will receive the sgmagout>

49. See, e.gBill Vlasic, Chief Says G.M. Is Adapting Its CultuM Y. TiMES, Oct. 8, 2009,
at B3 (discussing how 60% of General Motors wasexivhy the United States following the
government’s investment of $50 billion in the comyga

50. SeeNick Bunkley & Bill Vlasic, General Motors Files for an Initial Public Offering
N.Y. TIMES, Aug. 18, 2010, at B1 (noting that GM seeks to th&ebailout money to lower the
federal government’'s ownership stake to below 50% ® finance the company’s continued
overhaul).

51. SeeDavid E. Sanger & Jackie Calm@&gesident to Promote Auto Bailout as a Success
N.Y. TiMEs, July 29, 2010, at B1 (detailing the Obama Adntiation’s argument that the
nationalization of General Motors was a succesauseronly 279,000 automobile-related jobs have
been lost and the toll on automakers and theirlgmspvould have been much greater without the
government’s intervention); John Crawl&yaxpayer Loss on Auto Bailout NarrguwREUTERS
(June 1, 2011, 8:00 PM), http://www.reuters.contbt2011/06/02/us-usa-autos-treasury-
iIdUSTRE7505RJ20110602 (noting that government baltiss estimates have fallen to less than
20% and the U.S. Treasury has recovered approxXynb#f of the loans made to GM and
Chrysler).

52. Seeleffrey Manns, Noténsuring Against Terror?112 YaLe L.J.2509,2526—-322003)
(discussing federalization of private liabilitigsih terrorist attacks).

53. Id. at 2526-28 (discussing the role of problem cowtitn in lobbying for federalization
of catastrophic liabilities).

54. SeeMichelle BoardmankKnown Unknowns: The lllusion of Terrorism Insurana
Geo. L.J. 783, 784-85 (2005) (discussing how victimsaticlysmic losses will be compensated by
the state or federal government whether or not tizexe insurance).

55. SeeAnne Gron & Alan O. SykesTerrorism and Insurance Markets: A Role for the
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The example of flood insurance underscores thelrharards that are
intrinsic to government intervention in assuminiygte sector liabilities.
If individuals or corporations receive the upsideisk-taking, but can
externalize the negative aspects of the risk dre@bvernment, it invites
excessive speculation. In a conventional insuracmatext, such as
automobile insurance, risk-taking that causes aot&lis factored into
future premiums, so that drivers are forced tofpayheir mistakes over
time >® In contrast, under nationalizations and federtiting, beneficiaries
historically walk away without having to internadizthe costs of
government intervention in either an immediate praspective way’

In spite of the moral hazards posed by nationatinat and
federalizations, nothing short of a constituticaaendment can formally
constrain politicians’ ability to prop up corpois with no strings
attached® Nonetheless, this Article argues that creatingraepoliticized
channels and parameters for winding up and badutggompanies would
make it more difficult for politicians to engagedarporate giveaways at
the public’s expense.

2. FDIC Wind-Ups

In nationalizations and federalizations, the feldgmaernment assumes
the costs or liabilities of a company and generfabes the prospect of
losses for the foreseeable futdt&Vind-ups represent the other end of the
spectrum of government intervention: assumptiocooitrol of insolvent
companies with the objective of selling the comparnr liquidating their
assets to minimize loss&3While nationalizations and federalizations are
ad hoc political decisions, the FDIC has providedwall-settled
institutional framework for liquidating insolvenhfincial institutions in a
swift, nonpolitical way’*

While judicially supervised bankruptcies exist un@bapters 7 and 11

Government as Insurer36 IND. L. Rev. 447, 449-50 (2003) (discussing the moral hazeseg
by government compensation for insured and unimspagties).

56. SeeA. Mitchell Polinsky & Steven ShaveRunitive Damages: An Economic Analysis
111 Harv. L. Rev. 869, 932-33 (1998) (discussing how insuranceesdihe valuable purpose of
forcing the cost-internalization of damages).

57. Cf.Gron & Sykessupranote 55, at 450.

58. SeeAdler,supranote 21, at 1209 n.334 (suggesting that only atitational amendment
could impose limits on Congress’ spending powétr$3.unclear that a constitutional amendment
limiting federalizations or nationalizations woden be desirable, as extraordinary actions may be
sometimes necessary to prop up the economy omsigstiy important companies.

59. See supraotes 35-37 and accompanying text.

60. SeeRagalevsky & Ricardisupranote 9, at 868—69.

61. See idOf course, there are exceptions to this rule, sisghe shotgun marriage between
Merrill Lynch and Bank of America that then-Secrgtaf the Treasury John Snow brokered during
the recent financial crisis. These exceptions areworthy for being anomalous deviations from the
normal workings of the FDIC in winding up insolvdimancial firms.See infraSubsection 11.B.1.
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of the Bankruptcy Cod¥, the paradigm case for governmentally
subsidized and administered bankruptcies are FI@-wps of banks. In
that instance, the FDIC administers a public inscegund for winding up
insolvent financial firms and faces a mandate afimizing losses from
bank failure$> Wind-ups of insolvent firms generally occur agaloss to
the FDIC fund, which is covered by insurance prensumposed on all
FDIC-insured banks. If FDIC losses are significanbugh to deplete its
insurance fund, the FDIC can impose additional lsanges on FDIC-
insured banks to cover the differerite.

The FDIC’s governing principle for wind-ups is thiamust pursue a
“least-cost resolution” in liquidating failed banksat is, employing means
which cost the insurance fund the lowest in terfriiesses’® The trigger
for FDIC action is generally a financial institutie breach of FDIC capital
requirements, which raises concerns about the baok/ency or suggests
that the bank is in “unsafe or unsound conditiHf'the FDIC examines
the institution and concludes that it is in a “gele weakened
condition,”®” the FDIC will order a “capital call” and issue prémpt
corrective action” notice, detailing steps the baekds to take to restore
its solvency?® If the institution is unable to recapitalize ost#l operating
in an unsafe mannét,the FDIC begins to implement the “least-cost
resolution” of the bank’ While the FDIC has many resolution tools at its

62. Seell U.S.C. 88 701-07 (2006); 11 U.S.C. 8§ 1101-0662

63. 12 U.S.C. § 1823(c)(4)(A) (2006ke alsd2 C.F.R. § 360.1 (2010).

64. For example, during the current crisis, sladistfo the FDIC insurance fund led the FDIC
to request advances on several years of FDIC insaparemiums totaling $45 billioBeeStephen
LabatonBanks to Prepay Assessments to Rescue F.DN.E. TIMES, Sept. 29, 2009, at Al.

65. 12 U.S.C. § 1823(c)(4)(A) (2006ke alsdl2 C.F.R. § 360.1 (2010).

66. The FDIC has the authority to close finanitiatitutions for numerous reasons, such as
transacting business in “an unsafe or unsound tionditermination of deposit insurance, or being
convicted for money laundering offenses. 12 U.8.€821(c)(5)(C) (2006). The FDIC may also
close banks because of “inadequate corporate gaveenweak risk management, and lack of risk
diversification—lending concentration§£p. DEPOSITINS. Co., OFFICE OF THENSPECTORGENERAL,
OBSERVATIONS FROMFDIC OIG MATERIAL LOSSREVIEWS CONDUCTED1993THROUGH2003 AUuDIT
RePORTNO. 04-004II-1 (2004),available athttp://www.fdicoig.gov/reports04/04-004.pdf.

67. Ragalevsky & Ricardsupranote 9, at 870see alsdl2 U.S.C. §8 1821 (c)(5)(L), 18310(b)
(2006).

68. SeeRagalevsky & Ricardsupranote 9, at 87Gsee alsd@sartensupranote 9, at 476—77
(discussing the development of prompt correctiv@®@agrocedures).

69. The institution must recapitalize within nipetays of a notice for prompt corrective
action, although the FDIC can accelerate this frame if the financial institution’s circumstances
warrant a swift resolution. Ragalevsky & Ricaslipranote 9, at 870.

70. 12 U.S.C. § 1823(c)(4)(A) (2006); 12 C.F.RR&®.1 (2010). The FDIC or its primary
regulator (Office of the Comptroller of the Currgn©ffice of Thrift Supervision, or National
Credit Union Administration) will send the institomh a “failing bank letter” which triggers the
FDIC's review of the financial institution and te#ort to resolve the bank’s solvency issuen.F
DeposITINS. Co., FDIC REsoLUTIONSHANDBOOK 6—7 (1998)available athttp://www.fdic.gov/
bank/historical/reshandbook/index.html.
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disposal’! the FDIC generally sets up a bidding process Herfailing
bank and/or its deposits to other financial institos in order to minimize
losses’? Once a bidder wins, the FDIC becomes the receiée bank,
so that the FDIC can wind down the institution agsblve its liabilities

During the financial crisis, the FDIC deviated frat:1 normal “least
cost” resolution mandate and instead served a®bmany tools of the
federal government’s ad hoc efforts. The FDIC eisextits extraordinary
authority to “take . . . action or provide assis&ii’ to banks to “avoid or
mitigate” any “serious adverse effects on econamaialitions or financial
stability.””® For example, the FDIC steered bank bids to predebuyers
who received greater subsidies (such as the sklemgfan Stanley to Bank
of America) and let banks issue over $300 billianFDIC-guaranteed
bonds, which allowed banks to recapitalize at almower interest raté
These actions stretched the role of the FDIC anddd the distinction
between bailouts and the FDIC’s historic wind-ufero

The Dodd-Frank Act modifies and expands the FDi@/slvementin
winding up institutions whose failure would havefrisus adverse effects
on economic conditions or financial stability.¥hile FDIC banks will
continue to be covered under the FDIC insurance,ftime legislation
creates a new “orderly liquidation authority” (OL#nded by the Treasury
Department for winding up systemically importamtafincial institutions

71. The FDIC's tools include: “open bank assistammonservatorship; creation of a bridge
bank or deposit insurance national bank; a purchageassumption transaction with a healthy
bank; an insured deposit transfer; and a depqgsagoff.” SeeRagalevsky & Ricardsupranote 9,
at 875;see alsoOFFICE OF THECOMPTROLLER OF THECURRENCY, AN EXAMINER’S GUIDE TO
PROBLEM BANK IDENTIFICATION, REHABILITATION , AND RESOLUTION 65—66 (2001).

72. The bidding process and due diligence fontin@ing bidder typically takes about thirty
days. Ragalevsky & Ricardupranote 9, at 872.

73. The FDIC generally closes the institution disinisses its officers and directors. FDIC
RESOLUTIONSHANDBOOK, supranote 70, a?0; 12 U.S.C. § 1821(d)—(f) (2006). After the FDIC
pays secured claims, the FDIC covers its admiriigeraxpenses as receiver and then pays in
descending priority both insured and uninsured digdiabilities, senior unsecured creditors,
general unsecured creditors, and lastly, shareholdins. 12 U.S.C. § 1821(d)(10)—(11). While
the FDIC alternatively may choose to act as a avaser and operate the institution as an ongoing
concern, this option is rarely pursued. FDIEsBLUTIONSHANDBOOK, supranote 70, at 69.2
(1998).

74. 12 U.S.C. § 1823(c)(4)(G).

75. Id.

76. Before the FDIC can take extraordinary actisush as these, the Secretary of the
Treasury must consult with the President and reciig approval by a two-thirds majority of the
Federal Reserve Board and the FDIC's Board of Borsc FOBERT S. CARNELL, JONATHAN R.
MACEY & GEOFFREYP.MILLER, THE LAW OF BANKING AND FINANCIAL INSTITUTIONS 731-32 (4th ed.
Wolters Kluwer 2009).

77. 12 U.S.C. § 1823(c)(4)(G3ee alsoDodd-Frank Wall Street Reform and Consumer
Protection Act (Dodd-Frank Act), Pub. L. No. 11132024 Stat. 1376 (2010) (to be codified in
scattered sections of 12 U.S.C.).
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that are not FDIC-insured.

The FDIC will intervene as a receiver for a coveffatancial
company’ if: (1) the firm is in or is near defauff (2) its failure would
“have serious adverse effects on financial stahjfit or (3) there is no
private sector alternative to prevent the compadgfult®™ The OLA
extends the FDIC'’s typical resolution authorityddpwing it to create “a
bridge financial company® engage in financing activities, but not assume
equity stake$? appoint itself as the receiver for subsidiaffesngage the
private sector to assist in the management anasiispn of asset®’ and
request assistance from and provide assistanceortagh financial
authorities’ In short, the FDIC enjoys sweeping powers to @erthe
wind-up of firms related to the financial sectoidao dispose of their
assets.

78. Dodd-Frank Act 8§ 201(a), 203(b), 210(n). @il SIFIs include a broad range of
financial firms, such as bank holding companiesriicial holding companies, nonbank financial
companies supervised by the Federal Reserve oomigently engaged in activities the Federal
Reserve deems financial in nature, their subseiaand SEC-registered brokers or dealers who are
members of the Securities Investor Protection Carmn (SIPC). However, insured depository
institutions are not included under the OLA becausered depository institutions are already
subject to the FDIC's resolution authority and gaeresld. § 201(a)(7)-(9), (11).

79. Inthe case of SEC-registered brokers or dee¢PC will oversee the OLA procedures
but will receive assistance from the FDIC, whickoathas the authority to fund a bridge financial
companyld. § 208.

80. Dodd-Frank defines “Default or in Danger off@ét” to include: (1) a pending or
imminent filing of a petition under the BankruptCpde; (2) a likely incursion of losses that will
significantly diminish or eliminate all of the compy’s capital and there is no prospect for the
company to avoid these losses; (3) the assetdkafg to be “less than its obligations to” its
creditors; and (4) the company is or will be unataléhonor its obligations. These provisions
preempt submission to the typical bankruptcy praces under the U.S. Bankruptcy Cotte.

§ 203(c)(4).

81. The FDIC may also intervene if (1) losseshiodompany’s creditors, counterparties, and
shareholders would affect financial stability; (B¢ use of the OLA, would be less harmful to the
financial system and the U.S. taxpayer; (3) a faldegulator has ordered the company to convert
convertible debt instruments; or, (4) the companydt an insured depository institution (though
the company may have insured deposit-taking sudrsidi).Id. § 203(b).

82. When determining whether an institution wil through the OLA, the Secretary of the
Treasury, in conjunction with the Federal Resenthe FDIC (or the SEC for brokers or dealers),
must recommend that the institution in questionitpeidated and that the FDIC serve as the
receiver. This recommendation must also be apprbyedwo-thirds majority vote by the Federal
Reserve Board and the FDIC Board of Directorsi{erSEC for brokers or dealer). 88 202(a),
203.

83. Id. 8 210(a)(1)(F). This mirrors the FDIC'’s pre-Doddxftk Act ability to create a “bridge
bank” for faltering institutions. 12 U.S.C. § 188})(Q)(F) (2006).

84. H.R. 4173, 88 204(d), 206, 210(b).

85. Id. § 210(a)(1)(E).

86. Id. § 210(a)(1)(L).

87. Id. § 210(a)(1)(N).
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3. The Challenges of Delineating Bailouts

While the Dodd-Frank Act both expanded and morartlaelelineated
the FDIC'’s role in winding up insolvent compani€sngress has failed to
create a parallel institution or framework for hiamgl future bailouts.
Bailouts form a middle ground of government intetven between
nationalizations and wind-ups of companies. In aratlizations, the
government takes complete control; in wind-upsgivernment assumes
control for a short time for the limited purpose lgfuidating the
company’® In contrast, this Article argues that bailouts Hobe
understood as investments in private companiesawige liquidity and
stability during financial crises. Bailouts mustlivked with investment
returns and conditions, both to cover the goverrimassumption of risk
and to mitigate moral hazard. In bailouts, the goreent does not take
direct managerial control of the company and oolygesses a percentage
of the debt or equity holdings of the company. Goeal is to preserve
beneficiaries as independent concerns and to retidpe risk of future
financial crise$?

Bailouts constitute a spectrum of government ajfitcate companies
that come with significant strings attached. In efiedizations, the
government assumes the liabilities of a falterirgnpany without
assuming any creditor status, managerial rolengrogher conditiong’
Bailouts share the same purpose of federalizatiorstrengthening the
solvency and viability of private enterprises. Buhile federalizations
constitute a form of direct subsidies or grantsifrihe public to private
sector, bailouts generally demand ultimate repaymithe principal and
may be linked to a range of other quid pro quos dovernment
assistancé' Bailout conditions can be as simple as repayigdihds that
the Federal Reserve offers a bank for emergendirignalong with a
modest level of interest. Alternatively, bailoutayrcome with extensive
strings attached, requiring corporate governanea@s or compliance
steps designed to safeguard the government’s messs or to advance
regulatory policy’

88. See supré&ubsections 11.A.1-2.

89. However, as politicians note, the potentiabfailouts creates the choice between “either
funding a bank bailout or plunging into an economiisis.” Jake Tapper & Jonathan Karl,
Financial Reform Bill: Can Democratic Legislatiome®ent Future Bank BailoutsABC News
(Apr. 14, 2010), http://abcnews.go.com/WN/finangiflorm-bill-obama-prevent-bailouts-
republicans-disagree /story?id =10376893 (quotiragiBlent Barack Obama).

90. The classic cases of federalization are tergonent’'s assumption of natural disaster or
terrorist liabilities from private companies andlividuals, where the federal government makes
victims whole at no cost to them (if the disastetarge enoughseeManns,supranote 52, at
2526-27.

91. See, e.gJ.W. VerretTreasury Inc.: How the Bailout Reshapes Corpordtedry and
Practice 27 YALE J.ReG. 283, 301 (2010) (explaining that the governmerd ereditor may, at its
discretion, impose limitations on bank operations).

92. See idat 303.
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Bailouts serve as a hybrid of stabilization, insiwe and investment.
Both actual and potential bailouts have significgtabilization value for
markets and individual companies. While “too big fal” was a
catchphrase throughout the recent cfSisie more significant concern
was the degree of interconnectedness between fal@mel nonfinancial
companies: The specter of a “domino effect’—one company’sadéf
catapulting its partners into failure—drove legista to make capital
infusions into a broad swath of the financial settdhe recent bailouts
arguably succeeded in quelling the panic that waguléng financial
markets. Individual beneficiaries could point tdldmat money as a vote of
confidence in their continued viabili¥y.As importantly, the liquidity
provided by the government allowed financial ingtdns to meet the
demands of depositors without having to dramayaaitiuce lending and
credit lines to other enterprises. While few mersbsrthe public have
been pleased with the anemic economic recovenyinthsion of capital
did serve an important stabilization role that dangal the financial crisis’
impact®’

Bailouts also function as de facto creditor insgebecause of the
strong likelihood of government intervention if thas a broad liquidity
crisis. The rationale is that the impact of systersk events may be so
significant that a federal backstop is necessame&ssure foreign and
domestic investors about the viability of Americdabt and equity
markets’® Prospective beneficiaries, however, do not pay imbailout
insurance fund, along the lines of the FDIC for coencial banks, so there
is no express assurance to debt or equity holdexanetheless, the

93. SeeMarcelo DaboosToo Big to Fail in the Banking Industry: A Sury&yToo BiG TO
FAIL : POLICIES AND PRACTICES INGOVERNMENTBAILOUTS 141, 141-43 (Benton E. Gup ed., 2004)
(discussing the moral hazard caused by large bamk&ctations of inevitable government support
in a crisis).

94. SeeBrunnermeier et alsupranote 5, at 24 (noting that there are some “instins . . .
so large, so massively interconnected, and sodaminational champions’ that no government
would ever allow them to fail”).

95. SeeTracy A. ThomasBailouts, Bonuses, and the Return of Unjust G&ifnd\asH. U. L.
Rev. 437, 437-38 (2009) (observing how concerns otatdtlysmic domino effect” drove
policymakers to engage in bailouts).

96. SeeDeborah Solomon et aU,.S. to Buy Stakes in Nation’s Largest BawisLL ST.J.,
Oct. 14, 2008, at Al (discussing how a primary psg of bailouts is to restore investor
confidence).

97. See, e.g.Ayotte & Skeelsupranote 20, at 472-73 (acknowledging that some of the
bailout efforts have had “stabilizing effects”).

98. SeeSteven L. SchwarcZhe Easy Case for the Priority of Secured ClainBankruptcy
47 Duke L.J. 425, 475-76 n.225 (1997) (discussing how mgpketicipants may respond to
systemic risk by sending their capital to otherkags which could have destabilizing effects on the
U.S. economy).

99. Some academics have proposed an insuranceaappto address corporate failures
across the boar&ee, e.g.Pederson & Roubingupranote 5; Jeffrey N. Gordon & Christopher
Muller, Avoiding Eight-Alarm Fires in the Political Econonof Systemic Risk Management
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potential for federal bailouts may significantlyder the cost of borrowing
for companies, helping to stabilize the economg asole.

The implied insurance and stabilization roles &eettvo rationales
policymakers most frequently raise to support hagd® The problem is
that the pursuit of these two objectives by thereseimay magnify moral
hazards and dangers of overuse or abuse by govetrand corporate
beneficiaries, who may seek to engage in greafleitaking at the public’s
expense. This problem is heightened further bydbteral government’s
“break even” approach to overall bailout intervens, an approach that
provides few disincentives against firms engagmegxicessive leverage
and risk-takind® In other words, the absence of a mandate for the
government to seek long-term investment returns foailouts not only
shortchanges taxpayers, but also may undermineeteyrent effect for
financial firms. If companies recognize that they ceceive government
aid if a financial crisis is large enough, they nbatempted to maximize
risks (and profit potential) with the hope of exiglizing losses to the
government®?

For this reason, the federal government needs \astor-oriented
approach to temper the moral hazards from purssiafilization and
insurance goals. A long-term investment approachdouts would serve
a dual purpose: it would safeguard taxpayers’ @#&sr by providing
compensation for the government’s assumption kfaisd it would create
disincentives against firms’ leveraging potentilduts to engage in risk-
taking. Establishing investment-oriented conditiomsuld ensure that
beneficiaries receive the funding that they needhdudinancial crises, yet
are deterred from dipping too early or too far itite government’s well
and transforming aid into a de facto hedge position

The logic behind the federal government’s role mgaestor during
financial crises is that the government has a tworezon far longer than
most investors and enjoys the wherewithal to botezge sums at below-
market terms because of its taxing poWef his fact creates an arbitrage

(Columbia L. and Econ. Research, Working Paper N&9, 2010), available at
http://www.ssrn.com/abstract=1553880. But this éetiargues that the deterrent value of an
investor-oriented bailout is even stronger, in tb@mnpanies would not be able to rely on the
certainty of a bailout and would face more consegas if they received bailout funds.

100. See, e.g.CoNG. OVERSIGHTPANEL, APRIL OVERSIGHTREPORT. ASSESSINGI REASURY' S
STRATEGY: SIXx MONTHS OF TARP 25-26 (2009)available at http://cybercemetery.unt.edu/
archive/cop/20110402034949/http://cop.senate.gavithents/cop-040709-report.pdf (detailing
the “unprecedented set of steps to stabilize trenftial system”).

101. See infraSections I1l.A-B.

102. SeeSteven L. Schwarc&ystemic Risl®7 Geo. L.J. 193, 210-11, 225 & n.198 (2008)
(discussing how the possibility of a governmenésafiet may magnify moral hazards for banks).
103. See, e.gAnna GelpernBuilding a Better Seating Chart for Sovereign Regtrrings 53
EmMoRry L.J. 1115, 1117-18 (2004) (discussing the advastaggereign borrowers enjoy over

private sector parties).
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opportunity. Government investments can allow camgsa to bridge
short-term financial gaps, yet face long-term re@payt obligations that
extend beyond the time horizon of a crisis. In pinecess, the federal
government can expand overall liquidity through insestments by
heightening market confidence.

The dilemma the federal government faces in oftetailouts is
determining how to price and condition aid. Whherte is a spectrum of
options at the government’s disposal, three methddderalization,
“break even,” and investment approaches—cover thbitaof major
possibilities. The federalization of liabilitiesttse political temptress, as it
epitomizes moral hazard in shifting liabilities inahe private to public
sector:** Crises not only fuel financial overreactions, higo political
panic’® For this reason, politicians’ first instinct mag for aid with few
strings attached, in order to stimulate the econatayy cost. Politicians’
primary constraint may be the fear of backlashegiaaways to the
private sectof®

By comparison, the federal government’s approaclsesking to
“break even” on overall bailout investments maynsé¢e be an alluring
middle ground. By disavowing any motive other tBtabilizing markets,
the government may reassure market competitorsreegtors that the
federal government does not intend to usurp tludér. The challenge is
that a break even approach ignores the significakt exposure the
government is assuming and, just as importantigh sun approach may
have marginal deterrent effects, if alyIf the “price” of excessive risk-
taking is simply a loan on favorable terms, thenksahave little to lose
and much to gain by pushing the envelope with &atder bets as they
seek to leverage the government’s superior borrgwower still further.

In contrast, approaching bailouts as investment®gmizes that
government financing during crises potentially teeavindfalls for the
private sector and therefore may fuel moral haz&&y adopting an
investment approach, the federal government caneseatabilization and

104. SeeBoardmansupranote 54, at 78485 (discussing politicians’ teripies to federalize
liabilities).

105. Memories of successful economic slogans sciBill Clinton’s mantra, “It's the
economy, stupid,” likely cast shivers down the sgirof incumbent politicians and make
federalizations temptingee, e.g.John Harwoodin Many Venues, Economy Will Take Center
Stage N.Y.TIMES, Jan. 14, 2008, at A18.

106. SeeHulse & Herszenhorsupranote 1 (discussing Republicans’ response to tihauba
backlash).

107. Seelori Montgomery,TARP Expected to Cost U.S. Only $25 Billion, CBZsS&ASH.
PosT, Nov. 30, 2010 (discussing the federal governnséhreak even” objective for overall TARP
investments, although noting the disconnect betwe=MARP losses and the “substantial financial
risk” the U.S. assumed with the TARP and other ‘shasgovernment programs aimed at propping
up the financial industry”).

108. See infraSections 11l.A-B.
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insurance goals, while still securing long-ternures for investors and
deterring firms from overreliance on state finagcihe challenge is
pricing investments because during the depths ofisas, the federal
government may be a natural monopoly, serving asnastor of last
resort. As such, the federal government could irapaenopoly pricing
that would compromise the stabilization and insoeampurposes of
bailouts. Instead, as Part Il will explore in detahe best limiting
principle for government investments would be aofjmrtional share”
approach that would link profit-sharing over a sete horizon to the
government's percentage contribution to companitaigations'®° This
approach would ensure that beneficiaries sharertsbthand returns with
taxpayers and create disincentives against ovanedi on bailout funds
and excessive risk-taking.

[I. THE SHORTCOMINGS OF THERECENTBAILOUTS

While the federal government sought modest retéwnsndividual
bailout investments, there was no clear bailoutgigm, aside from
stabilizing the financial system and coming as eltwsbreaking even as
possible™® Part of the problem was that incoherence, ad fpeam
ambiquity defined the government’s initial respanse the financial
crisis™*! Policymakers could not seem to make up their miaisut
whether to choose nationalizations, federalizatiamsd-ups, or bailouts
for faltering firms. In some cases, the governnsenply let private firms
face the hard medicine of bankruptcy without goweent support, as was
the case with the high-profile collapse of LehmantBers™? In other
cases, the government effectively nationalizednfgitompanies, such as
Fannie Mae and Freddie M&¢.

While FDIC wind-ups applied consistently to smatidamid-size
banks, the federal government breached the autortbatythe FDIC
normally enjoys and engaged in a hodgepodge afied¢ions to support
sales of large banks. For example, the Treasuryetey offered
assurances over the sales of Wachovia; other &ilesssuch as Bear
Stearns, enjoyed financial guarantees from thergeBeserve!*

109. See infraSubsection II.A.3.

110. SeeAyotte & Skeelsupranote 20, at 470 (noting that “it was hard to diatconsistent
policy rule from the government’s rescue efforigt arguing that “one guiding principle was its
preference to avoid all possible bankruptcy filihgs

111. SeeNocera,supranote 12, at 9 (defending the Bush and Obama Adinations’
response to the financial crisis by arguing thedlfen you are really in the midst of a crisis, ther
is no plan. You have to take actions on an ad lasistand hope for the best”).

112. SeeAyotte & Skeel,supranote 20, at 470. “Private” bankruptcy entails tlee of
government bankruptcy procedures and courts, blikeuRDIC bankruptcies, it does not entail
government aid or direct interventiddeell U.S.C. 88 701-07; 11 U.S.C. §§ 11064

113. See supraotes 43—47 and accompanying text.

114. SeeAyotte & Skeelsupranote 20, at 469-70, 491-92 n.117 (discussing thasliry
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A. The Troubled Asset Relief Program

The Troubled Asset Relief Program (TARP) soughbiiog some
clarity to the chaos by creating a framework fdirdpout $700 billion in
bailout money® This approach represented a tentative step towards
embracing an investor-oriented approach. But ictppa the TARP was
poorly designed as bank profits dwarfed the (at)b@sdest returns to
taxpayers in the case of each beneficiary (andvieall losses)*®

The TARP was originally envisioned as a plan foe ffreasury
Department to purchase or insure up to $700 biltibfiroubled assets.”
These troubled assets included mortgages anddadatiateralized debt
obligations (such as mortgage-backed securitissjyedl as “any other
financial instrument” that the Treasury Departmamd Federal Reserve
deemed necessary “to promote financial marketlitabt'’ The TARP’s
initial purpose was to enhance liquidity of coltaleed debt obligations
whose underlying mortgage portfolios had becompexttsand disfavored
by investors amidst the surge in foreclosuf&dn turn, the Treasury
Department’s purchases of these assets were imtéadelp banks firm
up their balance sheets and expand lentfihg.

But this toxic asset purchase plan stumbled asga4{scale solution
from the beginning because the Treasury Departhaeked a guiding
principle for making these investmeﬁfél. The dilemma was that

Department’s and Federal Reserve’s extraordinéepiantions in the wind-ups or emergency sales
of many of the major banks and non-bank financistifutions during the crisis).

115. SeeEmergency Economic Stabilization Act of 2008, RulNo. 110-343, 122 Stat. 3765
(2008) (to be codified in scattered sections dJ12.C.); Montgomenysupranote 107 (noting how
the TARP program constituted a “$700 billion batlfar Wall Street titans”).

116. CompareZachery KouweWall Street on Track for Record in Profité.Y. TIMES, Nov.

17, 2009, at B&vailable athttp://mww.nytimes.com/2009/11/18/business/18Wathl (discussing
anticipated bonuses of over $162 billion for the $ix banks in 2009)yith Montgomery supra
note 107 (discussing how the expected $25 billivlosses from TARP investments excludes the
much larger losses from other “massive governmesgrmams aimed at propping up the financial
industry”).

117. SeeEmergency Economic Stabilization Act 88 3(9)(A)—(B)

118. 1d. § 2(a)(1).

119. The underlying logic of this approach is tthet government could pay a premium for
these assets over their market value becausevadses would rise to reflect mortgage income
streams once the financial crisis subsidgekeSchwarczsupranote 102, at 229.

120. The Treasury Department reversed course agaiklarch 23, 2009 and revived a
smaller-scale version of this program with the tiogaof the Legacy Securities Public-Private
Investment Program. To date, this program has $28/4 billion in financing (half of which is
provided by the Treasury), which is being usedu@pase mortgage-backed securities. Given that
the dollar amount of mortgage-backed securitiesharmin the trillions, it is a relative drop in the
bucket compared to TARP’s initial vision for pursh&y toxic assetsSeeU.S.DEFPT OF THE
TREASURY, LEGACY SECURITIES PUBLIC-PRIVATE INVESTMENT PROGRAM: PROGRAM UPDATE FOR
QUARTER ENDED JUNE 30, 2010, at 3 (2010pvailable athttp://www.treasury.gov/initiatives/
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purchasing mortgages and collateralized debt dinbige at market value
during a time of crisis would not fix banks’ balansheets, while
purchasing these assets at face value would catestih extraordinary
windfall for the financial sector and be a raw sf&m from the public to
private sector. While the federal government digbgie in some purchases
of collateralized debt obligations, such as $5ldnilof AlG collateralized
debt obligationd* the Bush Administration swiftly moved TARP’s focus
away from direct toxic asset purchases to prefesteck investments in
banks under the Capital Purchase ProgF&m.

The logic behind preferred stock investments was lianks could
count these monies towards their Tier 1 capitaliregnents for solvency,
theoretically freeing up money for greater lendinghe public*®® The
Treasury’s terms were exceptionally generous, diNidend rates of 5%
per year for the preferred stock for the first fjgars, well below the rates
that financial institutions could secure on privaigrkets during the depths
of the crisis®* Additionally, the Treasury Department required
beneficiaries to issue equity warrants (optiongptwchase nonvoting
shares)?* Each TARP beneficiary was required to issue temr-y@rrants

financial-stability/programs/Credit%20Market%20Pags/ppip/Documents/External%20Report
% 20-%2006-11%20vFinal.pdfee alsdJ.S.DEP T OF THETREASURY, LEGACY SECURITIESPUBLIC-
PRIVATE INVESTMENTPROGRAM: ADDITIONAL FREQUENTLY ASKEDQUESTIONS9 (2009) available at
http://www.treasury.gov/press-center/press-reléReesiments/legacy_securities_fags.pdf.

121. SeeMatthew Karnitschnig, Liam Pleven & Serena NgS. Throws New Lifeline to AlG,
Scrapping Original Rescue DedVaLL St.J., Nov. 10, 2008, at A1 (documenting the $15@dill
in government aid to AlG, which included $60 billio loans, $40 billion in preferred stock, and
$50 billion in purchases of distressed assets).

122. SeePress Release, U.S. Dep't of the Treasury, Trgadonounces TARP Capital
Purchase Program Description (Oct. 14, 20G8)ilable at http://www.treasury.gov/press-
center/press-releases/Pages/hp1207.aspx. The Blasimidtration exploited the exception clause
granting discretion to purchase “any other finahitistrument” deemed necessary “to promote
financial market stability” to largely abandon ihéial toxic asset purchase plé®eeEmergency
Economic Stabilization Act of 2008 88 3(9)(A)—(B).

123. A number of commentators have shown thapthehase of preferred stock has done
little to increase bank lendinGee generallyinus Wilson, Debt Overhang and Bank Bailouts
(Sept. 12, 2009) (unpublished manuscriptjailable athttp://papers.ssrn.com/sol3/papers.cfm?
abstract_id=1336288 (arguing that infusions of @phrough preferred stock have little impact on
bank lending and less effect than other alterngfisech as the purchase of toxic assets).

124. Press Release, TARP Capital Purchase Pro@emur Preferred Stock and Warrants:
Summary of Senior Preferred Terms 2, http://wwadtey.gov/press-center/press-releases/
Documents/document5hp1207.pdf (last visited Sept. 2D11). While the preferred stock’s
dividends would rise to 9% after five years, thisyision was moot, as the Capital Purchase
Program was designed to incentivize banks eith@atooff their obligations by this point or to
convert the investment to equity shardels.

125. SeePress Release, U.S. Dep't of the Treasury, Trgasunmounces Warrant Repurchase
and Disposition Process for the Capital Purchassg®m (June 26, 2009pvailable at
http://www.treasury.gov/press-center/press-releldsapes/200962612255225533.aspx.
Private banks could alternatively issue equivagentity or senior debt instrumentd.
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that totaled 15% of the TARP investment, dividedthiy exercise price
(which was the average of the beneficiaries’ sfrate prior to receipt of
TARP monies)? In theory, the Treasury Department could redesm it
investment by purchasing common stock at pricesdfixt the time of its
investment, so that it could reap returns from pidk stock
appreciatiort?’

The warrant approach was designed to give the Uing&epartment
some degree of exposure to the upside of recovbangs, as it was clear
to all observers that the 5% dividend yield borealation to the degree of
the government’s assumption of ri$k Unfortunately, the devil is in the
details in two ways. First, the fact that the watsaeflected only 15% of
the value of TARP investments placed significamits on the
government’s exposure to the potential upsidaetavery*?°Second, the
ten-year warrants proved to be an illusory timankia Instead, the
government effectively gave beneficiaries the aptibwhen to redeem the
warrants and preferred stock once the economyligedhi In practice, that
meant that the banks had every incentive and oppitytto cash out the
government’s warrants at a low stock price oncey tbeuld secure
financing from the private sector. As a result, Tneasury Department’s
foray into investing was cut short for most of thajor bank beneficiaries.
Instead managers and shareholders reaped thesr&tma surging stock
market within a year of the TARP investmehts.

1. The Case of Goldman Sachs

Goldman Sachs’ handling of TARP and related bailodnies
underscores the degree of opportunism by beneésiand the modest
returns on the government’s investments. GoldmashS#&ansformed
itself overnight from a barely regulated investmeank into a more

126. Id.

127. Banks with more than $500 million in assetsadimited to issuing preferred stock to the
Treasury Department equal to 3% of their risk-basmaltal. Banks with $500 million or less in
assets could issue preferred stock to the Tre&sepgartment equal to 5% of their risk-based capital
and only had to issue warrants to cover 3% of ttigirbased capitabedPress Release, U.S. Dep't
of the Treasury, Frequently Asked Questions Reggrtlie Capital Purchase Program (CPP) for
Small Banksavailable athttp:/Aww.treasury.goviinitiatives/financial-sttig/programs/investment-
programs/cpp/Documents/FAQonCPPforsmallbanks.pdf (lisited Sept. 23, 2011).

128. Jon HilsenrattBailouts Yield Returns Amid RjSR/aLL Srt. J.,Sept. 2, 2009, at A10,
available athttp://online.wsj.com/article/SB125176287995474889l.

129. OrFICE OF THESPECIAL INSPECTORGEN. FOR THE TROUBLED ASSETRELIEF PROGRAM,
ASSESSINGTREASURY SPROCESS TCBELL WARRANTS RECEIVED FROMTARP RECIPIENTS1 (2010),
available at http://www.sigtarp.gov/reports/audit/2010/Assegsifireasury’s Process to Sell
Warrants Received From TARP Recipients_May 11 2f0.

130. David Mildenberd,).S. TARP Warrant Plan Favors Banks, Professor SAy®MBERG
(July 1,2009,10:25AM), http://www.bloomberg.com/apps/news?pid=newsarchsig€aDdsEXq
94PwO.
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regulated bank holding company, in order to beildkgfor bailout
monies'®* Goldman Sachs received a direct infusion of $1lohiin
TARP money during the lowest depths of the econamsts, money that
not only stabilized its balance sheets but alsoavaste of confidence to
equity markets concerning Goldman Sachs’ continviadility.*** As
significantly, Goldman Sachs was the counterpaatyat significant
percentage of AIG’s derivative contracts and resi$12.9 billion of
AIG’s bailout monies, as well as billions more froather TARP
recipients:* In addition to the TARP aid, Goldman Sachs wasad to
issue $29 billion of FDIC-guaranteed bonds, lettihg company raise
money far more cheaply than it could have on ita. 5But for over $50
billion in bailout-related funds, Goldman Sachablility exposure during
the depths of the crisis could have toppled thepzonyg, which meant its
continued viability was largely due to the fedemdvernment’'s
intervention™*®

The redemption of Goldman Sachs’ preferred stoak warrants
underscores how little the United States reapgdnghe significant extent
of its assumption of risk (and Goldman Sachs’ ditemd metaphorical
debt to the government). In October 2008, the TngalSepartment gave
Goldman Sachs $10 billion in TARP monié€$,n exchange for $10
billion of cumulative preferred stock with a 5% aahdividend rate for
the first five years, as well as ten-year warrdatpurchase up to 12.2
million shares of common Goldman Sachs stock abxamcise price of
$122.90 per sharg’

From October 28, 2008 to July 22, 2009, GoldmarmSaaid the 5%
interest owed on the preferred stock, totaling $8ilBon.*** Then on July

131. Seelisa Schultz Bressman & Robert B. Thompsbme Future of Agency Independence
63 VAND. L. Rev. 599, 625 (2010) (discussing how Goldman Sachd’ Miorgan Stanley’s
conversion to bank holding companies allowed theactess funds on favorable terms from the
Federal Reserve’s discount window).

132. SeeU.S. SEC, Form 10-K: The Goldman Sachs Group, IR0, available at
http://Amww2.goldmansachs.com/our-firm/investorsficials/archived/10k/docs/2008-10k-doc.pdf.
133. SeeParitosh Bansaoldman’s Share of AlG Bailout Money Draws FIREUTERS Mar.

18, 2009, http://www.reuters.com/article/idUSTRE®H%520090318.

134. SeeAndrew Bary,How Do You Spell Sweet Deal? For Banks, It's TLBERRON'S,
Apr. 20, 2009, http://online.barrons.com/articlel2B001886675331247 .html#articleTabs_panel
_article%3D1.

135. SeeDavid LeonhardtiHeading Off the Next Financial Crisid.Y. TIMES, Mar. 25, 2010,
at MM36 (discussing how “Goldman and Morgan Stamaght not have survived without
government aid”).

136. SeeU.S. SEC, Form 10-K: The Goldman Sachs Group, 1'm@-80,available at
http://Amww2.goldmansachs.com/our-firm/investorsficials/archived/10k/docs/2008-10k-doc.pdf.

137. The warrant total is calculated by dividirg$d of the $10 billion of TARP investments
(that is, $1.5 billion) by the average Goldman Sasimare price of $122.90 per share during the
twenty-day period prior to receipt of TARP fun&e idat 129.

138. Goldman Sachs Pays $1.1 Billion to Redeem Warr@iBC.COM (July 22, 2009, 5:20
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22, 2009 (less than nine months after the invesin@oldman Sachs
redeemed the warrants for $1.1 billion, which tlha@ressional Oversight
Panel deemed was within the $925 million to $1.Boh value of the
warrantsat that time**® The 23% annualized return on the TARP money
looks impressive at first glance. The problem &t ththen one begins to
break down the numbers and determine how muchatheredemption by
Goldman Sachs cost taxpayers, the degree of shagtig becomes clear.

All one must do is examine the contemporaneoushase of $5
billion in Goldman Sachs’ preferred stock and watsaby Warren
Buffett's Berkshire Hathaway to understand howrarestor would have
approached this same investment. Warren Buffegge&nber 23, 2008
investment in Goldman Sachs secured 10% dividengseferred stock,
twice the level of dividends that the federal goweent securetf’ Buffett
also secured five-year warrants that would allowkBleire Hathaway to
convert its $5 billion investment into the equivdlef $5 billion of
common stock priced on the day of his initial inwesnt ($115 per
share)*** What this means is that if Warren Buffett had ated his
preferred shares on the same day as the federalrgonent (July 22,
2009), he would have reaped $2.7 billion in retupias an additional
$357.5 million in dividends over that time. In otheords, Warren
Buffett's investment yielded more thaoublethe rate of return of the
federal government, even though he was assumingatie level of risk.
By the time Goldman Sachs redeemed Warren Buffattferred shares in
March of 2011, Buffett had paper profits of $3.1Widm on a $5 billion
investment, a 74% return that dwarfed the federabghment’s now more
modest-appearing returff€.Of course, because Buffett is acting as a long-
term investor, he has retained his common stockants, as he wisely
recognized that Goldman Sachs may have more patemgside in the
years to come.

It is safe to say the executives of Goldman Sanldststood this logic
when they cashed out the United States’ TARP sheet#idefore the full

PM), http://www.cnbc.com/id/32085262/Goldman_Saéteys 1_1_Billion_to_Redeem_Warra
nts.

139. SeeGoldman Sachs Warrant Price “Right On"—Watchd®&guTeRs (July 22, 2009,
4:06 PM), http://www.reuters.com/article/idUSWBTEBB20090722 (referencing Congressional
Oversight Committee Chair Elizabeth Warren’s opinibat the Goldman Sachs warrants were
purchased at a fair price).

140. SeeAlex Crippen,Warren Buffett's Goldman Sachs Warrants Rebounth fizeep
LossesCNBC News (Mar. 24, 2009), http://www.cnbc.com/id/2986008%irren_Buffett_s_Go
ldman_Sachs_ Warrants _Rebound_ From_Deep_Losses.

141. SeeSusanne Craig, Matthew Karnitschnig & Aaron LudthBuffett to Invest $5 Billion
in Goldman WALL Srt. J., Sept. 24, 2008, at Ahyvailable athttp://online.wsj.com/article/
SB122220798359168765.html#printMode.

142. SeeAndrew Frye Buffett Generates $3.7 Billion on 2008 Goldman Sdokestment
BLoomBERG NEws (Mar. 18, 2011, 4:46 PM), http://www.bloomberg.doews/2011-03-
18/buffett-generates-3-7-billion-from-goldman-intreent-made-during-crisis.html.
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recovery of the stock pric&> Goldman Sachs’ earnings and compensation
to employees totaled almost $30 billion in 200%sisting of $16.2 billion
in employee compensation and bonuses (an incréda3é% from the
previous year), as well as near-record profitsl& $9 billion*** From this
vantage point, the returns on the TARP investmer®&oldman Sachs
seem very slight relative to the significance @& Theasury Department’s
injection of capital. The reward for helping Goldm&achs bridge the
depths of the crisis was a premature payout tHatdeldman Sachs
executives to reap the returns from the TreasupabDment’s risk-taking.
To add insult to injury, Goldman Sachs held ontd@backed loans
of $29 billion issued under the Temporary Loan @nge Prograr”
This means that Goldman Sachs has literally coatlrta profit from an
implicit government subsidy (of lower borrowing t®®f at least 2%),
translating into even more free profit to $700 roiil per year. Similarly,
Goldman Sachs never paid a penny to the Treasutlggolr ARP funds it
indirectly received through TARP bailouts of AlGdanther financial
institutions that owed Goldman Sachs fulfi€ven these monies pale in
comparison to the value of the implicit governmzatkstop, which allows
Goldman Sachs to maintain a leverage ratio of 201gyvel the market
likely would not tolerate but for faith in futur@gernment bailout!’ The
bottom line is that Goldman Sachs has profited vatidontinue to profit,
from explicit and implicit government subsidieswibuld not be difficult
to tailor future bailouts in order to provide taypes with a greater
percentage of the return attributable to governnméetvention and, in the
process, to provide firms with deterrence agairsessive risk-taking.
While Goldman Sachs deserves some blame, mose ddtitt for the
poorly planned and executed bailouts rests witiféderal government.
The federal government failed to secure warramtsréflected the scale of
significance of its investments, as warrants cavereneager $1.5 billion
of the bailout aid*® By allowing Goldman Sachs to redeem the warrants
early at the time of Goldman Sachs’ choosing, gukefal government let

143. See, e.gEric DashTreasury to Auction Off Big-Bank Warranbs.Y. TIMES, Nov. 20,
2009, at B3available athttp://www.nytimes.com/2009/11/20/business/20bainil. lestimating
that if the federal government had held onto thil®an Sachs warrants for another four months
and benefited from the stock rise, the governmentlvhave almost doubled its investment and
received upwards of $2.1 billion, rather than thel$billion it received in July 2009).

144. SeeTomoeh Murakami Ts&oldman Sachs Earns $13 Billion in 2Q00%asH. PosT, Jan.
22,2010, at Alxvailable athttp://mwww.washingtonpost.com/wp-dyn/content/3et2010/01/21/
AR2010012101044.html.

145. SeeBary,supranote 134.

146. SeeMark Pittman,Goldman, Merrill Collect Billions After Fed's AlGaidout Loans
BLoOMBERGNEWS (Sept. 29, 2008, 12:41 AM), http://www.bloombemndapps/news?pid=new
sarchive&sid=aTzTYtINHSGS.

147. SeeBary,supranote 134.

148. See supraotes 137—-38 and accompanying text.
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most of the rewards serve as a windfall for Goldi®acohs executives and
investors. The returns would have been even mnstautial if the federal
government sought warrants for the more than $t6rbthat directly and
indirectly flowed to Goldman Sachs through the gowgent’s bailout of
AIG and other financial institutions and FDIC-badkeans. Instead, the
government stood by while Goldman Sachs executeesed enormous
profits at the public’s expense and celebratedatkgayers’ billion dollars
of actual returns. It is little wonder that bailsutave become a virtually
pejorative term for shortchanging taxpayers andinfaito provide
deterrence against future financial risk-taking.

B. Assessing the True Costs of Bailouts

Goldman Sachs’ substantial benefit from governnag@his only one
slice of the larger bailouts, and it is worthwtideunderscore the true costs
of the bailouts. Defenders of the TARP point to $2& billion in losses
from TARP investments to argue that the bailoutseevmt poorly run and
that losses were less than anticipadf@@ARP proponents also point to the
fact that banks have not only repaid $276 billioddans, but have also
paid $45.8 billion in dividends on preferred staokestments, $1.4 billion
in interest on loans, and $9 billion in proceedsrfiwarrants, as evidence
that the federal government has received returngsds475 billion in
TARP investment$ There is some truth to this claim, as direct slibsi
(and losses) from public transfers to the finansédtor could have been
more substantial, and the swift recovery of asswt aquity prices
mitigated this loss exposure.

But this analysis overlooks a deeper truth. Bagdaatbanks were only
part of a much larger set of multitrillion dollaahsfers from the public to
the private sector to address the financial ctls#s almost doubled the
national debt in a span of three yelfsPart of this story was the
nationalization of Fannie Mae and Freddie Mac, aernbat has set up the
United States as the express backstop for $5ltidrtin mortgage-backed
securities and guarantees, $148 billion in diradbbt aid, and upwards of

149. SeeMontgomerysupranote 107 (discussing how the expected $25 billidosses from
TARP investments excludes the much larger lossea fither “massive government programs
aimed at propping up the financial industry8ge alsdeborah Solomoni,ight at the End of the
Bailout TunnelWaLL St.J., Apr. 12, 2010, at C1 (noting a higher figur&&9 billion in projected
TARP losses, but also observing that these lossasotlinclude losses from Fannie Mae and
Freddie Mac and other forms of support for housing financial markets).

150. These returns are based on $475 billionrecdinvestments of TARP mone§eePro
PusLicA, WHERE Is THE MONEY? EYE ON THE BaiLouT, http://projects.propublica.org/bailout/
main/summary (last visited Sept. 23, 2011).

151. SeeCoNG. BUDGET OFFICE, FEDERAL DEBT AND THE RISK OF AFISCAL CRISIS2 (2010),
available at http://www.cbo.gov/ftpdocs/116xx/doc11659/07-27 bDd-iscalCrisis_Brief.pdf
(noting that the federal debt held by the publgerérom 36% of GDP in 2007 to 62% of GDP in
2010).
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$1 trillion in potential losseS? Another part of the story is the stimulus
package of $790 billion® and related stimulus measures totaling an
additional $399 billiort>* which were designed to spur demand and revive
the economy from the financial crisis (and substfigtadded to the
national debt).

An equally important part of the story is the shadoailout that
indirectly benefited financial institutions. The dezal Reserve has
committed $6.4 trillion to an array of initiativés prop up the economy
and has, to date, made $1.5 trillion of actual exjfiares™® The most
significant of these efforts is the $775.6 billiorpurchases of mortgage-
backed securities held by Fannie Mae and Freddie $295.3 billion of
U.S. government bond purchases, and $109.5 bilfidnans to banks
backed by toxic asset® Other aspects of the shadow bailout include the
$308.4 billion of FDIC-guaranteed bank loans untter Temporary
Liquidity Guarantee Program and the $45.4 billioattthe FDIC has lost
on bank bailout$>’

While the ultimate tally of losses remains to bersét is clear that the
financial crisis cost taxpayers immense sdmi3he true cost of bailouts
will not be known for years to come due to its irtipa exacerbating an
already spiraling national debt. It may be unréalidor financial
institutions to shoulder all of the losses thaptyers face and ironically
thwart the stabilizing purpose of bailouts in sipimy off funds for
lending. But the government’'s approach to bailootsant that the
government faced substantial risks and losses tahe when TARP

152. SeeDavidoff & Zaring,supranote 31. The Congressional Budget Office’s debtlremnn
do not include the nationalization of Fannie Mad &reddie Mac’s debt and the IOU’s that the
federal government owes to the Social SecurityMedicare Trust funds. Inclusion of these figures
would place debt levels much high&ee id.at 2-3; Edmund L. Andrews & Stephen Labaton,
Mortgage Giants Agreeable to Rescue Plan, butdist @ UnknownN.Y. TIMES, Sept. 6, 2008, at
A27.

153. SeeShailagh Murray & Paul Kan&€ongress Reaches Stimulus AcGAMASH. POST,
Feb. 12, 2009 (documenting the cost and ratiomalthe main stimulus package).

154. Additional stimulus packages include the $ii®n spent on the Economic Stimulus
Act of 2008, $8 billion in unemployment benefit emsions, $195 billion for student loan
guarantees, $25 billion for the Advanced Technolgyufacturing program, and $3 billion for the
“Cash for Clunkers” Car Allowance Rebate Syst&aeDavid Goldman, CNNMNEY.cOM'S
BAILOUT TRACKER, http://money.cnn.com/news/storysupplement/ecoroailputtracker/(last
visited Sept. 23, 2011).

155. Id.

156. Id.

157. Id.; see als&edmund L. Andrews & David E. SangerS. Is Finding Its Role in Business
Hard to Unwind N.Y. TIMES, Sept. 13, 2009, at Adyailable atttp://www.nytimes.com/2009/09/
14/business/14big.html?pagewanted=all (discussi@gtale and role of the Temporary Liquidity
Guarantee Program in the bailouts).

158. As importantly, the financial strain on ttevgrnment may make it more difficult for the
government to repeat its current approach of bdmgwnmense sums at low interest rates when
future financial crises aris&eeHill, supranote 47, at 76 n.540.
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beneficiaries went from life support to reapingepteonal profits from the
bailouts and related government interventions.

1. The Costs of Ad Hocery

The costs of the government’s bailout extend weyidnd dollars and
cents. Another “cost” of the program was the lostegitimacy of the
bailout method because of the shifting, ad hocreatdi these bailouts.
This Article has focused on the Capital Purchassgim of TARP
because this initiative has modest investment featihat are relevant to
this proposal’s investor-oriented approach. But @epital Purchase
Program was only one of a dizzying range of TAR#ificed bailout
programs that the federal government embraced. dxample, the
Systemically Significant Financial Institutions Bram (in spite of its
seemingly broad nature) was a tailor-made baildwts& sole purpose was
financing the Federal Reserve Bank of New York'schases of AlG’s
toxic asset$® Other narrowly designed TARP initiatives includke
Targeted Investment Program, which was “targetewards covering
Bank of America’s potential losses from its Tregddepartment-brokered
purchase of Merrill Lyncf® and the Auto Supplier Support Program,
which was created solely to nationalize Generaldvkand to provide
financing for Fiat's takeover of Chrysl&: These TARP programs were
soon complemented by a myriad of other initiatiiespurchase asset-
backed securities consisting of student, automptiélit card, and small
business loan¥? to make loans to small busines$®4p make loans to

159. SeeU.S.DEP T OF THETREASURY, THIRD TRANCHE REPORT TOCONGRESS1-2 (2008),
available athttp://www.financialstability.gov/docs/TrancheRegséTrancheReport3a.pdf (detailing
the rationale for creating a specially tailoreddai program for AIG); William K. Sjostrom, Jr.,
The AIG Bailout 66 WasH. & LEe L. Rev. 943, 971-72 (2009) (discussing the financing and
transactions for the AIG bailout).

160. SeePress Release, Federal Reserve, Treasury, Fé&Esatve, and the FDIC Provide
Assistance to Bank of America (Jan. 16, 20Q@8)ailable athttp://www.federalreserve.gov/
newsevents/press/bcreg/20090116a.htm (discussimghi®program covered Bank of America’'s
losses that stemmed from the acquisition of Melgithch).

161. Press Release, U.S. Dep't of the Treasupgstry Announces Auto Supplier Support
Program (Mar. 19, 2009)available at http://www.treasury.gov/press-center/press-relgase
Pages/tg64.aspx; Anna Malild,S. to Sell Remaining 6 Percent Stake in Chrysl&iat, NEws
RICKEY, June 3, 2011, http://news.rickey.org/u-s-to-sethaining-6-percent-stake-in-chrysler-to-
fiat/4528;seealsoGeorge W. BustRemarks on the American Auto Industry: Decembe20@§
GPO Access1568,1569(2008),available athttp://www.gpoaccess.gov/wcomp/v44no50.html
(discussing President Bush'’s rationale in unildteextending TARP funds to automakers).

162. SeeAnh P. Nguyen & Carl E. Enomotdhe Troubled Asset Relief Program (TARP) and
the Financial Crisis of 2007-2008 J.Bus. & EcCON. RESEARCH91, 94 (2009) (discussing the
creation and contours of the Troubled Asset LoasiliBg.

163. SeeElizabeth WilliamsonQbama Rolls Out Small Business Lending Progiatx.L Sr.

J., Feb. 3, 2010, http://online.wsj.com/article/8B21424052748704022804575040722955784
294 .html (discussing the creation of the $30 hill@mall Business Lending Program, which was
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communitg{%development bank& and to restructure underwater
mortgages.

This byzantine system of bailouts was tailor-made §iving
sweetheart deals to favored companies and madesigherand
accountability more difficult®® It is little wonder that much of the public
was left disillusioned about bailouts when so mamypanies and sectors
of the economy had their own special bailouts astingtive terms. This
type of policymaking on the fly is prone to panidl@serreactions, as well
as opportunism, abuse, and capture by beneficiaBesause both
beneficiaries and policymakers faced no clear dguieleas to where TARP
monies could extend next, it was easier for poliakers to push the
bounds of bailouts and to scale back conditionbalout monies. The
absence of a clear bailout framework also encodragenpanies to
pressure politicians into having bailouts extengreviously uncovered
risks such as credit derivatives, a problem theigpig tailored bailout for
AIG underscored® The myriad of specially tailored bailouts raiskd t
moral hazards for future bailouts, as companies maye greater
incentives to magnify risk-taking to ensure thdébacle in their economic
sector will capture the government’s attention.

Ad hoc bailouts also sharpened conflicts of intisrasnong banking
regulators. For example, the expansion of the FEedeserve’s lending
window into a de facto bailout fund during the gatages of the crisis
placed the Federal Reserve in the contradictoryipo®f propping up the

funded with TARP money).

164. SeelU.S.DEF T OF THETREASURY, TROUBLED ASSETSRELIEF PROGRAM, MONTHLY 105@)
RePORT, 14-15 (2010)available athttp://www.treasury.gov/initiatives/financial-stéty/briefing-
room/reports/105/Documents105/March%202010%2010%%28%20monthly%20report_fin
al.pdf (discussing the creation of the Communityw@&epment Capital Initiative announced in
October 2009).

165. SeeU.S.DEP T OF THE TREASURY, MAKING HOME AFFORDABLE UPDATED DETAILED
PrRoOGRAM DESCRIPTION 3-5 (2009),available at http://www.treasury.gov/press-center/press-
releases/Documents/housing_fact_sheet.pdf.

166. The Dodd-Frank Act specifically limits thedeeal Reserve’s ability to make emergency
loans to an individual company unless it is paraigirogram with broad-based eligibilitgee
Dodd-Frank Wall Street Reform and Consumer Praiaciict, Pub. L. No. 111-203, § 1101(a)(2),
124 Stat. 1376, 2113 (2010) (to be codified at 12.0. § 343). The rationale for this limit is to
guard against politically driven favoritism in tRederal Reserve’s short-term lending through its
discount window. The FGIC proposal would be padbnsistent with this Federal Reserve
limitation. Companies would need to meet the FGk&ipital requirements for eligibility for the
broad-based program of bailout aid. However, th&CR@uld enjoy discretion to tailor the terms
of the bailout program to the company’s particalazumstances and the overall economic context
as part of its long-term investment approach. WHiilis discretion would deviate from the
limitations the Federal Reserve now faces, othiegsards this proposal lays out to establish the
independence of the FGIC would seek to diministrifieof politically driven favoritism in future
bailouts.Seeid.

167. SeeSjostromgsupranote 159, at 963-69, 979 (discussing how AIG sssfadly lobbied
for specially tailored bailouts of its derivativdgsses).
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financial institutions that it was supposed to taggy Similar problems
arose from the large-scale use of FDIC-backed bandsthe Treasury
Department’'s TARP loans during later stages of ¢hsis. Having
regulators simultaneously serve as lenders of dasbrt meant that
regulatory mandates were likely to be subordinatesuspended in the
process. Banking regulators failed to implementghampt, corrective
action requirements for financial institutions whosapital fell below
required threshold$® The absence of a clear bailout framework that
delineated between regulatory and bailout rolesenitaghsy for regulators
to let their bailout roles supersede their printagponsibilities.

Lastly, ad hocery produced bailout relief withoahsequences. The
federal government failed to tie bailout moniesigmificant changes on
the part of the financial industry, and the modmstditions attached to
TARP monies fell away as soon as the preferredkstod warrants were
cashed out®® This fact meant that the government not only ruisbe
chance to impose stronger conditions ex ante, lbatgave up whatever
leverage it had before it attempted substantiemes’ "’ For example, the
TARP legislation imposed limits on executive payd aven allowed
clawbacks to be imposed on bonuSé8ut these populist measures had
little effect, as banks simply steered bonuses stwek options’? Once
TARP beneficiaries repaid their bonuses, the Trgd3apartment lacked
the leverage and the political will to use clawtsok the $1.6 billion in
bonuses that it deemed illegitimafélronically, the financial institution
executives who steered their firms to the brinkmdncial ruin cashed in
on the stock market's surge following the governtisetarge-scale
intervention, while the government reaped little fts own massive
assumption of risk and failed to exercise the rpowent tools it had’

168. SeeShelley SmithReforming the Law of Adhesion Contracts: A JudiRiesponse to the
Subprime Mortgage Crisid4 LEwis& CLARK L. Rev. 1035, 1070-71 (2010).

169. SeeDavid I. Walker,The Challenge of Improving the Long-Term Focusxetktive Pay
51 B.C.L. Rev. 435, 467 & n.159 (2010) (discussing how GoldmanhSaand other banks
eagerly repaid their TARP monies to escape TARPdit@ns and scrutiny from federal
regulators).

170. SeeEric Dash 10 Large Banks Allowed to Exit U.S. Aid Prograi. TIMES, June 9,
2009, at Al (lamenting the fact that the Obama Aulstiation had failed to impose reforms on
banks as a condition of loans and was allowing sanit of the TARP without having implemented
substantive reforms).

171. Simone M. Sep®aking Sense of Executive CompensaéEL. J.Corr L. 189, 232
n.184 (2011).

172. Seelim Puzzanghera & Nathaniel Poppeay Czar Assails Bankers’ BonusésA.
TIMES, July 24, 2010, at Al.

173. Sedd. (noting that Pay Czar Kenneth R. Feinberg critidigeventeen banks for giving
excessive bonuses, but failed to exercise his poteesrder a bonus clawback).

174. Seelucian A. Bebchuk & Holger SpamarRegulating Bankers’ Pa@8 Geo.L.J. 247,
272-73 (2010) (arguing that TARP pay arrangemstfing texecutive compensation to common
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The limits of the government’s ad hocery unders¢besdesirability of
clearer institutional approach.

C. The Shortcomings of the Dodd-Frank Act: The®4dilGap

The recently enacted Dodd-Frank Act sought to asdditiee systemic
risks that lay at the roots of the financial crisi& number of ways, such
as by imposing limits on banks’ proprietary tradiagd heightening
oversight of derivatives transactioH{3But the bill created a “bailout gap”
by failing to create a comprehensive frameworkgimvernment financial
intervention in the (likely) event reforms failpeeempt future cris€$® To
Congress’s credit, the Dodd-Frank Act has madecitttemstances and
scope for FDIC wind-ups clearer bx expanding thel® role in
liquidating insolvent financial compani&¥ Creating a broader framework
for the swift liquidation of insolvent institutions a step of progress that
reduces uncertainties about this facet of finarmiais management.

However, Congress failed to address the need fanstitutional
framework to handle future bailouts and left a hazancertainty about
how future bailouts would be addressed. This fazms that, at best, an ad
hoc framework exists for dealing with financial am@n-financial
companies that need financing during future cri$g omission casts a
shadow of significant unknowns over the marketpEseompanies have
been left with a wait-and-see approach towards \idtate cases may
require government intervention short of a winditogvn of the firm.

Policymakers may simply be so optimistic about #fcacy of
reforms in the Dodd-Frank Act that they believa¢haill be no need for
future bailouts-"® But more realistically, a majority in Congress heade
the calculation that expressly acknowledging ardtesking the need for
bailouts would expose them to populist anger instiart term, and they
would prefer to defer this difficult problem forttue Congresses to
handle'”® The unfortunate truth is that our country may betable to

stock appreciation created incentives for bank @kees to return TARP monies and cash in their
profits).

175. SeeNathaniel Popper & Walter HamiltoRinancial Reform Package Wouldn't Change
Wall Street MuchL.A. TiMES, June 26, 2010, at 1.

176. SeeDavid Zaring A Lack of Resolutiqré0 Bvory L.J. 97, 105 (2010) (discussing how
the Dodd-Frank Act sought to prevent future basanitfinancial institutions).

177. SeeDodd-Frank Wall Street Reform and Consumer Primecdict (Dodd-Frank Act),
Pub. L. No. 111-203, § 204, 124 Stat. 1376, 148402 (to be codified at 12 U.S.C. § 5384)
(delineating the FDIC’s criteria for winding up sgmically important companies).

178. SeeBrady DennisCongress Passes Financial Reform,BMasH. PosT, July 16, 2010, at
AO1 (discussing the faith that Dodd-Frank placesdgulatory changes and the preemptive
detection of problems).

179. See, e.g.Jacob E. Gersen & Eric A. Posn€éming Rules and Legal Institution21
HARV. L. Rev. 543, 573-74 (2007) (discussing problems creayediles allowing Congress to
delay dealing with the resolution of public polisgues).
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shoulder another crisis like the one it has regamtidergone without a
clear blueprint for addressing and resolving badobecause of the
staggering costs involved and the huge stakeshtoetonomy and the
national debt® While wind-ups provide a way to deal with insolven
corporations, policymakers need to have a frameworkplace for
otherwise solvent corporations that need capifattions to survive.

[ll. THE CASE FORINSTITUTIONALIZING AN INVESTOR OFLAST RESORT

Congress’ implicit approach to planning for baikhas been to advise
companies to “mind the gap” in the financial systkmring future crise&*
Companies face uncertainty concerning whether¢beld secure public
or private financing when the private sector faaesther liquidity crisis.
As a result, companies still have perverse incestte take on larger size
and risks, so that the impact of their defaults ¥dne so destabilizing to
the economy that the federal government would higles choice but to
bail them out. But the irony is that financing gapey affect even fiscally
responsible companies. The recent financial ansiierscored how swiftly
otherwise solvent companies can come to the brirflaiture due to a
nationwide credit squeeze or liquidity crisis (treged by their more
reckless peers). The price of filling that gap tlgle last-minute fixes may
be far too costly—by either leaving out firms thagrit aid or in having
desperation bailouts that throw money at benefesaso quickly that
opportunism abound§?

A. A Blueprint for the Federal Government Investh@orporation

The role of investor of last resort for the goveemnis designed to
overcome this gap by institutionalizing a credibbenmitment to handle
bailouts in a structured way. The FGIC would seetepoliticize bailouts
by vesting authority for bailouts in an independagency whose role in
investing in distressed companies would parallel BEDIC’s role in
winding up insolvent firm$%3 The FGIC would seek to provide taxpayers

180. See, e.g.NICOLETTA BATINI ET AL ., INTERNATIONAL MONETARY FUND, UNITED STATES:
SELECTED ISSUES PAPER, IMF CoOUNTRY REPORT No. 10/248 54 (2010),available at
http://www.imf.org/external/pubs/ft/scr/2010/cri@@df (noting that “closing the fiscal gap
requires a permanent annual fiscal adjustment equddout 14 percent of U.S. GDP” and raising
guestions about the United States’ ability to sadtanding of such large-scale government deficits
in the long run).

181. Just as subway systems advise passengenfthe gap,” the onus is on companies to
avoid falling through the cracks of the financigétem during a crisis.

182. Seelevitin, supranote 24, at 499-501 (discussing the implicatidifislse negatives and
positives on the efficacy of bailouts).

183. See Lisa Schultz Bressman & Robert B. Thompsorhe Future of Agency
Independences3 VAND. L. Rev. 599, 611-15 (2010) (laying out the merits of ipeledent
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with long-term returns commensurate with the righgy assume in
offering financing to systemically important compes and to deter
companies from over-reliance on government aithénprocess.

The irony is that the federal government did tak&etdtive steps
towards creating an investor of last resort rolerduthe recent crisis
through the TARP® If policymakers were candid with the American
public, they would acknowledge that the recentdudd transformed the
federal government into a sovereign wealth fundp@haps a more apt
term, given the U.S.’s degree of public indebtednassovereign “debt”
fund), “boasting” a pool of un(der)regulated cabpitith vast holdings®
Making this role explicit by institutionalizing artklineating its contours
would provide greater clarity and direction fordfirtial markets®®

The FGIC’s existence would entail vesting significdiscretion in an
independent agency. It would be naive to think thaine size fits all”
approach to bailouts would work, so policymakersildameed to give the
FGIC discretion concerning whether to invest ang hmtailor the terms
of investment, while laying out guidelines and pipbes to temper this
discretion.

1. Crafting an Investor Paradigm for the FGIC

While the virtues of creating an institutional frework for handling
bailouts may be clear, it may be harder to persypatieymakers of the
merits of an investor paradigm. After all, the gnglprinciple of the FDIC
is to minimize costs for each bank failure andreak even overall while
handling wind-up<®’ Similar “break even” approaches apply to both the
Federal Reserve’s emergency lending to banks ariRPTlaans from the
Treasury Department® The government's oft-raised claims of coming

agencies).

184. See infraSection Il.A.

185. See infraSubsection 111.D.3.

186. The FGIC would build not only on the expecies of sovereign wealth funds in other
countries, but also on significant precedents ofependent federal institutions. The federal
government has embarked on two other distinctiveegments: the Reconstruction Finance
Corporation (RFC) and the Resolution Trust CorporaRTC), each of which operated failed
companies as going concerns for periods of tiee, e.g.GARY SHORTER CRSREPORT FOR
CONGRESS—THE RESOLUTIONTRUSTCORPORATION HISTORICAL ANALYSIS 2-5 (2008) (discussing
the RTC’s role in winding down failed banks ovemaltiyear time horizon); Walker F. Todd,
History of and Rationales for the Reconstructiondfice Corporation28 Econ. Rev. 22, 23-27
(1992) (discussing the history of the RFC).

187. Seel2 U.S.C. § 1823(c)(4)(A) (2006)ee alsd.2 C.F.R. § 360.1 (2010) (laying out the
FDIC’s break-even mandate).

188. See, e.gEmergency Economic Stabilization Act of 2008, HLR24, 110th Cong. § 134
(2008) (mandating that the TARP break even withia Jears of its enactment or that the Treasury
Department impose a surcharge on the financialsimgu
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close to breaking even on certain portions of t#RFP investments
undelrggcore the fact that this has been the gupingiple for bailouts, as
well.

Just as significantly, the question remains as atwan investor
paradigm would look like for the FGIC. As the int@sof last resort, the
FGIC would effectively serve as an equivalent oi@nopoly or natural
monopoly (since it would act as a bridge finanfedistressed companies
when the market was no longer able or willing to siy’®® As a
monopolist, the investor of last resort could esttiextraordinarily high
prices for its financing servicéd: For example, if the federal government
had acted as a profit-maximizing investor durirgyrgtcent financial crisis,
it could have easily taken over most of the Ameritaancial industry at
its nadir at fire sale pricés? That outcome would have effectively
conflated the role of bailouts with nationalizatwithe banking industry
and undercut the bailouts’ purpose of supportiegnidependent viability
of systemically important companies.

2. The Natural Monopoly Analogy

One potential way to preserve yet temper an investaadigm would
be to treat an investor of last resort agency dikeatural monopoly by
using rate regulatioff® Natural monopolies in contexts such as water or
electricity provision could charge prohibitivelyghi rates to consumers if
unconstrained by regulatory oversigfit. These entities are generally
monopolists in a given area because of the prabgbdost of building a
parallel distribution systerf?> To address this risk, natural monopolies

189. SeeSolomonsupranote 149.

190. Natural monopolies exist in contexts wheréy @ame company can cost-effectively
provide services. The classic case is water, agoirt which it would be prohibitively expensive to
have two parallel sets of pipes to carry the waidnousesSeeShubha Ghosi)ecoding and
Recoding Natural Monopoly, Deregulation, and Irgetbal Property2008 UILL. L. Rev. 1125,
1138-39. In the investor-of-last-resort contexg ttoncept is that no entity other than the
government may be in a position to provide finagcin

191. SeeSTEPHENBREYER, REGULATION AND ITSREFORM15—16 (1982). As discussed later in
Part 1ll, one other check on the investor of l&stort would be the risk that politicians would
nationalize or federalize the problem through dirkgislation to take over a prospective
beneficiary.

192. SeeKlein, supranote 39, at 656—67.

193. See, e.g.RCcHARD A. POSNER EcoNOMIC ANALYSIS OFLAwW 363 (6th ed. 2003) (“The
law’s traditional answer to the problem of naturalinopoly was public utility or common carrier
regulation.”).

194. SeeWilliam Michael TreanorSupreme Neglect of Text and Histdt@7 McH. L. Rev.
1059, 1061 (2009) (discussing how even libertarianegnize that rate regulation is permissible in
the natural monopoly context to the extent theraasket failure preventing competitive prices).

195. SeeALFRED E. KAHN, 2 THE ECONOMICS OFREGULATION: PRINCIPLES ANDINSTITUTIONS
123 (1971) (describing a natural monopoly as aediih which “one company can serve any given
number of subscribers . . . at lower cost than t{@oiphasis omitted)); Lincoln L. DavidRower
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must secure state agency consent for setting aatksherefore can only
pursue reasonable rates of return rather thantpnafkimization'* The
problem of applying rate regulation to the FGICQhat such a system
would be difficult to administer and time consumingnning counter to
the need for swift investment in companies to nesotrises. As
importantly, rate regulation oversight may introducignificant
politicization to bailouts?’ The investor of last resort would always be at
the mercy of rate regulators who would face industessure to keep rates
of return artificially low and/or to steer investnie towards politically
connected groups.

3. The Proportional Share Approach to Investing

The limits of rate regulation suggest the virtuestablishing a clearer,
easily administrable principle to shape the investirdecisions for the
investor of last resort. The most straightforwardywo temper the
government’s monopoly power, while securing an stneent return,
would be to implement a “proportional share” prpieifor government
investments in distressed companies. The FGIC weglkeive convertible
preferred stock with a value that is proportional the distressed
company’s overall capitalizatidf® In other words, if a company has a
market capitalization of $50 billion and the invarsdf last resort invests
$25 billion, then the federal government shouldenee convertible
preferred shares with a value that is one-thittheutstanding stock. The
virtue of preferred stock is that the investmentiiddave both equity and
debt dimensions and a set time horizon. Conventitdéerred stock would
have priority over ordinary shareholders for arstrithutions™*° and this
stock would have a multiyear time frame in whicé thderal government
alone would have the option of converting it to coom stock (and reaping
the returns of an economic rebound). To avoid esteeentanglement of

Forward: The Argument for a National RP& GonN. L. Rev. 1339,1347-48 (2010) (discussing
electric utilities acquiring the role of ‘naturalomopoly’ due to the cost of building a second
parallel electrical system).

196. Seelim RossiUniversal Service in Competitive Retail Electriod®w Markets: Whither
the Duty to Serve21 ENERGYL.J.27, 34—-35 (2000) (laying out the rationale for ragulation of
natural monopolies).

197. SeeJoseph P. Tomaiithe Past and Future of Electricity Regulati@2 BEnvTL. L. 435,
450 (2002) (discussing how rate regulation is ditjsally charged” process).

198. This approach contrasts significantly with TARP warrants covering only 15% of the
value of the Treasury Department’s preferred sppokhasesSeePress Release, U.S. Dep't of the
Treasury, Treasury Announces Warrant RepurchaseDésybsition Process for the Capital
Purchase Program (June 26, 2008jailable at http://www.treasury.gov/press-center/press-
releases/Pages/200962612255225533.aspx.

199. SeeMichael A. Woronoff & Jonathan A. Rosdinderstanding Anti-Dilution Provisions
in Convertible Securities’4 ForRDHAM L. Rev. 129, 144 & n.81 (2005) (discussing convertible
preferred stock’s priority in bankruptcy).
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the investor of last resort in the private sectovestments should be
limited to 50% of the equity value of any recipiéfit

The proportional share approach represents a migidiand for
guiding a government investment paradigm. Firstvauld limit the
FGIC’s ability to secure monopoly prices for itsr@stments without
subjecting the process to slow and (potentiallyiftiszed rate regulation.
Second, this approach would limit the FGIC’s apiid play favorites and
to impose different financial demands for investteebased on the
influence of a given company. The fact that thepprbéonal share would
be linked to the equity stake at the time of innestt (or at the time news
leaks about an industry bailout, to avoid an arafisurge in the equity
price) would mean that the market would have alydadtored in the
relative risk of a given company into its stockcpfi®* The potential for
government investment may artificially prop up ¢gprices (even during
the height of the markef}? Nonetheless, markets would reflect the risk
factors facing a given company, and the proportisinare principle would
mitigate risks of sweetheart deals for politicalbnnected corporations.

Third, it is worth stressing that each marginalegoment dollar would
be worth far more to the company than earlier gaquritdebt investments
of equal value in the company. Because governnmaeisiments would
occur during periods when credit would come at ghhprice if it is
available at all, the government would be in afp@sito demand a much
higher premium than the proportional profit shagestly, the existence of
an investor of last resort would create tremendevesrage. The markets
would understandably view noninvestment by the stweof last resort as
a vote of no confidence in the viability of a tréedbcompany. That means
that the federal agency would otherwise have I@eeta dictate terms,
unless it faced the proportional share constraiotloer substantive limits.

200. Privately held companies would not have aarch benchmark for determining the
proportional share because of the absence of pyhiimded stock. However, establishing a
proximate market value for these companies would $teaightforward, though more costly, task,
which is routinely conducted for firm valuationtime mergers and acquisitions cont&aeWulf
A. Kaal, Hedge Fund Valuation: Retailization, Regulationdamvestor Suitability 28 Rev.
BANKING & FIN. L. 581,585-86 (2009).

201. This approach is analogous to the valuatinimgy for assessing the value for takings of
real property. Under well-settled law, the timingdetermining the market value of seized property
in a given area is when the plan is made for agorent project (or when news of that plan leaks),
even if a particular parcel has not been selecteplfrchase at that time. This approach is designed
to ensure that private parties do not reap a wihfiléan speculative investments concerning the
seizure of land or the benefits from a given goment investmentSee, e.g.United States v.
Miller, 317 U.S. 369, 374-79 (1943).

202. Cf.Henry Hansmann, Reinier Kraakman & Richard Squae; and the Rise of the Firm
119 Harv. L. Rev. 1333, 1390-91 (2006) (explaining that “liquidatiprotection” serves as a
“valuable device” which “provide[s] additional pemtion to the going-concern value of a
business”).
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B. Principles for Establishing a Bailout Framework

The proportional share approach would establishmrestment lens
(and limits) for the investor of last resort. HoweeMt is equally important
to delineate who will be potentially bailed out,vithat degree, and with
what consequences. This Article lays out threecjpies to guide bailouts:
(1) deterrence of prospective beneficiaries by cedy the stakes of
managers, shareholders, and creditors, (2) alighafenterests with the
FGIC for recouping the government’s investment, &Bdlinkage of
corporate governance and systemic risk reformailout investments.

1. Deterrence of Each Level of Stakeholder to g Moral Hazard

The key to designing bailouts is deterrence, ireptd mitigate moral
hazard and overreliance on government funds. Baileill always be a
possibility in an extreme crisis, but they must eomith a significant
impact on all levels of stakeholders to make gavemt intervention a last
resort. For this reason, managers, shareholdeds¢raditors must face
reductions in their stakes as a quid pro quo feegament aid, so that no
stakeholders would have an interest in prematyreshing for bailout
assistance.

Transforming bailouts into long-term investmentsuldoimplicitly
impact managers and shareholders by diluting st@kes in proportion to
the government’s investment, but creditors woulidoeodirectly affected.
Thus, the sticking point to ensure shared sacnficald be reductions of
creditors’ stake&% Bailouts during the current crisis were remarkainty:
creditor®® Creditors emerged largely unscathed in most icssrof
government intervention—with a few notable exceapiosuch as the
nationalization of General Motof® However, tying reductions in
creditors’ stakes to bailouts is not unprecede(detside of bankruptcy,
where reductions to creditors’ stakes are the noFua) example, the
Pension Benefit Guaranty Corporation routinely ¢éxalais type of quid

203. The bipartisan bias in favor of creditors meflect fears about the effect of defaults on
the trillions of dollars of public and private ifstedness owed to foreign creditors. While the
potential for reductions of creditors’ stakes maged some creditors (even in an environment where
confidence in other major debt markets, such asBheopean Union, has been shaken),
bankruptcies would likely impose far deeper cutx@ditors. Additionally, creating a system of
greater predictability for bailouts may mitigate ncerns about bailout-related losses by
safeguarding a greater percentage of creditorgsmments.

204. SeeHill, supranote 47, at 57 (observing that the Treasury Depart’s bailout strategy
of taking preferred stock and warrants for commeocls served to preserve bondholders’
investments).

205. See, e.gDavidoff & Zaring,supranote 31, at 488-89 (discussing the governmergis lo
in protecting the $5.14 trillion in mortgage-baclsetturities that Fannie Mae and Freddie Mac had
outstanding because of concerns about the reaativieseign investors who held a significant
percentage of this debt).
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pro quo on beneficiaries of corporate pensffs.

Reductions to creditors’ stakes could be accomgfisthrough a
number of different means. The simplest approachldvbe a direct
reduction in their holdings, analogous to the baptay treatment for
creditors, in which creditors would recoup a seteetage less of their
investments as a condition for a bailout. Redustmmuld be accomplished
through more indirect means, such as postponemepayments to
creditors (as they lose the time value of monelterAatively, creditors’
interests could be diluted, based on the scalewd#rgment investment and
priority for government investments in bankruptayposing uniform
reductions to stakeholders’ interests would provédelear signal to
corporate stakeholders of the tradeoffs for badoldbwever, it may make
the most sense to give the FGIC discretion to ratke particular
combination of direct cuts, deferral, and diluttinthe beneficiary at
issue?®’ For example, a bailout beneficiary with large amtswf short-
term debt may require a different approach thaereeficiary burdened
with debt with longer maturities. Similarly, the E&can condition the
degree of reduction of creditors’ interests todpeed, sustainability, and
degree of recovery, so that stakeholders and th€ Bénefit from a swift
and lasting rebound.

2. Alignment of Interests with the FGIC

Second, the FGIC would seek to align the interegtdailout
beneficiaries with the FGIC to ensure that the gavent reaps the returns
of its investments. The FGIC would tie taxpayeunes to the long-term
returns of bailout stakeholders to ensure thatages reap returns that are
proportional to their investments. The federal goweent did receive
modest returns on dividends and warrant sales fsmme TARP
investments that partly offset significant ovetases® However, the

206. The PBGC automatically imposes cuts on peniseneficiaries who receive benefits
above a set maximum when it takes over pensionsditing corporationsSeeRichard L. Kaplan,
Enron, Pension Policy, and Social Security Privatiian, 46 ARiz. L. Rev. 53, 57 (2004)see also
Disclosure to Participants; Benefits Payable imiieated Single-Employer Plans, 67 Fed. Reg.
71,470 (Dec. 2, 2002) (codified at 29 C.F.R. p&l}4 4022) (setting a cap of approximately
$3,600 in monthly pension benefits covered by tB&e).

207. One issue that arose during the recent lailasithat the TARP program’s one-size-fits-
all approach to repayment may have squeezed srhalfess with less access to capital to repay
their loans. Empowering the FGIC to tailor bailpatkages to the circumstances of beneficiaries
may temper this concerrSee Daniel Wagner,Small Banks Struggling Despite Bailouts
AssocIATED PRess July 14, 2010,available at http://www.msnbc.msn.com/id/38240491/
ns/business-small_business/t/small-banks-strugglespite-bailouts/ (discussing the limitations of
the “one size fits all” bailout approach used fé{RIP monies).

208. TARP recipients have paid $45.8 billion inidends on preferred stock investments and
$1.4 billion in interest on loans. The federal goweent has also received $9 billion from warrant
salesSeePro PuBLICA, THE STATE OF THEBAILOUT, http://bailout.propublica.org/main/summary
(last visited Sept. 23, 2011).
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government gave in to beneficiaries’ pressureddyeedemptions, which
allowed beneficiaries to pay off the investmentdl Wefore their stock
prices recovered. As a result, the federal goventilmere almost all of the
risk in capitalizing banks and stabilizing nonfica companies during
the peak of the crisis. Nonetheless, early redemstileft corporate
managers and other stakeholders with nearly #teprofits**° While the
early redemptions were a sign of success in stafmlifinancial markets,
they also underscored how poorly designed and ¢xé@tle bailouts were
in failing to uphold taxpayers’ financial interests

This approach of shortchanging taxpayers shouldgddor future
bailouts. Instead of a short-term time horizon,F&C would be able to
lock in its investments for up to a five-year perand would be able to
engage in gradual draw-downs of its investmentsésadiscretion. Not
every crisis will progress from the depths of neallapse back to a
semblance of normalcy as quickly as the recenisaligl, and these time
parameters will provide flexibility to deal withraore extended crisis.
Additionally, the five-year period for governmeralees is designed to
provide the FGIC with adequate time to reap the treturns for its
assumption of risk, while guarding against a pemnén creeping
transformation of the economy.

This approach would also seek to use interconneetsd for a
productive purpos&® Locking in the government’s stake in corporate
beneficiaries over a five-year time horizon wouldpose limits and
oversight on managers, as well as equity and dadels. For example,
during the recent crisis, managers at Goldman Sactsother bailout
beneficiaries slipped out of the TARP executive fi@ndcuffs” as soon
as possible, and months later doled out record $emto themselvés!
Strangely enough, Goldman Sachs and other majdsbaeare happy to
hold onto their hundreds of billions of dollars EDIC-backed bonds,
which came with no strings attached and allowethtteesecure credit on
favorable term§*?

If the federal government had remained a signitictakeholder in
Goldman Sachs and other beneficiaries, the goverhmeuld have
potentially had a proportional share in profitseng from the bailouts and
would have limited the private windfall from pubBapport. There is no

209. See supr&ubsection 11.A.1.

210. Throughout the crisis, interconnections hbegen correctly blamed for magnifying
systemic risksSeeBrunnermeier et alsupranote 5, at 25. Interconnecting the financial fafdke
FGIC and corporate beneficiaries is designed tthéocopposite by making it more difficult for
formerly distressed companies to go back to thayward ways.

211. SeeTse,supranote 144.

212. SeeMonthly Reports Related to the Temporary Liqui@itarantee Program: Term at
Issuance of Debt Instruments Outstandirfgp. DeposIT INS. Corp. (Aug. 19, 2010),
http://www.fdic.gov/regulations/resources/tigp/typerm07-10.html (documenting that over $292
billion of FDIC-guaranteed debt is still outstang)in
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reason why the federal government should not shareportional returns
for up to a five-year period, even after the benafies have paid their
loans to limit windfalls, if the government’s aidaghe that revenue stream
possible. A related point is that by interconnagtithe FGIC with
beneficiaries, it may allow the FGIC to tailor thkimate reduction in
stakeholders’ stakes to companies’ success imwitheir fortunes around.

3. Linkage of Bailouts to Corporate Governance @ystemic Risk
Reform

The third facet of bailout reform would entail ling bailout aid to
corporate governance and systemic risk reform. @rbe problems of
bailouts is that government dollars swooped im&dave the day, but the
aid did little to change the underlying incentivet financial and
nonfinancial entities to take destabilizing risks long as they follow large
enough herds). The paradox of the current appriabhilouts is that, by
serving as stabilizers, they removed the senseldfgal and economic
urgency to regulatory reform. Even worse, the $itays empowered the
perpetrators of excessive risk taking to leverdgar twindfall profits to
lobby and stymie reforrft3

Because bailouts undercut pressure for refornk&I€ should make
substantive reforms a condition of bailouts up framthe time when the
government’s leverage is at its peak. For exanifpleas clear before the
bailouts that vast, undisclosed over-the-counterivaive liability
exposure had magnified systemic risks in the firnsecto** The
financial reform bill dealt with this issue in a t@eed-down way that will
do little to change the inner workings of bankstloeir systemic risk
exposure. For example, the controversial LincolreAdment to the Dodd-
Frank Act will eventually require banks to relocaterivative trading
outside of the FDIC-insured banking operations,dbatvs firms to keep
derivatives trading within the bank holding compafyThis fact means
that bank holding companies can still indirectliydieage FDIC-guaranteed
funds for their derivatives operations. This apploalso does little to
change the likelihood of government interventioa ihajor derivatives’
participant faces a risk of defadtf.

213. SeeBinyamin Appelbaum®n Finance Bill, Lobbying Shifts to RegulatipNsY. TIMES,
June 26, 2010, at A01 (discussing how banks haporeled to the aftermath of the financial crisis
by hiring legions of lobbyists and financial redida lawyers).

214. SeeBaker,supranote 14, at 1349-50.

215. SeeEdward WyattFor Securities Industry, Finance Law Could BringwNEight to
Derivatives N.Y. TIMES, July 15, 2010, at B7.

216. The legislation formally bars federal assistato swaps entities. However, the legislation
carves out an important exception, which allowskisato receive federal assistance if the
derivatives business is separately incorporatédinger the same bank holding company umbrella.
Dodd-Frank Wall Street Reform and Consumer Praiaciict (Dodd-Frank Act), Pub. L. No. 111-
203, § 716, 124 Stat. 1376, 1648 (2010) (to befisatat 15 U.S.C. § 8305).
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The irony is that it would have been simple dutimg financial crisis
to require each bank receiving aid to divest itsvé¢ive and proprietary
trading operations completely (even if, for theesakstability, the date for
divestment was delayed until after the crisis sudxj. Economic crises
generally do not sneak up out of nowhere, and tinesnt crisis was no
exception, as numerous government and academicrvebsehad
documented the roots of systemic risks beforetisesceached its climax
in late 2008 and early 20(%)7. Given the awareness of the problems, the
FGIC would have been in an ideal position to impegstemic risk
exposure changes as a quid pro quo for aid.

Bailout conditions that are designed to mitigat&tamyic risks would
seek to address externalities of excessive riskgak Another
complementary condition would be to enhance intenoaitoring of risk-
taking by requiring beneficiaries to seat trulyepdndent directors on their
boards. Many academics have commented on the shardependent
directors being hand-selected by existing boardsfaiing to play any
significant oversight rolé'® For this reason, the FGIC could require
beneficiaries to have independent directors saldnean outside body in
proportion to the stake of the FGIC’s investmeravidg an independent
body appoint the directors would formally separtte government’'s
financial and managerial roles and thus mitigatareglement between the
government and beneficiaries. But it would alscueashat beneficiaries
face more meaningful internal scrutiny to help @&the likelihood of a
repeat of their financial overstretch. This apploatay be particularly
significant for financial firms, as true outsidensy be less likely to be
drawn into the conventional wisdom of risk-takinat enveloped the
industry during the run-up to the financial crisis.

4. A Boom-Time Role for a Crisis Agency

One legitimate question about the FGIC is whataiency would be
doing during prosperous times when the need fdolisi was a distant
prospect. The vice and virtue of the existing ad $ystem of bailouts has
been that regulators could shift hats from thejutatory mode to focus on
bailouts when crises arise. In theory, agencieddcéeverage their
regulatory expertise and make a smoother and rapid transition from

217. See, e.g.Allen Ferrell & Atanu SahaSecurities Litigation and the Housing Market
Downturn 35J. Corp. L. 97, 106—-08 (2009) (providing an overview of wharademics and
policymakers began to recognize the root causdsecsubprime mortgage crisis).

218. See, e.g.Victor Brudney, The Independent Director—Heavenly City or Potemkin
Village? 95 Harv. L. Rev. 597, 610-15 (1982) (discussing the difficultgdating an adversarial
atmosphere among a group of corporate directoiatbyducing an outside director); Ronald J.
Gilson & Reinier KraakmanReinventing the Outside Director: An Agenda fortitngonal
Investors 43 SaN. L. Rev. 863, 874-76 (1991) (discussing the potential problef relying on
outside directors); Laura LiThe Effectiveness of Outside Directors as a Corfgo@overnance
Mechanism: Theories and Eviden®® Nw. U. L. Rev. 898, 903 (1996) (same).
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intervention to propping up the financial secbr.

The problem is that simultaneously wearing regmedad bailout hats
raises an inherent conflict of interest. Duringiais, the Federal Reserve
and other regulators will face strong incentives dgstematically
subordinate their regulatory role in favor of bais’?® That is what
happened during the current crisis, as enforcemfdongstanding rules
gave way to ad hocery solutioffs.The moral hazard inherent in this
approach is that when enforcement of regulatorgttamts may matter the
most to mitigate the scope of financial overstretales may instead be
marginalized by conflicting mandates. As a regatiustry players will
have less incentive to respect regulatory condtramen during boom
times because of confidence that rules will beetbbback when the boom
goes bust.

To avoid this conflict of interest, the FGIC wouldt have a direct
regulatory mandate that would potentially confliath its bailout role.
Overseeing long-term bailout investments would miban a core staff
would have ongoing responsibilities monitoring bailbeneficiaries, even
at the height of the economic cycle. If the FGICraveelf-funded (a
possibility discussed in Section Ill.D.), its pansel would also manage
the agency’s investment portfolio to ensure that fiimd met its own
liquidity guidelines?®? But even these roles would likely be insufficient
both ensuring that the FGIC’s core staff would amfylly occupied and
keeping their skills in assessing financial riskarp so that they would be
ready to intervene during future bailouts.

For this reason, it would be important for the FQI&C have a
complementary “peace-time” function that would sg#en skills and
understanding of financial markets without risirg the level of a
conflicting regulatory role. One role the FGIC abplay is to serve as a
watchdog in monitoring both industry and regulatdrse FGIC could
assess the health of the financial sector, idemggknesses and stressors,
and make recommendations to regulators about haddess gaps in the
systen??® This approach would ensure that the FGIC is corigta

219. See, e.g.Edward R. Morrisonls the Bankruptcy Code an Adequate Mechanism for
Resolving the Distress of Systemically Importastitations? 82 Temp. L. Rev. 449, 462-63
(2009) (discussing the virtue of integrating re¢iis’ monitoring role with the ability to intervene
to support faltering companies).

220. Regulators may also wish to avoid admitteggutatory failure and therefore hold off on
intervention until the cost to the taxpayers wil #hramatically highefSeeJohn C. Coffee, Jr.,
Systemic Risk After Dodd-Frank: Contingent Capéatl the Need for Regulatory Strategies
Beyond Oversightl11 ®Lum. L. Rev. 795, 822 (2011).

221. SeeAnna GelpernFinancial Crisis Containmené1 GNN. L. Rev. 1051, 1057 (2009)
(arguing that “suspending regulations” to contdie trisis was “neither good, nor bad, but
unavoidable”).

222. See infraSubsection 111.D.1.

223. This role would complement the vision for Hieancial Services Oversight Council and
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generating the type of information it would needider to make informed
decisions about bailouts on short notice.

This “think tank” role would also support the FG#Cfunction in
leveraging bailouts to require beneficiaries tolenpent financial reforms.
Congress and regulators grappled only with forwaaking reforms after
bailouts had stabilized the banking industry andgaunks in a position to
stymie significant changé&8? In contrast, the FGIC could serve as both a
watchdog and policy incubator, so that reform ideadd be considered
and debated at an earlier point. This approachdvoatentially enable the
FGIC to implement reforms during the course oftltasout process when
the government’s potential influence would be sipgeak. Policymakers
could thereby avoid the predictable pitfall thatweed during the current
crisis when reforms quickly fell to the wayside lzslouts replenished
banks’ strengt*>

One related problem is how FGIC staffing would wak it would
likely need to grow quickly in the midst of futueeonomic crises. The
FDIC offers an example of how accordion-like anraxyecan be in having
a core staff expand to meet greater need for ngcas. For example,
FDIC employment grew 80% from 2007 to 2010 in ressoto their
expanded crisis role—from approximately 4,500 erygds in 2007 to
8,150 employees in 2028 The FGIC could similarly grow from a smaller
core staff in response to future crises. Whileexigequently hit a peak
during a rapid period of strain to the financiadteyn, the gathering storm
of risk factors often take much longer to coaléétgiving the FGIC time
to gradually build its staffing strength.

C. The Need to Impose Limits on the FGIC

While it is important for the FGIC to exercise ipgadence and
discretion in investment decisions, part of theegbpf institutionalizing
an investor of last resort is the ability to impdisg@ts on its discretion to

provide another set of eyes within the governmeatrening and making recommendations about
potential systemic risk concerr&eelisa Schultz Bressman & Robert B. Thompsime Future of
Agency Independencd®3 VAND. L. Rev. 599, 627-30 (2010) (discussing the role of caltative
relationships under the plan for the Financial e Oversight Council).

224. SeeCharles K. WhiteheadReframing Financial Regulatio®0 B.UL. Rev. 1, 2 (2010)
(discussing how “[flinancial regulation is ofteractive”).

225. See, e.gBinyamin AppelbaumOn Finance Bill, Lobbying Shifts to RegulatiphisY.
TIMES, June 26, 2010, at A01 (discussing the finano@dlistry’s effective lobbying to undercut the
Dodd-Frank Act and its regulatory implementation).

226. SeeFDIC Statistics at a GlangdED. DEPOSITINS. CoRP,, http://www.fdic.gov/bank/
statistical/stats/2011mar/fdic.html (last updateay\24, 2011).

227. See, e.g.Karl S. OkamotoAfter the Bailout: Regulating Systemic Moral Hazasd
UCLA L. Rev. 183,185(2009)(discussing the factors that ultimately led tofihancial crisis of
2008).
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guard against government overstreét¢hOne concern is that FGIC
investments could lead to excessive entangleméwekea the public and
private sector. Even during the best economic gsrithere are companies
which need financing that the market will not paeibecause of the
companies’ poor prospects. During a liquidity ajsiuch a wide spectrum
of companies may seek aid that the FGIC could leevavelmed both in
terms of handling the volume of requests and ifinemcial wherewithal.
Creating too expansive a role for the FGIC as aestor of last resort may
cause the FGIC to overextend itself by proppingappanies that are not
competitive or by taking on so many investmentsitiannot effectively
screen the investment-worthiness of companieghi®reason, the FGIC
would need to have a clear, yet limited mandateréwide financing to
firms whose insolvency would heighten systemicgisk

Policymakers debated the contours of what conesitaystemic risk
throughout the financial crisis in order to detevenwhen government
intervention was needé® Most definitions of systemic risk center on
default risk that would adversely impact the broadenomy, although the
lack of a precise definition of systemic risk sugjgethe need to give
regulatory agencies flexibility in determining aaddressing such dire
circumstance$®® Understandings of systemic risk range from
“something . . . thatis a good deal bigger andsedinan the failure of any
single institution®* to “significant losses to financial institutions o
substantial financial-market price volatiliff® to an entity whose
“failure . . . to meet its obligations to credit@isd customers would have
significant adverse consequences for the finasggtem and the broader
economy.?**However, no clear consensus exists concerning dewee
of adverse impact constitutes systemic fi$k.

228. In contrast, it may be far harder to oveesbhoc bailouts because they are designed on
the fly and may evolve quicklseeDombalagiansupranote 18, at 835—-36 (discussing the danger
of ad hoc oversight and limits becoming “windowssiag”).

229. SeeSchwarczsupranote 102, at 194-95.

230. Id. at 196-97.

231. Darryll HendricksDefining Systemic Risk(Pew Econ. Pol'y Dep’t: Fin. Ref. Project,
Briefing Paper No. 1, 2009).

232. Schwarczmupranote 102, at 198.

233. Establishing a Framework for Systemic Risk RegutatHearing Before the S. Comm.
on Banking, Hous. and Urban Affajr§11th Cong. 75 (2009) (statement of Daniel K.ullay
Member, Federal Reserve Board of Governors).

234. For example, some policymakers argue thaemys risk is attributable to a high
correlation of asset returns that increases tleditikod of joint bank failureseeAcharya,supra
note 5, at 232-35, while others focus on the irgingacost of capital caused by the default or
failure of one firmSeeSchwarczsupranote 102, at 204 (describing systemic risk as figlethat
(i) an economic shock such as market or instit@idailure triggers (through a panic or otherwise)
either (X) the failure of a chain of markets ortingions or (Y) a chain of significant losses to
financial institutions, (ii) resulting in increas@esthe cost of capital or decreases in its avditgb
often evidenced by substantial financial-marketgrolatility”). Other academics focus on
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The Dodd-Frank Act defines systemic risk as a “diéfar a “danger
of default” that “would have serious adverse effext financial stability in
the United States?® Just as for academic understandings of systeskig ri
the threshold for damage to the economy is notesatfent under this
statutory definition. Therefore, the Act defers ttee expertise and
experience of the Federal Reserve Board, which parsity that a firm’s
potential default raises this concern in order tfeg FDIC to assume
receivership over a systemically important comp&hy.

The FGIC would face a similar mandate of certifytingt the danger of
a beneficiargl’s potential default raises systensks to justify making an
investment®’ Requiring the FGIC to certify that these systemsicfactors
are met to justify its investments would limit teeope of the FGIC'’s
investments. At the same time, this approach waddgnize the need for
flexibility because what falls within the parameatef having “serious
adverse effects on financial stability” may varprr one crisis to
another’®

Limiting the FGIC’s role to systemically significeeompanies would
be a controversial part of this proposal. The dngdine between “too
big” or “too interconnected” to fail and less sifycant companies would
be hotly contested. However, the myriad of smatlempanies and
individuals would still have recourse to the poltiprocess. Just like flood
or other catastrophe victims, these parties cak sediave Congress
federalize their losses through legislation. Itintige desirable to have all
potential beneficiaries face the quid pro quo tbates with FGIC
investment (to mitigate the need for future batoand recoup money for
the taxpayers). However, this Article’s approadognizes both the limits
of what policymakers can expect of the FGIC's cdges and the
political reality that Congress may face overwhelgpressure to engage
in federalization of losses for smaller entitied ardividuals if the scale of
a crisis is large enough.

Another concern is the level of investment riskt tie FGIC could

political effects of institutional failure, positinthat a firm was “too big to fail” and put the
economy at risk if the median voter did not tolertte economic effects of a failuf@eelLevitin,
supranote 24, at 446-51.

235. Dodd-Frank Wall Street Reform and Consumeateletion Act (Dodd-Frank Act), Pub. L.
No. 111-203, § 203(b), 124 Stat. 1376, 1451 (2@tdpe codified at 12 U.S.C. 8 5383(b)).

236. Id. 8 5383(a)(1)(A), (b).

237. Part of the problem is that perception, nathan reality, shapes market volatility and
views of systemic risk. Therefore, the focus of aging systemic risk in a broad sense should be on
mitigating panics and seeking to contain marketieti®s until the panic subsides and bridge
financing is no longer needed by beneficiariesintitely, in spite of the imprecision of the concept
of systemic risk, there is a virtue in requiring thovernment to make the case publicly for why
systemic risk applies to justify its decisions &he extent of its bailout commitments.

238. Dodd-Frank Wall Street Reform and Consumeateletion Act (Dodd-Frank Act), Pub. L.
No. 111-203, § 203, 124 Stat. 1376, 1450 (2010pétcodified at 12 U.S.C. § 5383(b)).
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assume. One danger of bailouts is that they magpcir@o full-blown
nationalizations as companies need more and mare [t stay afloat.
Once the FGIC begins to invest loans, it may faawgrse incentives to
send bad money after good money in an effort tofyusr preserve its
initial investment®® For this reason, it would be desirable to esthblis
minimum capital requirement guidelines for benefigs to ensure that the
FGIC could have a reasonable prospect of recoupi@government’s
investment. This approach would be analogous todpé#al requirements
that banks must meet to avoid falling into recestgr by the FDIC and
being liquidated*® Capital requirements would likely be much lowerth
in this case, as corporations do not face the sek®banks face of a run
on the bank** However, the underlying principle would be similts
delineate between companies that could remain sblweth FGIC
investments and those that are on the brink oflvesay. Given the
expanded role for the FDIC in winding down systeatljcimportant
financial institutions, these capital requiremewtsuld also serve as a
dividing line between the FGIC’s and FDIC’s respbilsies. Capital
requirements, coupled with a cap limiting the F&@o more than 50%
of the capitalization of any given company, woudddesigned to limit the
degree of the FGIC's risk exposure to any particatempany.

D. Addressing Potential Objections to This Proposal

1. The Challenge of Sustaining FGIC Independence

Critics may recognize that sustaining FGIC indepsicg is an
admirable goal yet argue that bailouts historicélve had golitical
fingerprints and private opportunism written alleovthen* Both
Democrats and Republicans revel in directing futad¢heir corporate
supporters to save jobs or bolster their distrietsnomy**> and private
companies are always eager to outsource theiditiabito the federal

239. SeePaintersupranote 13, at 159 (discussing the problem of govenirnying to “bail”
itself out of poor bailout decisions).

240. Seelon Hilsenrath, Damian Paletta & Aaron Lucch&t)dman, Morgan Scrap Wall
Street Model, Become Banks in Bid to Ride Out €N§ALL ST.J., Sept. 22, 2008, at Al.

241. See, e.gAdam Waschi-DIC Board Adopts Final Rule on Investments in Naarfcial
Firms, 77 BNA'SBANKING ReP. 959 (2001) (discussing the FDIC’s lower capiégjuirements for
banks’ equity investments in nonfinancial companies

242. For an overview of the challenges facing agémdependence, see Rachel E. Barkow,
Insulating Agencies: Avoiding Capture Through Ingidonal Design89 Tex. L. Rev. 15, 19-41
(2010).

243. Democrats’ campaigns have emphasized thetrapstimulus money on their districts in
an attempt to localize political campaigns duringpétically challenging year. Republicans have
displayed hypocrisy in decrying bailout measures lguding the impact of bailout and stimulus
money in their own districtsSee, e.g.Jeff ZelenyState in Play: Rougher Road for Democrats
Without Obama Atop Tickel.Y. TiMES, July 4, 2010, at AO1 (discussing Democrats’ efoo
localize campaigns by emphasizing positive impéstimulus initiatives).
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government. Given those incentives, skeptics migigistion whether a
truly independent FGIC can exist or whether the piaton and
opportunity for political and private actors to , politicize, and distort
the FGIC's agenda will prove too overwhelmfig.

A similar concern exists concerning the revolvirmpdbetween the
FGIC and Wall Street firms (and their legal andcagctting service
providers)**> Many of the crucial political appointees who wasteep at
the wheel during the recent crisis were from Wak& or soon headed in
that direction once their term in government sereisded:*® For the FGIC
to work, it would need this financial acumen, there is also a genuine
dilemma about which master to whom these actorddvbe beholden
(either ex ante in terms of their connections ompest when they are
looking to cash in from their experience at the€GThe FGIC may need
this talent to understand the complexities ofitestment targets, but this
expertise may come at a high price if FGIC emplsy®age in favoritism
towards beneficiaries.

There is not an easy solution to the private capgbuoblem or to the
overall challenges to the FGIC’s independefiééne way to temper
politicization pressures is to impose limits on tfaéure and scope of the
FGIC's investments, limits which have been discdssarlier in this
Article. These limits may give the FGIC the ability push back at
politicians who are clamoring for their states’ gpective beneficiaries to
receive aid by pointing at the constraints the Fakes. For example, the
FGIC could potentially point to its capital requirent guidelines to justify
not investing in a company whose balance sheetsraterwater.

Another way to preserve the FGIC’s independende isave self-
financing of operations through existing investrnséfit Politicians have

244, See, e.g.Neal Devins & David E. LewisNot-So Independent Agencies: Party
Polarization and the Limits of Institutional Desig88 B.U.L. Rev. 459, 479-88 (2008)
(discussing the increase in political capture dkosibly independent agencies over the last
generation).

245. SeeBarkow,supranote 242, at 23.

246. SeeZachary A. GoldfarbRegulators Are Finding Opportunities at Firms Laukifor
Government Experienc®VasH. PosT, Dec. 30, 2010, at A11 (discussing the revolviogrdof
White House, Justice Department, SEC, and banldgglators heading to Wall Street and law
firms).

247. SeePainter supranote 13, at 149-50 (discussing how “the corrupiirilgience from
private employment prospects is difficult to mitigavith regulation”).

248. The virtue of self-funding is that it woulbérate the FGIC from political meddling or
underfinancing that could compromise its abilityutill its mandate See, e.gRoberta S. Karmel,
Realizing The Dream Of William O. Douglas—The Sé&esrand Exchange Commission Takes
Charge Of Corporate Governancg0 DeL. J. Corp. L. 79, 98-100 (2005) (discussing how the
absence of self-funding coupled with limited corsgienal funding compromised the SEC’s ability
to police fraud); Joel SeligmaBelf-Funding for the Securities and Exchange Cosions28
NovA L. Rev. 233, 253-58 (2004) (discussing how self-fundingddree the SEC from political
constraints and allow it to more adequately fuifglmandate).



2011] BUILDING BETTER BAILOUTS 1399

come up with any number of ways to spend the redeainf the $700
billion in TARP money*° but giving the FGIC the ability to draw on this
money without additional legislative consent woub@ the most
appropriate way to ensure that the bailout moneyeseits intended
purpose. This approach would insulate the FGIC fileemeed for further
congressional or executive branch grants of momeg (the related
political strings that may come with that fundingXcept in exceptional
circumstances. These monies could be investedasauries or other short-
term instruments during times when they are noested in bailout
beneficiaries.

The challenge of private capture is more diffictaitovercomée>°
Washington, D.C.’s culture of soft corruption ceaten the revolving door
between the public and private sedBrA significant part of low-paid
regulators’ compensation is often the expectedevafiihe salary that they
will receive when they defect to work for the comigs they are
regulating®™? This incentive understandably leads to reguldtagtion or
favoritism. This problem may even be sharper ferf1C because of the
fact that the agency would need workers with tichrtecal skills to assess
prospective investments (which would often comenfpivate industry).
One way to mitigate the concern of private capivoald be to give FGIC
employees higher salaries to woo and retain thgiesise and also to
impose a quid pro quo of more severe bars on jgifirms that benefit
from bailouts or their service providers (such a® land accounting
firms).2>* Most federal agencies currently have modest lraisrg their
employees from dealing with their own former ageforyone yeaf>* To
justify the higher salaries and deter private captboth the duration and
nature of the ban on working for beneficiaries $tddne more expansive
for FGIC employee$§>®

249. See, e.g.David Cho & Michael D. SheafARP Funds in Play for Jobs Program;
Obama Likely to Back DeaWasH. PosT, Dec. 5, 2009, at A10 (discussing how the Obama
Administration supports spending part of repaid PARRnds for a new job-creation program).

250. For an overview of public choice theory, geaerally DANIEL A. FARBER & PHILIP P.
FRICKEY, LAW AND PuBLIC CHOICE: A CRITICAL INTRODUCTION (1991) and BRRY L. MASHAW,
GREED, CHAOS, AND GOVERNANCE USING PuBLIC CHOICE TOIMPROVEPUBLIC LAw (1997).

251. Seekric Lichtblau,Ex-Regulators Set to Lobby on New Financial RINe¥. TIMES, July
27, 2010, at BO1 (discussing the revolving doomfftmancial regulators to the private sector).

252. SeeJames S. Roberts, JFhe “Revolving Door”: Issues Related to the HiriofFormer
Federal Government Employeds ALA. L. REv. 343, 344 (1992).

253. See, e.g.Paintersupranote 13, at 155 (suggesting that government erepoghould
face a one- to two-year bar on receiving compeosdtom bailout beneficiaries).

254, Seel8 U.S.C. § 207 (2006) (delineating the limits thwmimer executive and legislative
branch officials face in dealing with their formagencies).

255. Very senior officials and elected represéveatface greater restrictions on dealing with
matters under their supervision, which restrictiforsn a precedent for imposing more onerous
restrictions on former FGIC officialSee id 8§ 207(d)—(e).
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2. Concern About Potential FGIC Overstretch andeFa Oversight

Many critics may point out that fiscal constraiasmot been a virtue
of federal spending and that the federal governrhasthad a poor track
record in overseeing public and quasi-public ageiciThe extensive
spending on the bailouts and, as importantly, ¢éheted stimulus efforts
suggests that a government unable to exercise sgeoonstraints may
fare poorly in imposing limits on the FGIC. The govment’s track record
in overseeing Fannie Mae and Freddie Mac, privaielyed companies
that served a public role as mortgage intermedian@ay raise similar
concerns about the possibility of effective ovensiof the FGIC>™®

Part of the paradox of Fannie Mae and Freddie Maxcthat they were
traded as privately held companies, but were sulige@ conflict of
control, incentives, and purpose through their puldle (and related
political pressuresy’ In other words, intrinsic challenges exist from
wearing both a public and private hat. In contride&t,FGIC would clearly
be a public agency, but having the FGIC embradeastment-oriented
paradigm raises some similar issues.

The challenge is how to oversee individual FGIC aggns and the
FGIC as a whole in order to avoid having the FGICcsimb to public
pressure or become a government version of theikgecs that they will
be bailing ouf>® One approach would be to have the President and
Congress appoint a special Inspector General vied term who would
enjoy broad powers to review the FGIC’s operat@md investments and
serve to publicize FGIC missteps to the electeddites and the publfc?
For this reason, it is key that the FGIC face ckpamante parameters to
guide its investments and maintain transparencytdbe scope and nature
of its investments, in order to facilitate overgighd accountability. This

256. See, e.g.StAFF OFH. COMM. ONOVERSIGHT& GoV' T REFORM, 111TH CONG., REP. ON THE
RoLE OFGOVERNMENTAFFORDABLEHOUSINGPOLICY IN CREATING THEGLOBAL FINANCIAL CRISIS OF
2008, at 2 (2009)eprinted in Role of the Lending Industry in therktd Foreclosure Crisis:
Hearing Before the Subcomm. on Commercial and Adtrative Law 111th Cong. 363 (2009)
(discussing how poor oversight of Fannie Mae ardiéfie Mac allowed them to “privatize[] their
profits but socialize[] their risks, creating pofgrincentives for them to act recklessly and
exposing taxpayers to tremendous losses”).

257. SeeCharles DuhiggPressured to Take More Risk, Fannie Reached Tipgpaugt N.Y.
TiMES, Oct. 5, 2008, at A01 (discussing how Fannie azzpéd to political pressure to purchase
subprime mortgage-backed securities).

258. This challenge would be especially pronourmest time, as FGIC officials would face
similar temptations to those regulators face: thpdsition of “stricter regulation after a crash,
followed by gradual relaxation thereafter” in tlaeé of industry pressur&eeJohn C. Coffee, Jr.,
supranote 220, at 821.

259. Part of the TARP program entailed the appoéntt of a special Inspector General who
served as a watchdog over the Treasury DepartmgmistionsSeel.S. Office of the SIGTARP:
Welcome OFFICE OF THESPECIAL INSPECTORGEN. FOR THE TROUBLED ASSET RELIEF PROGRAM,
http://www.sigtarp.gov (last updated June 17, 20Ek)ending this concept to the FGIC would be
a straightforward way to ensure some degree o§paency.
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approach is not a panacea, as questions would meabaut how to deal
with FGIC failures. However, independent oversightild be designed to
avoid political meddling with the FGIC’s mandate.

A related concern is that creating the FGIC andusting the agency
with a bailout fund would create incentives for tR&IC to make
investments simply to justify its own existence @agroll. Bureaucracies
are always tempted to work to spend their budgejustify future
allocations and to produce results for congressiomarseers and the
public?*°But the incentives to expand the mandate may ée leigher for
the FGIC, as its investor focus may mean thatntsrnal and external
benchmark for success will be its return on itestinents. The irony is the
FGIC's investments will be countercyclical becaute moments of
greatest passivity will likely be at the peak of thvestment cycle when
market actors are reaping the highest returns FG1€ may therefore be
tempted by the same herding effects that distorketanvesting in the
effort to chase higher returfi%.

Overly aggressive investing by the FGIC may bl line between
investments in systemically significant companiexirfg liquidity
problems and purely speculative investments. Témeern is particularly
important given the function of the FGIC. This apgorh would not only
lock up investment funds that would be needed iaraargency, but also
raise concerns about excessive entanglement bettheeprivate and
public sector. The ability to turn on the bailoutem needed and turn it off
when it is not needed is a tricky challenge that¢sdoot have an easy
answer.

The best way to temper FGIC overstretch may betergrospective
beneficiaries from seeking and accepting bailowstments. Investments
by the FGIC must have significant enough conseefm managers,
shareholders, and creditors of beneficiaries toenthk appeal of FGIC
investments truly be a last resort. This approaachlavserve as a check not
only on private sector companies, but also on t84CE by creating
incentives to resist FGIC investment offers.

3. Dangers of Creating a (De Facto) Sovereign Weaind

Policymakers may acknowledge the stabilizing paaéof the FGIC,
yet still be concerned about the distorting effexdfta de facto sovereign
wealth fund on the economy. Similar concerns apolitical motivations
for investments have come up concerning sovereigalttv funds’

260. SeaWNILLIAM A. NISKANEN, JR., BUREAUCRACY AND REPRESENTATIVEGOVERNMENT 38—42
(paperback ed. 2007) (discussing how bureaucragies spend annual budgets to secure equal or
higher budgets in the future).

261. SeeThomas J. Fitzpatrick, IV & Chris SageFaith-Based Financial Regulation: A
Primer on Oversight of Credit Rating Organizatior&l AbMIN. L. Rev. 557, 590 (2009)
(discussing growing empirical evidence of herdiffgas in financial markets).
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investments in the United States. Like the FGI@gseign wealth funds
are “government investment vehicles ... which agenthose assets
separately from official reserve&2 Their virtue is analogous to the FGIC
as these “long-term investment vehicles look beyond quarterly results
and therefore [potentially] serve as stable fundimgrces during financial
turbulence.?®® For example, during the recent crisis, a number of
sovereign wealth funds demonstrated this role Bctmg capital into
struggling American bank$?

Nonetheless, critics are concerned about the patdat sovereign
wealth funds to engage in *“unfair competition, aptron, and
politically—or strategically—motivated investmerif§> These fears may
have some plausibility for foreign sovereign weélihds, some of which
are tools of governments with (potentially) advemséional interest&°
Foreign officials may use investments as an exdensf economic and
foreign policy’®” such as large-scale derivatives bets designeeafen
other countries’ corporations or industries origoupt national markefS®

262. Do Sovereign Wealth Funds Make the U.S. Econoron&r or Pose National Security
Risks? Hearing Before the J. Econ. Commi10th Cong. 33 (2008) (statement of David H.
McCormick, Under-Secretary for International Af&it).S. Department of the Treasuswailable
at http://www.gpo.gov/fdsys/pkg/CHRG-110shrg41292/G#fRG-110shrg41292.pdf.

263. MARTIN A. WEISS CONG. RESEARCHSERV., SOVEREIGNWEALTH FUNDS. BACKGROUND
AND PoLicy Issues FOR CONGRESS (2008), available at http://fpc.state.gov/documents/
organization/110750.pdf. Sovereign wealth fundseas to substantial long-term funding makes
them able to endure short-term fluctuations andorfmte economic growth and job
production . . . and economic stability.” Amy Kell&lote,Sovereign Wealth Funds: Trustworthy
Investors or Vehicles of Strategic Ambition? Ane&sment of the Benefits, Risks and Possible
Regulation of Sovereign Wealth Fun@sG=o. J.L.& Pus. PoL'y 333, 334-35 (2009).

264. Abu Dhabi's Investment Authority and its kdies invested $7.5 billion into Citigroup
and $600 million in Advanced Micro DeviceeeStanley Reeddbu Dhabi’s Citigroup Bargain
BLOOMBERGBUSINESSNVEEK (Nov.27,2007), http://www.businessweek.com/globalbiz/cotiten
v2007/gb20071127_878991.htm. Large capital flowsnfisovereign wealth funds like the Abu
Dhabi investment can lead to “higher stock andtgssees and lower risk premia, especially of
riskier, less liquid assetsSeeDouglas Rediker & Heidi Crebo-Rediké&mreign Investment and
Sovereign Wealth Fund@(New Am. Found., Working Paper No. 1, 2007).

265. Kellersupranote 263, at 335.

266. SeeBryan J. Balin Sovereign Wealth Funds: A Critical Analydis5 (Working Paper
Series, 2008)vailable athttp://papers.ssrn.com/sol3/papers.cfm?abstract 4idi7 725.

267. SeeChristopher Cox, Former Chairman, U.S. Secs. amth ERomm’n, Remarks at the
Gauer Distinguished Lecture in Law and Policy atAmerican Enterprise Institute Legal Center
for the Public Interest: The Rise of Sovereign Bass (Dec. 5, 2007) (transcript available at
http://sec.gov/inews/speech/2007/spch120507cc.htm).

268. To date, no sovereign wealth fund has vigibld its funds in this underhanded v&se
Balin, supranote 266, at 5. To alleviate some of these concarasy sovereign wealth funds have
taken proactive steps to demonstrate that the@isimeent intentions are to generate returns and not
to acquire stakes in sensitive or strategic inéasstd. For example, Chinese and Russian sovereign
wealth funds informed the U.S. Treasury that theyadt intend to invest in strategic industries, and
China declared that it waived its voting rightsnfrits $3 billion investment in the Blackstone
Group.ld. (noting that no one has shown that any “[sovereigalth fund] to date has invested in a
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While the FGIC would not raise the concerns of subn, skeptics may
be concerned about the distorting effects of ganemt investment. For
example, bailouts for failing automakers and tkappliers may redirect
scarce capital away from other sectors that are gwnpetitive. Similarly,
FGIC investment decisions may be interpreted aggmak by the
marketplace of which sectors or firms are “safed gherefore give them
unfair advantages over competitors who have naived FGIC funds.
Distortion concerns may become especially sigmnificet politicians
successfully pressure the FGIC to invest in palityanfluential sectors of
the economy in order to bolster their campaign supps.

Part of the solution to this problem is maintaining independence of
the FGIC. Investors may still interpret FGIC invaents as a green light
for private sector loans to industries and commamewhich the FGIC
invests. But concerns about politically driven deams or corruption may
be best safeguarded against by firmly entrenchihg EGIC’s
independence from the political process.

One other concern about the FGIC is one that mavgrsign wealth
funds experienced during the crisis. Creating agbddnd or sovereign
wealth fund is no sure-fire recipe for successfdadgonalization and
institutionalization may not be a cure-all. Thelkiag of the state (or of a
large pool of state funds) may empower FGIC marsagemake poor
investment decisions. For example, most of the msgpuereign wealth
funds made substantial investments in the Amefinancial sector during
the early stages of the crisis, including fundseblas China, Singapore,
and Dubaf® But these sovereign wealth funds timed their itmesits
quite poorly, and ironically, they were only bailedt from even worse
losses because of the federal government’s intgéoreto prop up the
financial sector. FGIC managers may be similanggted to make poor
investment decisions, which underscores the impoetaf delineating
guidelines for FGIC investments and effective ongrs

4. Ex Ante Versus Ex Post Approach to ConditioriBagiouts

Skeptics may argue that what matters in a crigising liquidity gaps
as quickly as possible and that policymakers hanaugh leverage to
impose whatever conditions are necessary aftéatherhis ex post logic

company for reasons of political ‘blackmail’ or espage”). However, this concern is not
theoretical, as derivative traders such as Geoogesiemonstrated how large-scale speculation
could drag countries to their knees, such as hlisessful betting against the Malaysian currency
which provided the immediate spark to the 1997 ASiasis.SeeHAL S.SCOTT, INTERNATIONAL
FINANCE: TRANSACTIONS POLICY, AND REGULATION 745(14th ed. 2007).

269. For example, the Abu Dhabi Investment Autlydrifused capital into Citigroup; the
China Investment Corporation made capital infusiamt® Morgan Stanley; and Singapore
sovereign wealth fund Temasek invested in Mersitith. SeeEdward D. HerlihyTakeover Law
and Practice 2009n CoNTESTS FORCORPORATECONTROL2010:CURRENTOFFENSIVE& DEFENSIVE
STRATEGIES INM&A TRANSACTIONS352(2010).
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drove the federal government’s ad hoc respondeetiriancial crisis and
lives on in Congress’ failure to develop a framewitor dealing with
future bailout$’® But because of this failure, government responses
financial crises inevitably become a form of comtaént strategy designed
to plug the widening holes in the diké$ The containment strategy has
two perverse effects. First, it emboldens finantiatitutions to take on
greater risks based on the assumption that sodsrbey act in concert
they will reap positive returns while the governmemll mitigate
catastrophic losses. Second, containment stratageesasily gamed by
prospective beneficiaries who may leverage theathoéfinancial dikes
bursting to their advantage. Ironically, by notimava clear framework in
place for bailouts, companies may have every imeentd magnifyrisks
because the government is unlikely to impose megéuinonditions on aid
if the government is desperate to avoid econontasti@phe.

The Treasury Department’s experience with the TARdRrscored the
challenges of imposing conditions after the facit dhly did the Treasury
Department fail to impose any significant conditoafter loans were
made, but also the Treasury Department did not exercise powers that
were ostensibly linked to bailout aid after banésovered.

The best illustration of this point is the failuoé executive pay
limitations. The Bush and Obama Administrationshbeinphasized the
fact that TARP beneficiaries would face limitatipmgluding caps on top
executive pay and potential clawbacks if benefiegprovided excessive
compensation to executives. The irony is that TARP conditions on
executive pay encouraged beneficiaries to incresseutive stock options
as the primary form of compensation, which meaat the government
bailout dollars ultimately translated into higheteeutive pay as stock
prices recoveretf* While the Treasury Department belatedly recognized
that TARP beneficiaries overpaid executives byidnk of dollars, the
Treasury Department lacked the political will toeesise its clawback
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powers?’® The unmistakable conclusion is that by failinday out clear

conditions up front, the TARP program played rigito the hands of
beneficiaries who were able to neutralize the Tuga®epartment’s

potential power once beneficiaries regained theemgth. In American

democracy, money talks more than power, and thé& 8#Hion that banks

spent on lobbying to thwart financial reform wegnt fowards eviscerating
ex post attempts to address the financial cfiSis.

The virtue of ex ante regulation is that estabhghclear, settled
expectations can provide guidance to both indastdyregulators’’ Every
rule and regulation triggers loophole seeking asdst of its limits, but
credible commitments can put all parties on not€evhat the likely
responses will be and make it harder for politisidn deviate from
existing frameworks for aid. The seventy-year eigrere with the FDIC
highlights this point. While some significant deneas for large banks
took place during the current crid,the existence and success of the
FDIC in winding up ailing institutions has madentich more difficult for
politicians to depart from the settled frameworkvond-ups.

The primary limitation of ex ante approaches, sastlthis Article’s
proposal, is that although ex ante reforms areesthapanticipation of a
future crisis, they can only be made through réf@ocon what has already
occurred?’® Any comparative advantage that ex ante regulatiap have
may be mitigated by limits in the ability to anpate the nature of future
crises?® For this reason, policymakers need not only tatereules to
anticipate and address future crises, but alseetie institutions equipped
with the skills and authority to adapt to the pardar wrinkles of future
crises. The hope is that a well-designed FGIC wbaldell-positioned to
anticipate and react to future cataclysms.

CONCLUSION

The greatest challenge facing this proposal isgatiitng the moral
hazard inherent in any bailout contingency plannimyestors will
undoubtedly attempt to analyze how deep the pookkethe Federal
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Government Investment Corporation are and thalii&etl of intervention
and factor that into their investment decisionke@ics may fear that “if
you build it, they will come,” in a perverse wayirrks may seek to
maximize risk and returns, while pushing off as matthe downside risk
as they can onto the federal government.

In spite of this concern, this Article has shownvhnstitutionalizing
an investor role for the FGIC and establishing rcleantours and
conditions for bailouts would temper corporate 4tigking and protect
taxpayers. Preserving the status quo of uncertdortyuture bailouts
would only embolden reckless risk-taking. Compamvéscount on the
fact that desperate politicians will do anythingpur the economy in the
face of another crisis. In contrast, establishimgdependent agency with
clear parameters for bailout aid would create alitepzed, settled way of
addressing future financial instability that wowldmplement the long-
established FDIC framework for winding up insolvimancial firms. The
prospect of investments by the FGIC would stabilmarkets by
establishing the terms for government investmengsling firms. At the
same time, FGIC conditions of having managers, eftdders, and
creditors face cuts to their stakes, proportiohalisg of returns with the
FGIC over a multiyear time horizon, and imposingoooate governance
reforms would provide disincentives for corporafido receive or rely
excessively on FGIC funds. While creating an inaeleaat FGIC would
face political hurdles, this proposal offers a ficad pathway for
addressing and defusing future financial crisespaatecting taxpayers in
the process.



