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TEsT YOUR RESOLUTION:
LiviNnGg WILLS IN AN ERA OF REGULATORY
UNCERTAINTY

SYLVIAA. MAYER AND HEATH P. TARBERT

This article summarizes the requirements of Section 165(d) of the Dodd-Frank
Wall Street Reform and Consumer Protection Act (the “Act”) and the final rule
implementing that provision. In addition, in light of the bank holding company
rule’s intersection with the resolution planning required of insured depository
institutions (“IDIs”), this article also briefly discusses the similarities and differ-
ences between the IDI resolution planning requirements and resolution planning
requirements under Section 165(d) of the Act. The article then considers several
issues left unresolved by the Act and its implementing regulations.

Consumer Protection Act (“Dodd-Frank” or the “Act”) is the creation

f a new requirement imposed on certain systemically important
financial institutions (“SIFIs”) and other companies' to submit an annual
resolution plan (also known as a “living will”) to the Federal Deposit Insur-
ance Corporation (“FDIC”) and Board of Governors of the Federal Reserve

g mong the many mandates of the Dodd-Frank Wall Street Reform and

Sylvia A. Mayer is a partner in the Houston office of Weil, Gotshal & Manges LLP,
where she specializes in bankruptcy and restructuring law. She is also a member
of the firm’s Living Wills Task Force. Heath P. Tarbert, a member of the board of
editors of The Banking Law Journal, is senior counsel in the firm’s Washington
office, where he is head of the Financial Regulatory Reform Working Group and
a member of the Living Wills Task Force. The authors would like to thank Todd
Hinson for his cite-checking and proof-reading of this article. The authors can be
reached at sylvia.mayer@weil.com and heath.tarbert@weil.com, respectively.
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LIVING WILLS IN AN ERA OF REGULATORY UNCERTAINTY

System (“FRB”).*> By requiring resolution plans — which detail how each
company will, in the event of failure, engage in rapid and orderly resolution
— the Act has imposed a previously unknown and heavy burden on SIFIs.?
Like so many other provisions of Dodd-Frank, moreover, the section of the
Act governing resolution plans provides but a skeletal outline of what covered
institutions must do to satisfy its requirements, while creating a framework
for penalizing companies for failure to comply.

On September 13, 2011, the FDIC issued a final rule (“the final rule” or
“BHC rule”) governing SIFI resolution plans for large, complex bank holding
companies (“BHCs”) and other SIFIs. It will become effective following both
FRB approval and 30 days after its publication in the Federal Register. The
BHC rule, which was developed jointly by the FDIC and FRB, fills in many
of the gaps left by the legislation. The FDIC and FRB have defined several
key statutory terms and clarified much of the informational content they ex-
pect to receive in each living will. As a result, the BHC rule provides covered
institutions with some insight into what it will take to make a plan “credible,”
as required by the Act.* At the same time, however, the FDIC and FRB have
acknowledged that they “expect the process of submission and review of the
initial resolution plan iterations to include an ongoing dialogue,” and thus,
even a covered institution that strives to follow the Act and final rule to the
letter will be left with unanswered questions.

This article summarizes the requirements of Section 165(d) of Dodd-
Frank and the final rule implementing that provision, highlighting in partic-
ular the changes made by regulators in response to comments to the proposed
rule the FDIC and FRB released in April 2011. In addition, in light of the
BHC rule’s intersection with the resolution planning required of insured de-
pository institutions (“IDIs”), this article also briefly discusses the similarities
and differences between the IDI resolution planning requirements and reso-
lution planning requirements under Section 165(d) of the Act. The article
then considers several issues left unresolved by the Act and its implementing
regulations. In particular, the following emerging issues are considered:

*  confidentiality;
e subsidiarization;

* the tension between the objectives of the Bankruptcy Code and the Act’s
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goal of reducing systemic risk in the U.S. financial system;

* tension between resolution under the Bankruptcy Code and other insol-
vency regimes;

* international requirements for resolution planning;

 the relationship, if any, between the living will requirement and other
prudential measures imposed on SIFIs by Dodd-Frank; and

* navigation of the iterative process.

Although the regulators’ apparent willingness to work with covered compa-
nies in navigating the uncharted waters of resolution planning is encour-
aging, the sheer volume of open issues and potential conflicts with other
regimes suggests that the task of creating living wills that will work for both
regulators and regulated institutions may be a challenging one.

OVERVIEW OF SECTION 165(d)

On July 21, 2010, President Obama signed Dodd-Frank, thereby enact-
ing a package of financial regulatory reforms unparalleled in scope and depth
since the New Deal. The Act was, in large part, a sweeping reaction to what
were perceived to have been serious regulatory failings culminating in the
global financial crisis — the most severe period of financial instability since
the events leading to the Great Depression. Although the Act takes steps to
bolster the federal financial regulatory regime, it also confronts the reality
that, notwithstanding the intricacies of any framework that may be in place
to regulate and supervise SIFIs, some of these entities — even those thought
beyond reproach — may fail. The Act thus attempts to ensure that, if and
when such failures occur, regulators and companies themselves will be bet-
ter prepared to resolve a failing institution’s affairs than they were during the
recent crisis and to do so without taxpayer support.®

One key mechanism Congress adopted to ensure appropriate resolution
planning is Section 165(d), which mandates that SIFls develop and submit
to federal regulators a plan detailing how they will engage in a “rapid and
orderly resolution in the event of financial distress or failure.”” Covered enti-
ties — which under the final rule include: (i) U.S. BHCs with assets of $50
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billion or more, (ii) foreign banks or companies with global assets of $50 bil-
lion or more that are treated as BHCs under Section 8(a) of the International
Banking Act of 1978, and (iii) nonbank financial companies supervised by
the FRB® — must periodically submit their resolution plans to the FDIC and
FRB, which must then determine whether a submitted plan is “credible.””’

Although Congress has generally given the FDIC and FRB broad dis-
cretion to implement Section 165(d) through a required joint rulemaking,
Dodd-Frank makes certain aspects of the resolution planning process non-
negotiable. For example, in addition to any other information that the regu-
lators may demand, the Act on its face specifically requires the following to
be included in the living wills:

*  “[IInformation regarding the manner and extent to which any insured
depository institution affiliated with the company is adequately protect-
ed from risks arising from the activities of any nonbank subsidiaries of
the company;”

e “[FJull descriptions of the ownership structure, assets, liabilities, and
contractual obligations of the company;” and

* A list of cross-guarantees tied to different securities and major counter-
parties, and a process for determining to whom the company has pledged
collateral.'?

Section 165(d) further requires covered entities to report the nature and extent
of their credit exposures to other significant BHCs and nonbank financial com-
panies, as well as the nature and extent to which those SIFIs have credit expo-
sures to them.'" All of these requirements appear designed to further Congress’s
stated purpose of “prevent[ing] or mitigat[ing] risks to the financial stability of
the United States that could arise from the material financial distress or failure,
or ongoing activities, or large, interconnected financial institutions.”"?

In addition to assessing whether a submitted plan is “credible” overall,
Dodd-Frank tasks the FDIC and FRB with determining whether the plan
will in fact “facilitate an orderly resolution of the company” under the U.S.
Bankruptcy Code." If regulators determine that a plan is deficient, the cov-
ered company is required to resubmit the plan within a time period to be
determined by the regulators.' A company’s failure to do so permits the
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FDIC and FRB jointly to impose “more stringent capital, leverage, or liquid-
ity requirements, or restrictions on the growth, activities, or operations” of
the company and its subsidiaries until that failure is cured.” If a company
fails to comply within two years, moreover, the FDIC and FRB, along with
the Financial Stability Oversight Council (“FSOC”) may jointly order the
company “to divest certain assets or operations” as deemed necessary to facili-
tate an orderly resolution.'®

Although Dodd-Frank’s requirements and the steep penalties for failure
to comply underscore Congress’s commitment to the resolution planning
process, the Act imbues each resolution plan itself with little legal force going
forward. Section 165(d) explicitly provides that the required plans “shall not
be binding” on any bankruptcy court, receiver appointed under the Orderly
Liquidation Authority under Title II of Dodd-Frank, or any other supervisor
with authority to resolve a nonbank financial company,'” and that the plan is
not binding on any BHC, its subsidiaries, or its affiliates.'® The Act further
provides that “no private right of action may be based” on a resolution plan."”

THE FINAL RULE

Section 165(d)(8) directs the FDIC and FRB jointly to issue implement-
ing rules on or before January 21, 2012.2° In April 2011, regulators began
that process with a notice of a proposed rulemaking.?’ Over the next several
months, the FDIC and FRB considered comments on the proposed rule and
met with interested parties to seek their input on the proposal. The final
rule, which the FDIC adopted on September 13, 2011, reflects a number of
significant clarifications and changes to the initial proposal. The most im-
portant clarifications and changes relate to timing, notice following a material
event, scope of filing, relationship with other insolvency proceedings, data
production, credit exposure reporting, and confidentiality. Also noteworthy
are the similarities between the BHC rule and an interim final rule issued by
the FDIC that covers living wills for IDIs with $50 billion or more in assets
(the “IDI rule”).?? IDIs are not eligible to file for bankruptcy, but rather are
resolved through a process in which the FDIC is appointed receiver pursuant
to the Federal Deposit Insurance Act (“FDI Act”).”® Nonetheless, the IDI
rule in many important respects tracks and builds upon the final BHC rule.
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Timeline for Filing

The first major change evident in the final BHC rule is the regulators’
modification of the timeline for filing resolution plans. The proposed rule
would have required every covered company to file its living will within 180
days of the rule becoming effective. It also would have required companies
to update their plans annually, no later than 90 days after the end of each cal-
endar year.?* The final rule relaxes those requirements and staggers the dates
on which plans are due based on company size:

*  Covered companies that have $250 billion or more in total nonbank as-
sets (or, in the case of a company that is foreign-based, such company’s
total U.S. nonbank assets), must file an initial resolution plan by July 1,
2012.»

*  Covered companies that have $100-249 billion or more in total nonbank
assets (or, for a covered company that is foreign-based, such company’s
total U.S. nonbank assets), must file an initial resolution plan before July
1,2013.%

*  The remaining covered companies must file their resolution plan on or
before December 31, 2013.%

* Entities that become covered companies after the effective date of the
regulation must file their resolution plans by July 1 following the date
they become subject to the statutory requirements, so long as they have
been a covered company at that point for at least 270 days.”®

The final rule likewise staggers the dates on which SIFIs are required to
update their plans, calling for revisions annually on or before the anniversary
of the company’s first filing, for as long as a company remains covered by the
terms of the Act.”

Material Events

The final rule also changes the manner in which covered companies are
required to update their living wills in the event of a material change to the
company’s status. Under the regulators initial proposal, each covered com-
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pany would have been required to file an updated plan no later than 45 days
after any event or change that resulted in, or reasonably could have been
expected to result in, a material effect on the company’s resolution plan.*
The final rule is less demanding. The rule does permit the FDIC and FRB
to require that a covered company file an update to its living will within any
“reasonable amount of time” as determined by the regulators.>’ Asa matter of
course, however, the rule requires only that covered companies provide regu-
lators with a “notice” no later than 45 days after a material event or change
— describing the occurrence and explaining why it might require changes to
the resolution plan.* The company need not update the plan itself until the
next regularly scheduled filing.*> And the company need not file a notice at
all if the date on which the notice is due is within 90 days preceding the date
on which the covered company is required to file its annual plan.**

Scope of Filing

As noted above, Section 165(d) of Dodd-Frank establishes certain base-
line requirements governing the contents of living wills. The BHC rule im-
plements those requirements, both by defining key terms in the Act and by
specifying in greater detail the components of each plan that the regulators
expect to see.

Definitions

To begin, the regulators have defined the “rapid and orderly resolution”
required by the Act as one that “can be accomplished within a reasonable
period of time and in a manner that substantially mitigates the risk that the
failure of the covered company would have serious adverse effects on financial
stability in the United States.”® In other words, it is not enough that a com-
pany file a living will that maximizes the value of the company in resolution
for creditors or shareholders. Rather, the plan demanded by the FDIC and
FRB must be one that avoids significant consequences for the U.S. economic
system as a whole. In that regard, the company must be particularly sensitive
to its resolution of “critical operations” — which include “those operations
of the covered company, including associated services, functions and support,
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the failure or discontinuance of which...would pose a threat to the financial
stability of the United States.”® The same in true for “core business lines,” or
“those business lines, including associated operations, services, functions and
support that, in the firm’s view, upon failure would result in a material loss of
revenue, profit, or franchise value.””

Assumptions

In describing a proposed course of resolution, moreover, SIFIs are re-
quired to build upon a number of assumptions and, conversely, are prohibit-
ed from making certain assumptions. For example, companies are prohibited
from assuming that they would receive any extraordinary funding or capital
from the U.S. or any other government.”® Effectively, only ordinary-course-
of-business funding or capital may be relied upon.*” In contrast to this pro-
hibited assumption, drawing on baselines used for stress testing, the BHC
rule establishes the required economic condition assumptions to be factored
into a resolution plan: “the baseline, adverse and severely adverse economic
conditions provided to the covered company by the [FRB] pursuant to [Sec-
tion 165(1)(1)(B) of Dodd-Frank].”® For the initial submission, however,
the company may focus solely on the baseline conditions.*’ Furthermore, a
covered company with an IDI of $50 billion or more in total consolidated as-
sets must assume that its IDI has failed and address its strategy under that cir-
cumstance, while a covered company with one or more IDIs of any size must
assume that the IDI(s) is not the cause of failure and provide for a strategy to
insulate the IDI(s) from the risks of the SIFI’s various nonbank entities.

What is more, if a covered company relies on a “material entity” (a sub-
sidiary that conducts core business lines or critical operations), and that ma-
terial entity is able to seek relief pursuant to the Bankruptcy Code, then the
resolution plan must assume the failure or discontinuation of that material
entity. It must describe how both the covered company and the material en-
tity would mitigate any adverse effects on the financial stability of the United
States.” If, instead, the material entity is not eligible to seek relief under
the Bankruptcy Code, then the resolution plan must address the resolution
strategy under the applicable alternative insolvency regime — but only if the
material entity conducts a critical operation or has $50 billion or more in as-
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sets.” In sum, somewhat akin to a law school final exam question, the BHC
rule requires covered entities to consider and respond to a host of failure
scenarios that may — or may not — be realistic harbingers of the financial
distress a company is actually likely to encounter.

Informational Content

Building on those definitions and baseline assumptions, the BHC rule
goes on to specify the “informational content” regulators expect to see in each
living will:

Executive Summary. This summary should describe in broad terms the
key elements of the plan and, in subsequent submissions, detail any material
changes made to the plan and actions taken since the previous filing to im-
prove the effectiveness of the plan.*

Strategic Analysis. The final rule requires SIFIs to provide a strategic anal-
ysis outlining what the resolution plan entails, how it will be implemented,
and why it will be effective. This analysis is the heart of the plan, and the
regulators have described in great detail what they expect to learn about each
company from its living will. First, the rule requires the covered company to
articulate any key assumptions underlying the plan.* Next, the institution
must detail the range of specific actions it would take to facilitate resolution
of the company itself, its material entities, and its critical operations and core
business lines.*

In particular, the rule requires each covered company to describe the
funding, liquidity, capital needs, and available resources for the company and
its material entities — both in the ordinary course of business and in the
event of material financial distress or failure. The plan must include a strat-
egy for funding and maintaining operations of the company and material
entities.”” But, as noted above, the analysis also must include a plan of attack
should a material entity, core business line, or critical operation fail.*® The
company additionally must include a strategy for ensuring that any IDI sub-
sidiary will be protected from risks arising from the activities of any nonbank
subsidiaries.”
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More generally, the company’s strategic analysis must identify the amount
of time the company anticipates will be required for successful execution of
each step of the plan.® The analysis should therefore include any potential
material weaknesses or impediments to the execution of the plan, as well as
steps the company has taken or will take to mitigate those weaknesses.”' The
company also must describe in detail the processes it has used to determine
the value of business lines and assets, to assess the feasibility of implementing
the resolution plan, and to assess the impact of any restructuring contem-

plated by the plan.>*

Corporate Governance. The BHC rule also requires that each company’s
living will describe how resolution planning is integrated into the company’s
corporate governance structure. Companies are expected to describe the pro-
cedures they have in place to ensure accountability of senior management
and directors in the resolution planning process, including internal controls
governing preparation of the plan, the identity of the senior officials primar-
ily responsible for developing and implementing the plan, and the contact
information for a senior management official who will serve as the regulators’
point of contact regarding the plan.”® The company is also expected to de-
scribe any actions taken since the filing of its last plan to improve or assess its

viability.>*

Organizational Structure. Next, each covered company must provide de-
tailed information regarding its organizational structure. That includes a list
of all material entities within the company’s organization; a mapping of the
company’s critical operations and core business lines (including material asset
holdings and liabilities); and an unconsolidated balance sheet for the company
and a consolidating schedule for all material entities subject to consolidation.*®
Companies are also expected to identify and describe any material off-balance
sheet exposures (including guarantees and contractual obligations), capital and
cash flows, liabilities, pledged collateral, trading and derivatives activities, hedg-
ing activities, and material trading systems in which the company and its mate-
rial entities participate.® The rule also requires an institution to identify and
describe its relationships with major counterparties, and further analyze the
impact of the failure of each counterparty on the company.”’
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Information Systems. The BHC rule additionally requires each covered
company to provide a thorough accounting of its key management informa-
tion systems. Companies are expected to describe their applications for risk
management, accounting, and financial and regulatory reporting; to describe
related agreements and intellectual property used by the covered company
and its material entities; and to map the use of such systems with respect to
critical operations and core business lines.”® The resolution plan should also
detail the scope and frequency of internal reports provided to senior manage-
ment to monitor the financial health of the company, its material entities,
and critical operations and core business lines. In addition, the company
should analyze the capabilities of its information systems to collect and report
the data underlying the plan and identify any deficiencies in those systems.
And on top of all this, the living will must include a process for regulators to
access the company’s information systems.>

Interdependencies. Next, the BHC rule charges covered companies with
identifying interconnections and interdependencies among the company and
its material entities, critical operations, and core business lines. As part of this
process, SIFIs are expected to report on shared resources, funding arrange-
ments, credit and other exposures, cross-entity liabilities, risk transfers, and
service level agreements.®

Regulatory Supervision. Furthermore, the final rule directs covered com-
panies to identify and include contact information for all federal, state, or
foreign agencies or authorities — other than federal banking agencies — with
supervisory authority or responsibility over the covered company and its ma-
terial entities, critical operations, and core business lines.!

Tailored Plans

It perhaps goes without saying that the FDIC and FRB’s requirements
for living wills place a heavy burden on covered companies, not only with
respect to reporting but also with respect to information gathering and even
corporate restructuring. The BHC rule does, however, slightly lessen the reg-
ulatory load when (i) the covered company has less than $100 billion in total
nonbank assets (or, in the case of a covered company that is foreign-based,
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total U.S. nonbank assets), and (ii) the covered company owns or controls an
IDI whose assets comprise 85 percent or more of the SIFI’s total consolidated
assets (or, in the case of a covered company that is foreign-based, the com-
pany’s U.S. IDI operations, branches, and agencies comprise 85 percent or
more of its U.S. total consolidated assets).®

Those companies meeting the above criteria may file what the rule de-
scribes as a “tailored” resolution plan. Tailored plans are essentially a less
detailed and complex version of the resolution plan required for other SIFIs.
For example, a tailored plan must include a strategic analysis component, but
only with respect to the covered company and its nonbanking material enti-
ties and operations.®

Data Production

The final rule also benefits SIFIs by lessening certain data production
requirements. The proposed rule would have required a covered company
to provide both an unconsolidated balance sheet and a consolidating sched-
ule for all entities that are subject to consolidation.** Recognizing that this
would have been a potentially burdensome requirement, however, the FDIC
and FRB in the final rule required only that the company provide an uncon-
solidated balance sheet and a consolidating schedule for all mazerial entities
subject to consolidation.®> SIFIs may aggregate amounts attributable to non-
material entities on the consolidating schedule.®

Despite that change, the BHC rule still requires that the covered com-
pany provide the FDIC and FRB with access to any information they deter-
mine necessary to facilitate their review process.” Moreover, the preamble to
the BHC rule explains that, in preparing for a possible liquidation of a cov-
ered company under Title IT of Dodd-Frank, the FDIC will “have access to
the information included in such company’s resolution plan.”®® The FDIC’s
knowledge and access to this information is considered a “vital element” of
the FDIC’s own resolution planning for the company should future regula-
tors resort to their special authority under Title II of the Act.””

Relationship with Other Insolvency Proceedings

As many commenters pointed out in response to the proposed rule,
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which was framed generally in terms of the Bankruptcy Code, not all of a
company’s material entities as defined by the proposed rule would have been
subject to resolution under traditional bankruptcy laws. For example, a sub-
sidiary might be subject to a specialized insolvency regime, such as the FDI
Act, foreign insolvency regimes, and state insolvency regimes (in particular,
for insurance companies).”’ In issuing the final rule, the FDIC and FRB
responded to those distinctions by clarifying that any analysis with respect
to entities ineligible to file for bankruptcy should address resolution under
the applicable insolvency regime, including the strategy and actions that the
company would take in such a proceeding.”’ If, moreover, a material entity is
subject to an insolvency regime other than the Bankruptcy Code, the covered
company, as noted above, need not describe the actions it would take to miti-
gate the adverse effects of the failure of that entity on the financial stability
of the United States, unless that entity either has $50 billion or more in total
assets or otherwise conducts a critical operation.”” The BHC rule thus takes
at least initial steps toward placing the resolution of covered entities under
Dodd-Frank within the complex jurisdictional framework governing SIFIs in
the United States.

Credit Exposure Reports

Another major revision to the final rule involves Section 165(d)’s cor-
ollary requirement that covered companies report the nature and extent of
their credit exposures to other SIFIs. The FDIC and FRB initially included
in their proposed rule provisions implementing this requirement. After re-
celving comments expressing “significant concerns” about the scope of the
reporting requirement, however, the regulators decided against “finaliz[ing]
the credit exposure reporting requirement” in conjunction with the rule gov-
erning living wills.”

Confidentiality

Lastly, the agencies made significant changes to the proposed rule’s treat-
ment of confidentiality concerns. In the proposed rule, the FDIC and FRB
provided only that any covered company submitting a plan could request that
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the information in the plan be treated as confidential under Section 552(b)
(4) of Title 5 of the U.S. Code — a provision that permits agencies to with-
hold information from the disclosures otherwise mandated by the Freedom of
Information Act (“FOIA”) — and under the rules adopted by the FDIC, the
FRB, and the FSOC governing the disclosure of information.” The proposed
rule thus provided no guarantee that the information companies submitted
would in fact be kept confidential. To begin, the proposed rule provided no
assurances that the agencies would grant requests for confidential treatment.
Furthermore, it was odd that the regulators failed to invoke another FOIA
exemption that allows agencies to decline to disclose matters “contained in or
related to examination, operating, or condition reports prepared by, on behalf
of, or for the use of an agency responsible for the regulation or supervision
of financial institutions” — precisely the type of information one would
expect to see in a living will.

Those omissions did not go unnoticed, and changes in the final rule sug-
gest that the FDIC and FRB took confidentiality concerns seriously. To begin,
the regulators pointed out that under Section 112(d)(5)(A) of Dodd-Frank,
the FDIC and FRB must “maintain the confidentiality of any data, informa-
tion, and reports submitted under Title I,” which would include a living will
produced to comply with Section 165(d).”® The agencies also recognized that
the required disclosures necessarily will include information “that covered com-
panies would not customarily make available to the public” and cautioned that
public release of those details “would impede the quality and extent of informa-
tion” SIFIs would provide to regulators and undermine the FDIC and FRB’s
work “to encourage effective and orderly unwind of the covered companies in
a crisis.””” The regulators accordingly stated their “expect[ation] that large por-
tions of the submissions” would be “subject to withholding under exemptions
4 and 8 of the FOIA, 5 U.S.C. §§ 552(b)(4) and 552(b)(8).””®

The agencies also noted, however, that the BHC rule “calls for the sub-
mission of details regarding covered companies that are publicly available or
otherwise are not sensitive.””” Such information, the regulators concluded,
“should be made public.”® To achieve a balance in disclosure, therefore, the
final rule directs each covered company to divide its resolution plan into two
sections: one public and one confidential. The public section is to include
“an executive summary of the resolution plan that describes the business of
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the covered company and includes, to the extent material to an understand-
ing of the covered company,” a description of the company’s:

e material entities;
e core business lines;

*  consolidated or segmented financial information regarding assets, liabili-
ties, capital, and major funding sources;

*  derivative and hedging activities;

* memberships in material payment, clearing, and settlement systems;

* foreign operations;

* supervisory authorities;

* principal officers;

*  corporate governance structure and resolution planning processes; and

* material management information systems.®'

The public section also must include “a description, at a high level, of the
covered company’s resolution strategy, covering such items as the range of
potential purchasers of the covered company, its material entities and core
business lines.”®?

With respect to the non-public section of a company’s submission, and
consistent with the FDIC and FRB’s introductory statements regarding their
duties under Dodd-Frank, the BHC rule provides that regulators will deter-
mine confidentiality in accord with all “applicable exemptions” in FOIA and
guarantees that, “[t]o the extent permitted by law, information comprising
the Confidential Section of a resolution plan will be treated as confidential.”®
In addition, the rule preserves for SIFIs any privilege that might otherwise
apply to the information, even after submitted to the regulators.®

The IDI Rule

The same day regulators issued the final BHC rule, the FDIC released
an interim rule in final form (pending an additional comment period) that
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will govern resolution of large IDIs under the receivership regime of the FDI
Act.® The goal of this IDI rule is fundamentally the same as that of the BHC
rule: to require large financial institutions to develop and submit contingency
plans to resolve their depositories in the event of failure and to provide regula-
tors with important information that regulators will need during the resolu-
tion process. There are, therefore, many similarities between the two rules.
The IDI rule, for example, also requires covered institutions to include in
their resolution plans non-confidential executive summaries, as well as a stra-
tegic analysis of the proposed resolution, information about the institution’s
corporate governance, information about its organizational structure and
management information systems, and descriptions of the depository’s inter-
connections with other financial entities, including parent organizations.*

The final BHC rule and interim IDI rule also complement each other in
several ways designed to ease implementation. The IDI rule adopts the same
timing and material change “notice” requirements as the BHC rule.” In ad-
dition, the IDI rule provides that, if a BHC is required to submit a resolution
plan under the final rule, and one of its IDIs is required to submit a resolution
plan under the IDI rule, the IDI “may incorporate data and information”
from the BHC’s living will in its submission.®® The IDI rule also adopts re-
view procedures analogous to those of the BHC rule, with the exception that
it will be the FDIC alone (and not the FDIC and FRB jointly) that reviews
each IDI’s submission.®” Thus, although there are some differences between
the two rules — which is to be expected, given the different statutes the rules
are implementing and the different underlying objectives (protecting deposi-
tors versus stabilizing U.S. financial markets) — the actions taken by the
FDIC with respect to covered IDIs might well provide insight into the way in
which the FDIC and FRB will treat SIFIs under the final rule implementing
Section 165(d) of Dodd-Frank.

REGULATORY UNCERTAINTY

As explained above, the FDIC and FRB’s final rule in many respects is
an improvement upon the regulators’ initial proposal. The BHC rule none-
theless leaves many open questions and raises several challenging issues that
regulators, covered companies, and, likely, the courts will be left to resolve
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going forward. Among the most important are:

*  confidentiality;
e subsidiarization;

* tension between the objectives of the Bankruptcy Code and Dodd-
FranK’s goal of mitigating systemic risk;

* theinterplay between and among the Bankruptcy Code and other resolu-
tion regimes;

* international requirements for resolution planning;

* the relationship, if any, between the living will requirement and other
prudential measures to be imposed on SIFIs under Dodd-Frank; and

* the iterative process between covered companies and their regulators.

Confidentiality

In response to various concerns, the FDIC and FRB acknowledged that
they anticipate large portions of the submissions to contain sensitive and
confidential information and that this type of information is expected to be
protected by applicable FOIA exemptions.” However, this protection must
be balanced against the requirements in Section 165(d) for public disclosure
of certain information related to living wills — hence the BHC rule’s require-
ment that SIFIs divide their submissions between public information and
confidential information.”

Unfortunately, in light of the sweeping requirements for the public sec-
tion and the vagaries of FOIA exemption law, the confidentiality provision
falls far short of a guarantee that the sensitive information SIFIs are required
to submit to the FDIC and FRB will be protected from disclosure to the
media, competitors, or any interested party willing to pursue a FOIA request
aggressively. To begin, while the agencies’ newly robust stance on the applica-
bility of FOIA exemptions 4 and 8 represents an improvement upon the pro-
posed rule, it may ultimately offer only limited protection to the confidential
section of a submitted plan. That is because it is the federal judiciary, not
the FDIC or FRB, that has the final say as to whether submitted information
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in fact constitutes trade secrets and commercial or financial information® or
matters related to reports prepared for the regulation or supervision of finan-
cial institutions” for purposes of FOIA exemptions 4 and 8, respectively.

The possibility of a court ordering such disclosures is not simply theoreti-
cal. The interpretation of those FOIA provisions is far from settled, and even
if a court were to conclude that the information submitted by the company
itself fell within FOIA exemption 4, for example, there is an open question
regarding the extent to which that exemption protects from disclosure docu-
ments created by regulators that parrot the confidential information provided
by SIFIs. Indeed, in the recent case Bloomberg, L.R v. Board of Governors of
the Federal Reserve System, the U.S. Court of Appeals for the Second Circuit
held that exemption 4 did not apply to certain agency actions and accord-
ingly mandated disclosure of previously confidential information related to
loans made by the FRB during the recent crisis.”* Further adding to the
uncertainty in this area is the fact that recent decisions interpreting the FOIA
in other contexts show the hesitancy of the U.S. Supreme Court to adopt
anything beyond a narrow reading of FOIA’s exemptions.” That would not
seem to bode well for companies seeking room to maneuver within the ex-
emptions generally.

An additional uncertainty arises in the context of international coordina-
tion. To the extent that the FDIC and FRB engage in discussions with non-
U.S. regulators with regard to a SIFI operating across jurisdictions, it is un-
clear how much of the SIFI’s confidential information will be shared and, if so,
whether that would impact the company’s ability to protect the information.

Given the remaining uncertainty on confidentiality issues, covered com-
panies should stay abreast of any litigation implicating the involuntary public
disclosure of resolution plans, and may want to consider taking early action
in appropriate suits. It is worth noting that federal regulators do not al-
ways have the final say in their litigation positions and strategy before the
courts. For example, in the Bloomberg case, the U.S. solicitor general de-
nied the FRB’s request to file a certiorari petition, leaving an intervenor, The
Clearing House Association, to seek the high court’s review.”® Consequently,
covered companies or their trade organizations may consider seeking early
intervention in FOIA litigation that implicates resolution plans submitted
under Dodd-Frank.
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Subsidiarization

Another issue left open by the BHC rule — and one that may prove to
be a point of contention between regulators and covered companies — is that
of subsidiarization. Subsidiarization refers to the process of conducting the
institution’s operations in various countries or across differing business lines
through separately capitalized legal entities. The process that resulted in the
issuance of the final BHC rule has provided reason to believe that regulators
may be inclined to encourage some degree of subsidiarization as a tool to be
used in resolution planning. Some institutions could be required to “hive
off” their systemically important businesses as stand-alone subsidiaries. In-
deed, it was clear at a series of roundtable discussions the FDIC held on the
implementation of Dodd-Frank that the FDIC was predisposed to consider
such segmentation as a possible “fix” to systemic risk, and the question re-
mains whether regulators will demand such segmentation as a condition of
credibility.

In many — if not most — cases, however, financial institutions have had
good reason to eschew divisions of that sort. Subsidiarization can be quite
costly as a general matter. For example, the type of hiving-off some policy-
makers have proposed might well reduce or eliminate the benefits a company
receives from consolidated management, the use of a common technology
base, and the use of common delivery for services through intercompany
agreements. Subsidiarization also may frustrate clients with global needs by
impeding them from turning to one entity for full service. Companies facing
forced subsidiarization might well find that liquidity and capital management
also become more difficult and expensive, with more unused capital and li-
quidity that must be stationed at each subsidiary.

Those drawbacks may all be excellent arguments against subsidiarization
from a business perspective. But the danger remains that this business case
will fail to resonate with regulators who are charged not with maximizing
the value of the company but rather with preventing the sort of systemic
breakdown that occurred during the recent financial crisis. In that regard,
SIFIs might be well advised to include in their strategic analyses a clear case
against hiving off from a risk perspective that can help to educate the FDIC
and FRB. Having something akin to a “firewall” to prevent intra-company
contagion when an individual subsidiary fails is the central benefit of subsid-
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farization. But with that benefit comes the cost of not always being able to
allocate the institution’s collective capital and liquidity resources where they
are most needed. In other words, “[w]hile the firewall may protect the fire
from spreading, it could have the unintended effect of ensuring that the sub-
sidiary burns.”” At bottom, it stands to reason that regulators will be more
hesitant to subsidiarize if convinced that doing so will prevent an institution
from effectively managing risk on a global basis and increase the likelihood
that the individual entities themselves will fail.

Bankruptcy Realities vs. Resolution Planning

The differences between a bankruptcy case and a resolution plan stem
from two core issues: mechanics and objectives. The primary objective in a
living will under Dodd-Frank is to avoid or mitigate both systemic risk and
impact on U.S. financial markets. In contrast, the primary objective in bank-
ruptcy is to maximize value for all stakeholders (creditors and equity holders).
While there may be many situations in which these distinct objectives can be
reconciled and both achieved, there will most certainly be other situations in
which these objectives are in direct conflict. This distinction is borne out by
the mechanics for crafting each plan.

A resolution plan must be crafted to include specified information and
analysis based on a series of hypothetical assumptions, but nothing in Dodd-
Frank or the BHC rule addresses creditor recoveries, classes of claims, or plan
voting. While not relevant to resolution planning, these issues must be ad-
dressed to confirm a plan in a Chapter 11 proceeding or to make distributions
in a Chapter 7 bankruptcy case. For example, in a Chapter 11 reorganization
or liquidation, a plan can be approved only if the requisite creditor votes are
obtained or if one impaired accepting class of creditors has voted in favor of
the plan and certain statutory safeguards are satisfied in order to bind the
rejecting creditor classes to the plan (often referred to as a “cramdown”). As
a result, a debtor in possession or trustee in a bankruptcy case must consider
and abide by the statutory priority scheme — and, in Chapter 11, confirma-
tion requirements — even if the result is increased risk or instability in the
U.S. financial system.

What remains unknown is how the realities of bankruptcy will, in fact,
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play out in comparison to resolution planning in the event a SIFI actually
fails. While the traditional objectives and mechanics are very different, the
fiduciary charged with overseeing the SIFI’s liquidation or reorganization
(either the board of directors of a Chapter 11 debtor in possession or the
Chapter 7 or 11 trustee) and the company’s stakeholders will be forced to
make decisions with the specter of Title II of the Act, the Orderly Liquida-
tion Authority (“OLA”), being invoked by the government.”® If at any time
the FDIC and FRB determine that the bankruptcy proceeding is jeopardiz-
ing the stability of U.S. financial markets — and the treasury secretary con-
curs — the government may remove the case from the bankruptcy process.
The company would then face eventual liquidation under the OLA with the
FDIC serving as receiver and subject to only minimal court oversight and
creditor input.

Interplay Between the BHC and IDI Rules

Another issue left open after the promulgation of the final rule is the
relationship between resolution planning for SIFIs under the Bankruptcy
Code or other insolvency regimes versus resolution planning for IDIs under
the FDI Act. Many SIFIs will be required to file two resolution plans: one
for their BHC and another one for their IDI. While the BHC rule allows
for incorporation by reference, it does not address the potential tension be-
tween resolution planning for BHCs and resolution planning for IDIs. For
example, one issue that will likely arise is how to reconcile the potentially
competing interests between the BHC and its subsidiary in both living wills.
Indeed, even before the enactment of Dodd-Frank, conflicts often arose when
a BHC and its IDI subsidiary experienced financial failure at the same time.
Under those circumstances, the FDIC (acting as receiver for the IDI) was
frequently at odds with the bankrupt BHC over whether the BHC was obli-
gated to provide capital support for the benefit of the IDI and its depositors.
If the FDIC could convince a bankruptcy court that the BHC had made an
affirmative commitment (such as through a capital maintenance agreement
or other similar arrangement) to prop up the IDI, then Section 365(0) of the
Bankruptcy Code provided that the arrangement was deemed assumed and
the debt would receive priority in bankruptcy.”
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Section 616(d) of Dodd-Frank further complicates the pre-existing issue
by amending the FDI Act to require BHCs to “serve as a source of financial
strength for any subsidiary...that is a depository institution.”'® It is unclear
whether Congress was mindful of Section 365(0) when it enacted this provi-
sion of Dodd-Frank, or how the provisions might be reconciled. But BHC:s
addressing the solvency of their IDIs in a resolution plan under the Section
165(d) of Dodd-Frank and the BHC rule should consider how they phrase
the financial support they will offer the IDIs, lest they give the FDIC grounds
to argue that the BHC unwittingly has made a binding capital commitment
for purposes of Section 365(0). And although a BHC would have a seem-
ingly strong counter to any attempt to hold it to a statement in its living will
— that Dodd-Frank explicitly provides that the submitted resolution plans
are non-binding'®! — it is far from clear how that argument would play out
in bankruptcy court.

International Harmonization

The final rule also leaves open the question of how U.S. regulators will
interact with their foreign counterparts in the supervision of SIFIs with a
global reach. Commenters on the proposed rule explicitly requested that the
FDIC and FRB align their directives “with ongoing cross-border initiatives
so as to avoid overlapping or inconsistent requirements for internationally
active firms.”'* The BHC rule, however, does not go that far. Instead, the
introduction of the rule states that each U.S.-based “covered company with
foreign operations....should identify [in its plan] the extent of the risks related
to its foreign operations” and “take into consideration, and address through
practical responses, the complications created by differing national laws, reg-
ulations, and policies.”'® In addition, the final rule provides only that U.S.
regulators “[m]ay,” before issuing any notice of deficiency with respect to a
submitted plan, “consult with any other Federal, state, or foreign supervisor
as the [FDIC or FRB] considers appropriate.”'%

The lack of specificity with respect to foreign requirements is somewhat
to be expected, however, in light of the fact that the international community
is still in the process of developing uniform guidelines for resolution plan-
ning. In particular, the Financial Stability Board (“FSB”) — an organization
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comprising governmental and other financial authorities from the G-20 na-
tions, established to coordinate the work of national regulators — has yet to
present a final set of recommendations on resolution planning. Rather, the
ESB is developing international standards, policies, and timelines to facilitate
resolution planning for global SIFIs.'® Authorities in the United Kingdom
are also developing comprehensive requirements for resolution planning.'®
It remains to be seen how living will initiatives developed by the FSB, U.K.
authorities, and various European regulators will ultimately comport with
U.S. requirements.

Relationship with Other Prudential Measures

Another matter unaddressed by the FDIC and FRB’s final rule is the pos-
sible relationship between a company’s resolution plan and the host of other
prudential measures Dodd-Frank requires or authorizes the FRB to impose
on SIFIs under Section 165(a)-(k). The Act vests in the FRB the power to
establish enhanced capital and leverage requirements,'” additional liquidity
provisioning, mandatory contingent capital instruments, various concentra-
tion and short-term debt limits, supplemental public disclosures, periodic
stress testing,'”® and other risk management protocols.'” The key question is
how the living will requirement fits into Dodd-FranK’s larger framework and
within the context of related developments, such as Basel III’s so-called “SIFI
surcharge.”"'® A resolution plan that convincingly demonstrates that the par-
ticular SIFI can be resolved under applicable law without posing a systemic
risk should, in theory, eliminate or reduce the need for additional macro- and
micro-prudential measures.

Furthermore, Dodd-Frank allows regulators to impose even harsher
measures where the FSOC or individual regulators believe there is an acute
or “grave” threat to financial stability — remedies that include the ultimate
authority to break up a company with the consent of the treasury secretary
and two-thirds of the FSOC members. ''' Those additional measures (which
the Act describes as “mitigatory actions”) include everything from limitations
on the ability of the company to merge with or otherwise become affiliated
with another company''* to conditions or prohibitions on the performance of
specified activities and even orders to transfer assets to unaffiliated entities.'"?
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SIFIs understandably are anxious to avoid those limitations, and although the
FDIC and FRB’s final rule does not address the issue, well-prepared compa-
nies might be able to find ways in which to leverage a robust living will into
some protection against such measures.

Navigating the Iterative Process

It is difficult to predict with precision how much time and manpower
SIFIs will have to devote to the resolution planning process under Section
165(d) — not to mention the myriad other demands that they now face un-
der Dodd-Frank as a whole. Indeed, the FDIC and FRB have “recognize[d]
the burden associated with developing an initial resolution plan as well as
establishing the processes, procedures, and systems necessary to annually, or
as otherwise appropriate, update a resolution plan.”''* And covered compa-
nies might take at least some comfort in the regulators’ acknowledgement
that they “expect the process of submission and review of the initial resolu-
tion plan iterations to include an ongoing dialogue with firms,” as well as
their pledge to “take into account variances among companies in their core
business lines, critical operations, domestic and foreign operations, capital
structure, legal structure, risk, complexity, financial activities, size and other
relevant factors” when evaluating the credibility and validity of a plan.'

But the FDIC and FRB’s commitment to dialogue and apparent rec-
ognition that one size does not fit all only goes so far. That regulators have
forecasted some flexibility with the “initial” round of plans says nothing with
respect to what they will require of the “more robust annual resolution plans”
they expect to receive “over the next few years following that initial period.”'*¢
Covered institutions can only speculate as to how rapidly the FDIC and FRB
will expect their living wills to develop into these “robust” incarnations, and
it seems unrealistic to expect that institutions will have the planning process
down to a science by July 1, 2012 (the date on which the first filers will be
expected to submit their second-generation plans). This is particularly true
in light of the regulators’ delay in implementing many other provisions of
Dodd-Frank that will no doubt bear on the contours of an acceptable resolu-
tion plan.'” One would therefore hope that the regulatory flexibility and
iterative process expected to characterize the first round of resolution plan-
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ning will carry forward, even if the agencies have not promised as much by
rule. And all of this is to suggest that SIFIs will likely benefit from approach-
ing regulators early and often, both in the first go-round and with respect to
subsequent versions of their living wills. The regulators’ response to the com-
ments on the proposed rule suggests that they are listening to the feedback
provided to them in this new regulatory field.

CONCLUSION

Dodd-Frank’s living will requirement raises a number of important issues
as SIFIs and their regulators work to achieve Congress’s aim of reducing sys-
temic risk. To be sure, the FDIC and FRB’s final rule implementing Section
165(d) has brought increased clarity to the resolution planning process. Nev-
ertheless, the inherent complexity of the exercise and the novelty of resolution
planning at present necessarily mean a high degree of regulatory uncertainty
remains. The only real certainty is that the resolution planning process itself
is bound to test the resolve of most SIFIs and make cooperation with their
regulators more important than ever.
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