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A Dialogue on the Costs and
Benefits of Automatic Stays
for Derivatives and
Repurchase Agreements

DARRELL DUFFIE AND DAvID SKEEL

INTRODUCTION

For nearly two years, the two of us have had a running discussion
on the costs and benefits of automatic stays in bankruptcy for quali-
fied financial contracts (QFCs), particularly those held by systemi-
cally important major dealer banks.! Prominent among these QFCs
are over-the-counter (OTC) derivatives and repurchase agreements
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ring, Tom Jackson, Bill Kroener, David Mengle, Martin Oehmke, Ken Scott, Pen-
field Starke, Kimberly Summe, John Taylor, Paul Tucker, Bruce Tuckman, and Yesha
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1. QFC is the term used for these contracts in banking regulation. The treat-
ment in bankruptcy is similar in many respects, but the bankruptcy law does not
have an umbrella term corresponding to QFC. It uses separate terms for different
categories of QFCs, such as swap, repurchase agreement, securities contract, and
forward contract.
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134 Liquidation and Reorganization

(repos). Several large U.S. financial institutions now have aggregate
notional positions in OTC derivatives exceeding $50 trillion.?
Every business day, the broker-dealer affiliates of these same large
banks roll over $100 billion or more of new repo financing of their
securities inventories. As we later explain, in the event that such a
large financial institution files for bankruptcy without automatic
stays on these massive positions in derivatives and repos, its QFC
counterparties would derive what amounts to significant additional
priority over other creditors. The advantages and disadvantages of
this priority, which we summarize here, have been a matter of signifi-
cant debate for the past decade, particularly since the 2008 crisis.

This chapter, summarizing our cost-benefit discussion and rec-
ommendations regarding automatic stays for QFCs, focuses on one
aspect of the resolution of systemically important financial institu-
tions. In this sense, our inquiry is a narrow one. But the issues are
enormously important. Almost any conversation or policy paper
about the failure risks of extremely large financial firms eventually
encounters the particulatly tricky problem of safely transferring,
terminating, or restructuring enormous portfolios of repos and OTC
derivatives. Central to any treatment of this problem, which is
discussed in several other chapters of this book, is the question of
whether these contracts should be subject to an automatic stay. Al-
though we are particularly concerned with this question as it relates
to the Chapter 14 proposal developed by Thomas H. Jackson and
advocated in this book, we also consider its implications for resolu-
tion under Title II of the Dodd-Frank Act.

Overall, we agree with each other on the nature of the advan-
tages and disadvantages of stays on QFCs, but in some cases have

2. The latest available data can be found in quarterly reports of the Office of the
Comptroller of the Currency.
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weighed them differently in reaching policy judgments, such as
what sorts of financial institutions and QFCs should be exempted
from these stays. We hope that this report on our dialogue may shed
some useful light on these trade-offs.

After some background on QFCs and automatic stays, we pro-
vide our joint analysis of the costs and benefits of stays on QFCs,
with a focus on systemically important financial institutions, in-
cluding the special case of financial market utilities. Following this,
we state our respective policy conclusions. Briefly speaking, we both
believe that repos (and certain closely related QFCs) backed by lig-
uid securities should be exempt from automatic stays or receive an
effectively similar treatment. Repos backed by illiquid assets, how-
ever, should not be given this safe harbor. We both believe deriva-
tives that have not been centrally cleared should be subject to
automatic stays. One of us believes that stays should also apply to
cleared derivatives; the other favors an exemption of cleared deriva-
tives from stays, except in the case of a failure of a regulated central
clearing party. Largely, although not in every detail, our views are
consistent with the treatment of OTC derivatives and repos pro-
posed in the Chapter 14 bankruptcy treatment of systemically im-
portant financial institutions.

BACKGROUND

When a firm files for bankruptcy in the United States, a stay im-
mediately and automatically goes into effect.> The stay prohibits a
creditor from seizing or selling collateral, starting or continuing liti-
gation against the debtor, or taking other action to collect what the

3. 11 US.C. §362(a).
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136 Liquidation and Reorganization

creditor is owed. In general, the stay has the purpose of giving the
debtor breathing space and halting the destructive “grab race” that
might otherwise ensue as creditors seek to collect what they are
owed before the debtor’s assets are exhausted. Creditors can negoti-
ate with the debtor and other creditors, and can otherwise partici-
pate in the bankruptcy case. But they cannot terminate contracts
or engage in ordinary collection activities without first obtaining
the approval of the bankruptcy court. As a result of a series of legis-
lative amendments in the three decades since the current frame-
work was enacted in 1978, U.S. bankruptcy law now exempts
QFCs from the automatic stay and several other core bankruptcy
provisions (one of which, the preference provision, also figures in
our following discussion). The exempted contracts include: swaps,
which are broadly defined to include OTC derivatives and a wide
variety of other contracts, as well as “any agreement or transaction
that is similar” to any of the listed contracts; repurchase agreements;
securities contracts; forward contracts; and commodity contracts.*
Derivatives are financial contracts whose payments are typically
linked to the prices of other financial instruments. They are used
mainly for speculation and hedging. Derivatives that are traded
over the counter have an elaborate contractual regime of counter-
party credit risk management that is based on collateralization of
counterparty exposures and on the closeout netting of gains and
losses on contracts with the same counterparty. An early termina-
tion closeout is triggered by events such as failure to pay, a change

4. The definitions can be found in 11 U.S.C. § 101(53B) (swap agreement); 11
U.S.C. §101(47) (repurchase agreement); 11 U.S.C. § 101(25) (forward contract); 11
U.S.C. § 741(7) (securities contract); 11 U.S.C. § 761 (commodity contract). “Finan-
cial participant,” another key term, is defined in § 101(22A). The clearing agree-
ments that cover triparty repurchase agreements are a particularly relevant class of
securities contracts, given the systemic importance of dealer banks, money market
funds, and repo clearing banks.
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of control, and, because of the exemption from the stay and related
provisions, bankruptcy.’

A repurchase agreement, commonly known as a “repo,” is a con-
tractual arrangement under which a firm sells securities and simul-
taneously commits to repurchase them at a prearranged price on a
given future date. Repos are used, among other purposes, to finance
the purchase of securities. For this application, the cash received in
the opening-leg sale of securities can be viewed as the cash proceeds
of a loan; the repurchase price can be viewed as the loan payback
amount. The securities act as collateral to the effective loan. The
repo counterparty, who is the effective cash lender, holds the title
to the securities during the term of the repo and can therefore pro-
tect itself from the failure of the effective borrower through its rights
to the securities in lieu of receiving the cash back on the repo.
Repos are also the most common vehicle for taking short positions
in fixed-income securities. To create such a short, the counterparty
immediately sells the securities that it receives at the opening leg
of the repo. In order to meet its obligation to return the securities
at the termination date of the repo, the counterparty buys them at
that time in the spot market. The counterparty thus profits from any
decline in the market value of the securities during the term of the
repo. Shorts are used for both hedging and speculative motives.

As we have mentioned, the most important examples of QFCs
for large dealer banks are OTC derivatives and repos. Securities

5. Derivatives and other QFCs also are exempt from bankruptcy’s anti—ipso facto
provisions. An ipso facto clause is a provision that defines the debtor’s bankruptcy or
insolvency as an event of default and thus grounds for terminating the contact. De-
rivatives counterparties can thus terminate their contracts when the debtor files
for bankruptcy—see 11 U.S.C. §559 (exempting repos from bankruptcy’s invalida-
tion of ipso facto clauses), § 560 (exempting swaps), and § 561 (exempting netting
agreements)—whereas ordinary contract creditors cannot. See 11 U.S.C. § 541(c);

§365(e).
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138 Liquidation and Reorganization

lending agreements are essentially the same as repos in most eco-
nomic and legal respects, and are commonly used as a source of fi-
nancing, to facilitate trade settlement, to take advantage of particular
regulatory and accounting treatments, and as a step in creating short
positions in equities.® Our remarks concerning repos can generally
be applied to securities lending agreements, another prominent form
of QFC.

The special treatment for QFCs, often called a “safe harbor,” has
been justified on a variety of grounds.” Safe-harbor proponents have
argued that if derivatives and repos were subject to the automatic
stay, then a debtor’s failure could have a “domino effect,” taking
other market participants down with it. For example, a counter-
party that had entered into a large derivatives contract with the
debtor to hedge its business risks might find itself suddenly and un-
expectedly unhedged. With a stay, it could not cancel its contract.
It might not be able to enter into a new hedging contract on similar
terms with another firm, and if it did enter such a replacement posi-
tion, it would run the risk of having too large a total derivatives
position if its original contract was unexpectedly assumed by the
debtor’s estate. The counterparty might also be harmed by the
delay in obtaining access to its collateral, or if the market moved
against it while the debtor was in bankruptcy. Any delay in the
counterparty’s ability to terminate its derivatives with the debtor

6. For an extended analysis of the similarities between repos and securities lend-
ing, see Andre Ruchin, Can Securities Lending Transactions Substitute for Repurchase
Agreement Transactions? 128 Banking L.J. 450 (2011). For some of the uses and the
institutional features of the market for securities lending, see Matthew Dive, Develop-
ments in the Global Securities Lending Market, Bank of England Quarterly Bulletin, Q3,
224-33 (2011).

7. The arguments summarized in this paragraph are described in greater detail
in David A. Skeel Jr. & Thomas H. Jackson, Transaction Consistency and the New
Finance in Bankruptcy, 112 Colum. L. Rev. 152 (2012).
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could therefore destabilize the counterparty and might even under-
mine market confidence more generally.? Safe-harbor advocates
have also warned about the ill effects of “cherry picking.”” With a
stay, a debtor could assume the contracts that are “in the money,”
while rejecting its bad contracts and relegating the counterparty’s
claim for damages to general unsecured status. The debtor’s bank-
ruptcy could therefore cripple certain counterparties, perhaps de-
stabilizing the entire underlying market.

While QFCs are generally exempted from the automatic stay in
bankruptcy, this exemption does not apply to the failure resolution
process for regulated banks administered by the Federal Deposit
Insurance Corporation (FDIC). Once the bank’s primary regulator
or the FDIC initiates such a resolution and the FDIC takes over as
receiver, the bank’s counterparties are prohibited from terminating
their QFCs for up to 24 hours.!'° During this one-day period, the
FDIC has the right to, among other actions, transfer QFCs to a
bridge financial institution or reject them. A rejected QFC that is
not secured by collateral would be treated as a general unsecured
claim and relegated to the payout given to unsecured claims. If the
rejected QFC were collateralized, however, the counterparty could
immediately sell the collateral, reducing the amount it was owed; any
deficiency would then be treated as a general unsecured claim. His-
torically, rather than rejecting QFCs selectively, the FDIC has usu-
ally assigned QFCs en masse to a bridge financial institution.

8. These arguments correspond to what is sometimes described as counterparty
contagion and a confidence crisis.

9. See, e.g., John C. Dugan, Derivatives: Netting, Insolvency, and End Users, 112
Banking L.J. 638, 640 (1995), emphasizing “cherry-picking” concern.

10. In the comparatively rare situation where regulators initiate a conservator-
ship rather than a receivership, there is a blanket prohibition on terminating QFCs
or other contracts pursuant to an ipso facto clause.
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Title II of the Dodd-Frank Act introduced new resolution rules
for systemically important financial institutions (SIFIs). Although
SIFIs are not precluded from filing for bankruptcy, regulators can
put a SIFI into the new resolution framework if, among other con-
ditions, it is in default or in danger of default and its failure could
create systemic problems.!! The Title II rules institute what amounts
to a brief stay on QFCs that is in essence the same as the one-day
FDIC stay applied to regulated banks. During the stay period of
such a resolution, counterparties are not permitted to invoke the
ipso facto clauses in their contracts.!” In particular, they cannot
terminate contracts until 5:00 p.m. of the day after the receivership
is commenced. By that time, however, the contracts may have been
rejected by the FDIC, or may have been transferred to a bridge fi-
nancial institution or another acquirer of some portion of the debtor’s
business, without a right by the counterparty to terminate.

It is too early to tell which specific institutions will be subject to
Title II resolutions. Major nonbank users of financial QFCs include
central clearing parties for OTC derivatives, large hedge funds, large
insurance firms, and large asset managers. Some of these could be
designated as systemically important under the Dodd-Frank Act,
which would make them candidates for Title II resolution in the
event they fall into financial distress.!* The Title II resolution process

11. The resolution requirements are set forth in Dodd-Frank § 203(b).

12. As noted earlier, an ipso facto clause is a provision that defines the debtor’s
bankruptcy or insolvency as an event of default and thus grounds for terminating
the contract. Ipso facto clauses are standard provisions in OTC derivatives and
repos.

13. Title I of the Dodd-Frank Act authorizes regulators to designate nonbank fi-
nancial institutions as systemically important, and automatically puts bank holding
companies with $50 billion or more in assets in this category. These institutions are
subject to a variety of regulations—including higher capital requirements—that do
not apply to other institutions. The Dodd-Frank Act does not make this status a
prerequisite for Title II resolution, but it does require regulators to conclude that a
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is to be administered by the FDIC in essentially the same manner
as the resolution process for regulated banks.

Thus, U.S. law now applies what amounts to an automatic stay of
approximately one day on QFCs held by banks, large bank holding
companies, and designated systemically important nonbank financial
firms. Central clearing parties for derivatives are, however, exempted
from some aspects of the stay, whether or not they are designated as
systemically important, under a special provision of the Dodd-Frank
Act. We return to this limited exemption later. As for insurance
firms, indefinite stays can be applied during insolvency processes in
some venues, such as the state of New York.!* In the European Union
(EU), a series of “settlement-finality” EU directives offers exemption
from normal bankruptcy holdups for QFC-like transactions.”

There has not yet been a “live-ammo” test of the application of
stays on QFCs on the scale of the largest dealer banks or other ma-
jor holders of OTC derivatives and repos. This absence of experi-
ence covers the history of FDIC bank resolutions and the Title 1I

financial institution’s default could have systemic consequences as a prerequisite to
putting the institution into resolution. Dodd-Frank § 203(b)(2).

14. For the case of insurance firms domiciled in New York State, see the discus-
sion of § 7419 of the New York Laws in “How Safe is the Harbor? Navigating Re-
structurings Involving Insurance Company and Other Specialized Counterparties,
CDSs, Mortgage Repos, Biofuels Contracts and Obscure Derivatives,” ABA Business
Bankruptcy Committee, Chapter 11 Subcommittee, September 25, 2008, Scotts-
dale, Arizona.

15. In “Systemic Liquidity Risk and Bankruptcy Exceptions,” Centre for Eco-
nomic Policy Research, Policy Insight Number 52, October 2010, Enrico Perotti lists
the relevant EU directives. He writes: “The complete list is as follows: EU Financial
Collateral Directive of 6 June 2002 (O] L 168/43), the EU Settlement Finality Direc-
tive in 19 May 1998 on settlement finality in payment and securities settlement sys-
tems (O] L 166/45), Directive 2009/44/EC of 6 May 2009 amending Directive 98/26/
EC on settlement finality in payment and securities settlement systems, and Direc-
tive 2002/47/ EC on financial collateral arrangements as regards linked systems and
credit claims.”
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process of Dodd-Frank, as well as resolution procedures used outside
of the United States. Thus, some of our discussion of the failure
consequences of stays is necessarily speculative. We have some ex-
perience with bankruptcy safe harbors, that is, with the absence of a
stay, most dramatically in the Lehman Brothers case, but even here
significant questions remain.

We subsequently explain how the behavior of systemically im-
portant financial institutions and their counterparties, both before
and during failure, depends markedly on the presence or absence of
an automatic stay. As a result, the existence of a stay has a direct and
large impact on participants in these contracts, and may also have
a major impact on financial market stability and thus the wider
economy.

KEY COSTS AND BENEFITS

One of the reasons the two of us have spent so much time discuss-
ing safe harbors for QFCs during the past two years is that this ex-
emption from the stay has costs and benefits that are both extremely
significant. Potential losses that are purely transfers from one mar-
ket participant to another are not necessarily significant to policy
analysis on their own, but are important whenever there are net
social costs, for example through systemic risk or deadweight fric-
tional distress costs to the debtor or its counterparties. The social

costs and benefits of these stays have been studied for some time.!®

16. For recent analyses, see Mark J. Roe, The Derivatives Market’s Payment Priori-
ties as Financial Crisis Accelerator, 63 Stan. L. Rev. 539 (2011); Robert R. Bliss &
George G. Kaufman, Derivatives and Systematic Risk: Netting, Collateral and Closeout,
2]. Fin. Stab. 55-70 (2006); Patrick Bolton & Martin Oehmbke, Should Derivatives Be
Senior?, Columbia University working paper, May 11, 2011; and Franklin R. Edwards
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QFC safe harbors could potentially raise social costs through five
major channels: (1) lowering the incentives of counterparties to
monitor the firm; (2) increasing the ability of, or incentive for, the
firm to become “too big to fail,” with the attendant moral hazard of
relying on bailouts; (3) inefficient substitution away from more tra-
ditional forms of financing; (4) increasing the market impact of col-
lateral fire sales; and (5) lowering the incentives of a distressed firm
to file for bankruptcy in a timely manner. We now discuss these
channels, and later turn to the similarly extensive potential benefits
of the safe harbor.

The first and second channels are closely linked. As argued by
Mark Roe (2010) and others, the safe-harbor exemption from stays
reduces a QFC counterparty’s incentive to monitor the debtor.
Technically, the exemption does not give a derivatives or repo
counterparty higher priority than other creditors, but by freeing a
counterparty from the strictures of the stay that apply to most credi-
tors, it has a similar effect. This protection diminishes the counter-
party’s incentive to carefully screen the debtor before entering into
a QFC, in order to avoid exposure to weak debtors. The safe harbor
also lowers the benefit of monitoring the debtor’s financial condi-
tion during the term of the contract. Monitoring is beneficial to the
extent that it disciplines the debtor from taking risks that are exces-
sive or otherwise inefficient. Lowering the risk of the debtor’s failure
is a social benefit because of the deadweight costs of failure, such as
legal expenses, lost franchise value, and potential knock-on costs to
the financial system.

Even with a safe harbor, the incentive to monitor does not disap-
pear, because a counterparty cannot be certain that it will be made

& Edward R. Morrison, Derivatives and the Bankruptcy Code: Why the Special Treat-
ment? 22 Yale J. Reg. 91-122 (2005).
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whole in bankruptcy if it is not fully collateralized. This was made
clear in the case of Lehman’s bankruptcy, which in some instances
caused losses to derivatives counterparties above and beyond those
associated with the normal performance of their derivatives posi-
tions with Lehman.!” As explained by Kimberly Summe (chapter 4
in this volume), Lehman’s large bank counterparties have recently
settled about $22 billion in claims against Lehman for their losses
on OTC derivatives, receiving between 27.9 and 39 cents per dollar
of claim. From the reporting period following the failure of Lehman
in 2008 until June 2011, U.S. bank holding companies have experi-
enced approximately $12 billion in additional losses due to deriva-
tives counterparty default, according to statistics compiled by the
Office of the Comptroller of the Currency (OCC).!® This belies
the notion that QFC counterparties can walk away at default, paid
in full, leaving only non-QFC creditors to bear the costs of bank-
ruptcy. A significant quantity of OTC derivatives claims against
Lehman remains unsettled to this day, more than three years after
the bankruptcy. Nevertheless, the incentive for derivatives counter-
parties to monitor is certainly reduced significantly by the safe har-
bor. A similar dilution in monitoring incentives applies to repos.
The argument that safe-harbor prioritization lowers the monitor-
ing incentives of one class of claimants relative to another mirrors
familiar considerations that apply to ordinary senior and junior un-
secured creditors. Creditor prioritization involves a well-studied
efficiency trade-off, with the higher-priority creditor potentially de-
creasing and the lower-priority creditor increasing its monitoring.

17. Kimberly Summe, An Examination of Lehman Brothers’ Derivatives Portfolio
Postbankruptcy: Would Dodd-Frank Have Made a Difference? chapter 4 in this volume.

18. See “OCC’s Quarterly Report on Bank Trading and Derivatives Activities,
Second Quarter 2011, http://www.occ.treas.gov/topics/capital-markets/financial
-markets/trading/derivatives/dq211.pdf.
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Indeed, banks have sometimes been encouraged by regulation to
issue subordinated bonds in order to improve monitoring. The ar-
gument was that the associated dilution of the monitoring incen-
tives of senior creditors would be more than offset by the increased
monitoring effectiveness of subordinated creditors, who would be-
come the “canaries in the coal mine.” Likewise, the fact that the
safe harbor lowers the seniority of ordinary creditors relative to
QFC claimants should improve the effectiveness of monitoring by
senior unsecured creditors, at least for a firm that is not “too big
to fail.”" (Our consideration of the “too big to fail” effect follows.)
Thus, the fact that the safe harbor has monitoring implications
does not on its own imply a net loss of monitoring efficiency. In any
case, if the loss of monitoring efficiency associated with the safe
harbor involves a sufficiently large expected cost to a given firm, that
firm could simply choose not to use derivatives. It could commit to
avoid them by its charter or through debt covenants.

This trade-off argument does not apply, however, to the extent
that the firm fails to internalize the costs of its failure to others. For
example, if there is reason to believe that the debtor will be “bailed
out” by the government before it collapses, the monitoring incen-
tive of senior unsecured creditors is reduced. The likelihood of a
bailout, moreover, grows with the size of the debtor’s derivatives and
repo books because of the systemic risk associated with large posi-
tions in these QFCs. A safe harbor from the automatic stay therefore
allows, or even encourages, a dealer bank to operate bigger deriva-
tives and securities businesses. Thus, the safe harbor contributes
to the “too big to fail” moral hazard. This—the incentive to become

19. Some creditors, such as bank depositors, may be less likely to adjust their
monitoring in response to the QFC priority. But these creditors do not predominate
with the large financial institutions under consideration here.
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“too big to fail”’—is a second cost of the safe harbors from the auto-
matic stay.

The third cost stems from the fact that the safe harbor may make
repos and derivatives a cheaper source of financing than alterna-
tives such as traditional secured loans. As evidence of this, a major
expansion of the safe harbor for repos in 2005 may have contrib-
uted to a sharp increase in repo financing shortly before the 2008
crisis.?’ That a safe harbor increases the incentive to use one form
of credit over another need not, on its own, be problematic. Basic
Modigliani-Miller principles predict that a debtor that chooses to
save money on cheaper financing with derivatives and repos would
simply pay more for traditional debt financing because investors in
bonds and loans who lose priority will charge higher interest rates
in compensation for the associated increase in expected default
losses. Absent frictions, such as the inefficiency that could result if
traditional lenders are less effective monitors than derivative and
repo creditors, there is nothing problematic about this. Even with
frictions, a firm rationally chooses its all-in, lowest-cost form of
financing. If extensive use of QFCs raises the firm’s expected net
frictional distress costs for itself and its creditors, in total, the firm
would reduce its use of QFCs. (The costs to its counterparties and
creditors is priced into the terms of its contracts, and thus borne by
the debtor as well.) The firm does not consider the systemic costs of
its financing policy, however, because it does not bear these costs.
So, does the safe harbor cause a substitution away from other forms
of financing that would have lower systemic risk costs?

Repos typically have shorter terms than traditional secured loans.
The majority of repo financing is overnight; as a result, it is relatively

20. These changes extended the safe harbor to repos using noncash collateral
such as mortgage-backed securities. See, e.g., Stephen ]. Lubben, The Bankruptcy
Code without Safe Harbors, 84 Am. Bankr. L.J. 123, 138 (2010).
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fragile. If repo lenders lose confidence in the debtor and refuse to roll
over a debtor’s repos, the debtor can lose access to this financing
almost instantly, as occurred with the failures of Bear Stearns and
Lehman.?! With an automatic stay for repos, cash lenders might be
less interested in offering so much short-term credit in the form of
repos. Absent the safe harbor, some lenders such as money market
funds that are subject to rules requiring ready access to their funds
might also face regulatory obstacles to the use of repos. Would the
next-best alternative form of financing be less subject to a run? It
does seem likely that an automatic stay on repos would lower the
attractiveness of short-term repos that are backed by relatively il-
liquid assets, such as collateralized debt obligations (CDOs). As
argued by Gorton and Metrick, cash lenders may have viewed
CDO-backed repos as a close substitute for cash deposits.?? The safe
harbor for QFCs enhances the ability of cash investors in these re-
pos to quickly extract themselves at low expected cost from their
credit exposures to weakening borrowers. Absent the safe harbor,
a significant amount of precrisis repo borrowing backed by CDOs
might not have occurred. This would likely have lowered some of
the damaging systemic impact of the financial crisis. Going forward
without the safe harbor, some of the borrowing by banks that is
backed by relatively illiquid assets such as mortgages might have
longer maturities and would perhaps occur in the form of covered
bonds rather than repos. This could further lower the fragility of
bank financing.

Fourth, in addition to promoting the financial fragility of systemi-
cally important borrowers, the safe harbor for repos could increase
the potential for large and destabilizing collateral fire sales. With no

21. See, e.g., Darrell Duffie, How Big Banks Fail—And What to Do about It (Prince-
ton University Press, 2010).

22. See Gary Gorton & Andrew Metrick, Securitized Banking and the Run on Repo,
104]. Finan. Econ. 425-451 (2012).
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stay, repo cash lenders often have an incentive—and, in some cases,
a regulatory requirement”>—to sell the collateralizing securities
they hold against repos as soon as possible after the failure of the
debtor. The safe harbor, which provides an incentive for the use of
short-term repo-based financing, might therefore lead to less stable
markets.?* The less liquid the collateralizing securities, the greater
the adverse impact of fire sales on the underlying market.

Finally, the absence of a stay may diminish the willingness of the
managers of a troubled financial institution to voluntarily file for
bankruptcy. If the managers cannot stop counterparties from ter-
minating their contracts and selling collateral, they are less likely to
initiate insolvency proceedings because bankruptcy does not give
them a mechanism for delaying termination. This makes it more
likely that regulators will be left to initiate insolvency proceedings.
Regulator-initiated insolvency could be more costly. Regulators have
less information than the managers about the most efficient time
to initiate insolvency proceedings; they may also hesitate for bureau-
cratic or political reasons, and may be more likely to rely on bailouts,
which induce moral hazard.

Although we have focused principally on the exemption of QFCs
from the stay, the associated safe harbor also shelters QFC counter-
parties from bankruptcy rules against “preferences.” Under the ordi-
nary preference provision, creditors are required to disgorge any
payments or other transfers they receive during the 90 days before a

23. Under Rule 2a7, money market funds are not permitted to invest in many of
the types of securities that back the repos in which they invest cash. For a discussion
of the associated systemic risk, see A. Copeland, D. Duffie, A. Martin, and S.
McLaughlin, “Policy Issues in the Design of Tri-Party Repo Markets,” Working Pa-
per, Stanford University and Federal Reserve Bank of New York, July 2011.

24. See, e.g., Kenneth Ayotte & David A. Skeel Jr., Bankruptcy or Bailouts? 35].
Corp. L. 469 (2009) (discussing bankruptcy’s benefits and the effect of the safe
harbors).
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debtor files for bankruptcy.?” (The preference provision is subject to
a variety of exclusions, one of which is noted in the discussion
that follows; the others are not relevant for present purposes.) The
counterparties to a debtor’s QFCs are exempt from the preference
provision; they can retain any payments or collateral they have re-
ceived on the eve of bankruptcy.?® The preference provision that
applies to other creditors has traditionally been justified as (1) pro-
moting the equal treatment of similarly situated creditors, and (2) as
discouraging creditors from grabbing essential assets when a debtor is
in financial difficulty. With QFCs, this exemption from the prefer-
ence provision has a potential chilling effect on the filing incentives
of managers that looms as large as concerns about equal treatment or
the antigrabbing concerns of preference law. If the normal preference
provision applied, the debtor could retrieve any unusual payments or
new collateral that it gave to a counterparty on the eve of bank-
ruptcy, which would provide further incentive to file in some in-
stances. (We say “unusual” because payments in the “ordinary course”
are generally protected.)?’ If counterparties are exempt from the auto-
matic stay, by contrast, the debtor does not have this option.

The collapse of AIG in 2008 vividly illustrates the implications.
After AIG was downgraded, its previously uncollateralized deriva-
tives counterparties began demanding that it post collateral. Gold-
man Sachs, for instance, made aggressive demands for collateral,
leading to valuation disputes between it and AIG. These massive
collateral transfers on the eve of AIG’s collapse are classic examples
of the kind of preferential transfer that could, absent the safe harbor
for QFCs, be retrieved if the debtor filed for bankruptcy. Without

25. 11 U.S.C. §547(b).
26. 11 US.C. §546(e) and (f).
27. 11 US.C. §547(c)(2).
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the exemption for QFCs, the ability to retrieve this collateral would
have given AIG’s managers a strong incentive to file for bankruptcy
as its fortunes deteriorated. Because Goldman and other counter-
parties were exempt from the normal preference rules, making re-
covery of the collateral considerably less likely, AIG’s managers had
much less incentive to use bankruptcy.

Although the costs of the safe harbors for repos and derivatives
are considerable, they also bring some sizable benefits. The first is a
reduction of the incentives of repo and derivatives counterparties
to “run” as soon as the debtor’s financial condition is suspect, ac-
celerating a default or even causing a self-fulfilling expectation of
default that need not otherwise occur. Even with the safe-harbor
protection afforded by current law, QFC counterparties have dem-
onstrated a tendency to run from a weakening debtor. This was the
case with the failures of Bear Stearns and Lehman.?® Absent the
stay exemption, counterparties would have an added incentive to
pull out at the first sign of trouble, lest their contracts with the
debtor be tied up in a bankruptcy or other failure-resolution pro-
cess. By giving counterparties greater flexibility to exit even after
the debtor files for bankruptcy, a safe harbor for QFCs is likely to
reduce the counterparties’ incentives to run on the eve of bank-
ruptcy. It is important to recognize that runs are not always unde-
sirable. If a firm is insolvent and destined to fail, early intervention
is likely to be preferable to delay, particularly if it reduces insolvency
costs. In this context, a run can be seen as beneficial monitoring.

28. See Anton Valukas, “Lehman Brothers Holdings Inc. Chapter 11 Proceed-
ings Examiner’s Report,” Volume 4, http://lehmanreport.jenner.com (2010); Duffie,
How Big Banks Fail (supra n. 21); and Copeland, Duffie, Martin, & McLaughlin,
“Policy Issues in the Design of Tri-Party Repo Markets” (supra n. 23). We note that
derivatives contracts with a weakening counterparty can often be exited via nova-
tion to a new counterparty. A market participant could refuse to become the new
counterparty, given the associated exposure to the failing original party.
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But if the debtor is solvent, or if sudden exit will produce destruc-
tive systemic consequences, runs are undesirable. The exemption
from the stay (and preference law) may make these undesirable runs
less likely.

A second benefit of the safe harbor is that it increases the ability
of a firm to rely on critical hedges. Dealer banks and certain other
large financial institutions make effective use of high-volume and
complex dynamic hedging strategies involving derivatives and re-
pos. The imposition of an automatic stay, in the event that a fi-
nancial institution’s counterparty undergoes some form of failure
resolution, could significantly impair the risk management of the
financial institution or even destabilize it. Under a stay, derivatives
and repos with the debtor would be in limbo until the debtor de-
cides which contracts to assume and which to reject. This form of
destabilization entails financial distress costs for the firm itself and
additional costs to the economy at large if the firm is systemically
important.

To consider this effect, suppose that a firm has a hedging transac-
tion with a failing debtor. A stay might place the hedge in a precari-
ous condition. Most obviously, a stay would allow the debtor to
reject a hedging QFC whose gains had already offset losses for the
counterparty. The very purpose of a hedge is to lower distress costs.
A rejected QFC could therefore cause the counterparty to immedi-
ately experience distress costs. Further, the failed debtor’s counter-
party might be reluctant or unable to obtain a replacement hedge
before it knows whether the debtor intends to assume the existing
hedge. If a new “replacement” hedge is put in place and if it eventu-
ally turns out that the original hedge is assumed by the debtor, the
combined effect of double hedging is about as risky as having no
hedge at all. Conversely, if a new hedge is not taken, the counter-
party might find itself unhedged if the debtor decides to reject the
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contract. To be sure, a counterparty could sometimes predict that
a contract—such as an out-of-the-money swap—is likely to be re-
jected. But it often could not be certain, especially if market values
were volatile. An exemption from the stay clarifies this situation,
thus reducing risk. This lowers the potential distress costs of counter-
parties to the debtor, and for the same reason may lower systemic
risk. Conversely, as we have already argued, an unlimited automatic
stay on QFCs would likely lower the sheer volume of OTC deriva-
tives and repos that are used in practice, eliminating much of
the benefit of the improved performance of QFCs at failure that the
safe harbor allows. Because of the safe harbor, counterparties ter-
minated roughly 700,000 of Lehman’s derivatives when it filed for
bankruptcy. As explained by Summe in chapter 4, these termina-
tions were processed without significant systemic knock-on ef-
fects. Similarly, Lehman’s safe-harbored repos terminated as they
matured with only moderate counterparty default losses. In the
event that a debtor cannot perform at maturity, the repo counter-
party is protected by its safe-harbored ability to liquidate its
collateral.

Finally, safe harbors from stays reduce the risk of costly delivery
gridlocks in securities markets that could otherwise occur at the
failure of one or more systemically important financial institutions.
Suppose, for example, that a failing debtor could limit access by its
repo counterparties to collateralizing securities. If those securities
are “trapped” in a stay, they cannot be used for the planned purposes
of the repo counterparties. These planned uses include commit-
ments to settle new securities transactions and to return securities to
the counterparties of other repo agreements. It is not unusual, for
example, for the outstanding quantity of commitments to deliver a
particular on-the-run issue of U.S. Treasury notes to be several times
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the total outstanding issue size because of the chains of repos and
other forms of pledges that are often made of the same securities.
A similar argument applies to securities lending agreements. In the
absence of a stay, securities deliveries that are facilitated by repos and
securities lending agreements can continue unimpeded by the failure
of the debtor. To be sure, it can be argued that common knowledge
of the existence of a potential stay on repos and securities lending
agreements would change market practice in a way that reduces the
quantity of such “fragile daisy chains” of delivery commitments, thus
lowering concerns about significant delivery gridlocks. While this
argument has merit, the ability to use QFCs to freely pledge and re-
pledge securities generally promotes market efficiency. Indeed, cen-
tral banks rely heavily on repos to promote market liquidity and to
implement monetary policy. Further, as evidence of the systemic im-
portance of the reliability of repo settlements, the U.S. securities in-
dustry has recently introduced a penalty for any failure to deliver
Treasuries under a repo agreement, in order to lower the potential for
costly settlement gridlocks and systemic risk.?’ This failure penalty is
slated to be extended to other heavily traded fixed-income securities.
Tightness in the easily found supply of a given type of security
reduces the likelihood that speculators and hedgers will be able to

29. See Treasuries Markets Practices Group, “Frequently Asked Questions:
TMPG Fails Charge,” September 23, 2011, where the TMPG writes: “Why does the
TMPG recommend a financial charge on settlement fails? Persistent elevated fail
levels create market inefficiencies, increase credit risk for market participants and
heighten overall systemic risk. In higher rate environments, the time value of money
that is lost when delivery is not made as contracted provides an incentive to sellers
to deliver bonds as agreed. Given that this incentive is smaller in low short-term rate
environments, sellers are less sensitive to the timeliness of delivery. The TMPG
recommends a financial charge to provide an incentive to sellers to deliver securities
in a timely fashion and to therefore reduce overall fail levels.”
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quickly and efficiently locate these securities for useful investment
purposes.’® The more liquid and active the type of security, the
greater the social benefit of reliance on the unimpeded return of
repo collateral. U.S. Treasuries are at the top of the list because of
the size, efficient infrastructure, and “safe-haven” status of the cash
and repo markets for treasuries. Thus, a discussion of the cost
benefit trade-off of automatic stays in repos could lead to safe-harbor
policies that make a distinction among repos and securities lending
agreements that is based on the importance of liquidity in the mar-
ket for the underlying securities.

SAFE HARBORS FOR FINANCIAL
MARKET UTILITIES

We turn now to a consideration of the special costs and benefits
of stays on financial market utilities for QFCs, such as repo clearing
banks and OTC derivatives central counterparties (CCPDs).

A CCP, also known as a “clearinghouse,” is a form of “financial
market utility.”! By “clearing” a derivatives contract, a CCP be-
comes the counterparty to each of the two original participants in
the contract. That is, the CCP becomes the seller to each buyer,
and the buyer to each seller. The main purpose of clearing is to insu-
late the original counterparties from counterparty default risk. The
Dodd-Frank Act requires, with some exceptions, the central clearing
of “standard” derivatives.”” Roughly speaking, a “standard” derivative

30. See D. Duffie, N. Garleanu & L. H. Pedersen, Securities Lending, Shorting, and
Pricing, 66]. Finan. Econ. 307-339 (2002).

31. See Dodd-Frank § 803(6) (defining financial market utility).

32. Under Dodd-Frank § 723, the CFTC and SEC are instructed to review swaps
and to determine which must be cleared. Exemptions will apply to certain market
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is one that is sufficiently liquidly traded to be safely and efficiently
cleared. Once the Commodity Futures Trading Commission (CFTC)
and the Securities and Exchange Commission (SEC) interpret and
implement this clearing requirement, some CCPs are expected to
be extremely large holders of derivatives and to have large bilateral
positions with essentially all major market participants. As a result,
the question of whether and how stays should apply to a clearing-
house is now a crucial part of the equation.

Analogously, a single triparty repo clearing bank such as JPMor-
gan Chase and Bank of New York Mellon can have an intraday book
of repo positions representing a significant fraction of the entire stock
of important classes of fixed-income securities. Although ongoing re-
form of the triparty repo market has made some progress, significant
systemic-risk concerns remain.*> The goal for lowering the participa-
tion of clearing banks as intraday lenders to large dealer banks has not
yet been reached. The ability to handle the default of a large dealer
bank is uncertain. Other central repo-market utilities include the
Fixed Income Clearing Corporation, Euroclear, and Clearstream.

The clearing agreements between a dealer bank and a triparty
clearing bank are “securities contracts,” a safe-harbored form of
QFC. A standard bankruptcy stay on the QFCs of these sorts of

financial market utilities could trigger significant damage to the

participants and types of trades. The most important of the exemptions under con-
sideration is for foreign exchange derivatives. The U.S. Department of the Treasury
has yet to finalize its proposed exemption of foreign exchange derivatives. If ad-
opted, this exemption will apply to all requirements for “swaps” under the Com-
modities Exchange Act.

33. In its “Statement on the Release of the Tri-party Repo Infrastructure Reform
Task Force’s Final Report,” February 15, 2012, the Federal Reserve Bank of New
York, the relevant primary regulator, states that “the amount of intraday credit pro-
vided by clearing banks has not yet been meaningfully reduced, and therefore, the
systemic risk associated with this market remains unchanged.”
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financial system. The situation could be compared to what might
have easily happened following the notorious events at the World
Trade Center in New York on September 11, 2001. As reported by
Jeff Ingber,** financial market utilities for repos, including the Gov-
ernment Securities Clearing Corporation and the two main clear
ing banks, JPMorgan Chase and Bank of New York Mellon, were
significantly incapacitated. Only extreme and highly discretionary
human efforts averted a catastrophic market gridlock in the delivery
of needed securities. Absent these efforts, many firms participating
in these markets might have collapsed. In the end, there were ap-
proximately 2,000 failures to deliver promised securities, valued at
about $96 billion.

Although a resolution authority could arrange for a failing debtor’s
repos or OTC derivatives to be “bridged to safety,” and the contracts
could be assumed in a bankruptcy, any uncertainty among market
participants about the resolve and ability to do so quickly and effec-
tively could lead to extreme and unsettling market behavior.

The applicability of the stay to financial market utilities is rele-
vant in two different contexts: (1) in the event that one or more of
the large counterparties to the central market utility default, and
(2) in the event that the financial market utility itself defaults.

We first consider the case of default by a member of a derivatives
clearinghouse. If such a debtor is put into resolution under Title II
of Dodd-Frank, the clearinghouse is protected from the effects of
resolution in several important respects. The receiver is explicitly
required to continue to honor the debtor’s margin and other obliga-
tions to the extent possible, for instance, and the CCP can termi-
nate the QFC or exercise its other contractual rights if the receiver

34. See Jeff Ingber, Resurrecting the Street: How U.S. Markets Prevailed after 9/11
(self-published, 2011).
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fails to do s0.®® The clearinghouse does, however, face one major
restriction: The CCP, like other counterparties, is subject to the
provision that delays the exercise of termination rights until 5:00 p.m.
on the day after the resolution is initiated.’® The clearinghouse
could insist on adequate margin during this period, but could not ter-
minate unless the receiver fails to provide it. If the failing member’s
derivatives are bridged by the FDIC, they remain “alive” and untermi-
nated, provided the CCP accepts the assignment to the bridge.’

Merely a short delay in the effective treatment of a failed clearing
member’s positions could be important in a setting of heightened
market uncertainty. Even unfounded suspicions that a large CCP
could be destabilized by its inability to quickly and efficiently termi-
nate or transfer the derivatives of a large failing member could lead
to extreme systemic risk. Under the current standards of the Com-
mittee on Payment and Settlement Systems and International Or-
ganization of Securities Commissions (CPSS-IOSCO), the default
management plan of a CCP is to be designed so as to safely handle
the failure of any two clearing members.*® Under this standard, there
is relatively low tolerance for unanticipated losses stemming from
multiple failures of clearing members.

In order to mitigate some of the risks of a delay that might be
induced by a stay, the CCP could, before the expiration of the stay,

35. Dodd-Frank § 210(c)(8)(G). In addition, if the receiver transfers a cleared de-
rivative, the clearinghouse is not required to accept the transferee as a member.
Dodd-Frank § 210(c)(9)(C).

36. Dodd-Frank § 210(c)(10)(B).

37. Dodd-Frank § 210(c)(9)(C) gives the CCP the right not to accept the assign-
ment.

38. See Principle 4 of Committee on Payment and Settlement Systems, Techni-
cal Committee of the International Organization of Securities Commissions, “Prin-
ciples for Financial Market Infrastructure,” April 2012, Bank for International
Settlements, http://www.bis.org/publ/cpss10la.pdf.
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begin to plan for the termination or redistribution of the derivatives
contracts that it holds with its failed member.”” For example, the
default management plan of ICE Trust, currently the largest CCP
for credit default swaps, is based on an auction in which surviving
members make bids and offers for the failed member’s contracts.
The auction could be conducted after one day has passed, if the
FDIC has done nothing by then. The CCP could potentially call
off the auction if the FDIC has assigned the derivatives to a bridge
institution. Presuming no legal impediment, the CCP could even
hold such an auction during the stay period, but with the stipula-
tion that the executions of the auction trades are contingent on the
expiration of the stay without an assignment action by the FDIC.
Because the FDIC “stay” is a restriction on termination rather than
a true stay, a contingent auction seems unlikely to violate the Dodd-
Frank resolution rules. Conveniently, the FDIC is required to treat
each failing member’s derivatives positions with the CCP in an all-
or-none fashion.

Clearinghouses are subject to the same rules as other parties with
respect to QFCs in bankruptcy. Because of the safe harbors from the
stay and from bankruptcy’s anti—ipso facto provisions, the clearing-
house could immediately terminate the derivatives (as long as it
does so relatively promptly) and hold or sell any collateral of a

39. Some CCPs manage the failure of a clearing member through termination
settlement of the positions of the failing member rather than redistribution of the
“live” positions to surviving members. Termination, however, implies that nonde-
faulting members who suffer unexpected and involuntary termination of their posi-
tions may suddenly be left without needed hedges. This could be destabilizing. For an
auction-based approach that also allows for potential “haircuts” of nondefaulted
cleared derivatives positions, see CDS Default Management Working Group, “Prin-
ciples and Suggested Best Practices for Managing a Defaulted Clearing Member’s
Remaining Portfolio and a Shortfall in Available Funds,” New York, January 14, 2011.
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clearing member who has filed for bankruptcy.® For example, the
CME clearinghouse liquidated its exchange-traded derivatives posi-
tions with Lehman rapidly, although not entirely without contro-
versy.!! The clearinghouse could not, however, unilaterally insist on
margin adjustments. The exemptions from the stay and related pro-
visions cover only the “exercise of any contractual right . . . to cause
the liquidation, termination, or acceleration” of QFC agreements,
“or to offset or net out any termination values or payment amounts.”#
The clearinghouse would therefore need to seek court approval of
any requests for new margin. The clearinghouse also would be stayed
from any efforts to collect any uncollateralized obligations that re-
mained after netting and the disposition of its collateral.

The second possibility is that a clearinghouse itself, rather than
one of its members, becomes financially distressed. Here, although
the formal rules are similar, different factors may come into play. We
start with the Dodd-Frank resolution rules. Although the statutory
analysis is quite complex, CCPs appear to be subject to resolution
under Title II if regulators make the appropriate determinations.*

40. In the Lehman case, the bankruptcy judge ruled from the bench that coun-
terparties who delayed termination until months after bankruptcy was filed had
waived their right to invoke the safe harbor from the automatic stay. In re Lehman
Brothers, Inc., Case No. 08-13555 (JMP), Transcript [Dkt No. 5261], at 101-13
(Bankr. S.DN.Y. Sept. 17, 2009). The ruling was appealed, but the parties later
settled.

41. See Valukas, Lehman Examiner’s Report (supra n. 28).

42. See, e.g., 11 U.S.C. §560 (swaps).

43. At first glance, it appears that CCPs are not subject to Title 1I resolution be-
cause they are explicitly excluded from the definition of “nonbank financial com-
pany” in Title [. Dodd-Frank § 102(a)(4)(B) (defining nonbank financial company).
But (perhaps surprisingly) exclusion from Title I does not prevent a company from
being subject to the resolution rules in Title II. Although large bank holding compa-
nies and nonbank financial companies that are designated as systemically important
under Title [ are the most obvious candidates for Title II resolution in the event of
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As with the resolution of other financial companies, margin and
other obligations presumably would continue to apply if a CCP
were taken over under Title II. Counterparties would be subject to
the one-plus day delay in exercising their termination rights.** In
contrast, if a clearinghouse files for bankruptcy, counterparties of
the clearinghouse would be permitted to terminate their contracts
and take other steps to collect what they are owed by the CCP, as
discussed earlier. Counterparties would, however, be required to seek
court approval before taking any other actions, such as efforts to
collect any uncollateralized obligations that remain after terminat-
ing a contract.

Although the formal rules are similar, the failure of a clearinghouse
could pose particularly difficult issues for the resolution process.
The danger of a run on a troubled clearinghouse exists because
the first counterparties to terminate their contracts would likely
be paid in full, whereas those that delay might be appreciably more
exposed.®

The danger of a run on a CCP might be exacerbated by “interop-
erability” among CCPs, by which market participants have the op-

financial distress, the resolution rules are not limited to these firms. For the purposes
of Title II, “any company that is predominantly engaged in activities that the [Fed-
eral Reserve] has determined are financial in nature” can be subject to resolution if
its failure could cause systemic harm and the other requirements for invoking the
resolution rules are met. See Dodd-Frank § 201(a)(11)(B)(iii) (definition of “financial
company” potentially subject to Title II); Dodd-Frank §203(b) (requirements for
triggering resolution). It is not clear whether Congress contemplated Title II resolu-
tion of CCPs, which are subject to special treatment in Title VIII (including desig-
nation as systemically important under Dodd-Frank §804), but they do appear to
qualify.

44. Dodd-Frank § 210(C)(10)(B).

45. This is one of the points made in Julia Lees Allen, Note, Derivatives Clearing-
houses and Systemic Risk: A Bankruptcy and Dodd-Frank Analysis, 64 Stan. L. Rev.
(forthcoming 2012).
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tion to clear a given derivatives contract in any of a set of related
CCPs. Interoperability allows two market participants to enter a
trade with each other and then clear the trade with two different
CCPs. In this case, the two interoperating CCPs would have a
master clearing agreement that, in effect, allows them to share
collateral posted by their respective clearing members.*® Given the
requirement to clear, the absence of interoperating CCPs to whom
clearing members can quickly “port” their positions could thus limit
the potential for a run. Alternatively, with a stay, a run could be
stopped once the failure resolution process or bankruptcy is initiated.
Currently, there are no interoperability agreements among CCPs for
over-the-counter derivatives.

At present, and probably for at least a few more years, ].P. Mor-
gan, Bank of America, Goldman Sachs, Citibank, and Morgan
Stanley hold a greater volume of derivatives, and far more complex
derivatives, than most or all CCPs. The challenge faced by the
FDIC in resolving the derivatives of a major dealer is thus currently
greater than that for any CCP. This is also so because the legal and
financial complexity of safely disentangling the QFCs from a failing
financial firm would be much greater for a large global dealer bank
than for a specialized central market utility such as a CCP. The
concept behind the “living wills” provision of Dodd-Frank may
help eventually, but the actual ability to safely handle the QFCs of
a large dealer bank under a failure-resolution plan currently lags the
concept, as emphasized by Summe in chapter 4. The number of enti-
ties that have OTC derivatives with a large dealer bank is enormous
in comparison with that for a CCP.

46. See ]. Maegerle & T. Nellen, “Interoperability between Central Counterpar-
ties,” Working Paper, Swiss National Bank, 2011.
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REPOS: OUR JOINT POLICY
CONCLUSION

Although the two of us tend to give somewhat different weights to
the costs and benefits that we have described, we agree that these
are the most important factors in assessing the usefulness of safe
harbors. We also agree on one major piece of the puzzle: the basic
treatment of repos. In our view, this treatment turns on the distinc-
tion between repos that are collateralized by highly liquid securi-
ties, on the one hand, and repos that are collateralized by less-liquid
kinds of assets, on the other.

The value of a failing debtor’s estate is not significantly enhanced
by the ability to stay a repo counterparty’s access to liquid collateral-
izing securities, such as Treasuries. Stays are designed to enhance the
value of a debtor’s estate through continued access to the sorts of
assets or services that are critical either to ongoing business opera-
tions or to lowering frictional liquidation costs. Access to marketable
securities might give the debtor a source of liquidity, which is of
course essential for a financial institution, but this is the purpose of
debtor-in-possession (DIP) financing. Indeed, if the failed debtor
needs certain liquid securities, they can by definition be purchased
quickly and at low transactional costs using DIP financing. Although
DIP financing is not a perfect substitute for continued access to the
securities since it must be bargained for and then approved by a
court, a repo counterparty could not be forced to continue to lend to
the debtor, even without a safe harbor. Under current bankruptcy law,
lending contracts are automatically terminated when the debtor files
for bankruptcy, and a promise to make a loan (defined as a “financial
accommodation”) cannot be enforced by the debtor4” A court would

47. 11 U.S.C. §365(c)(2).
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therefore be likely to lift the stay and to permit a party that is secured
by liquid assets to sell the assets, or at the least to require that the
secured party be fully protected.*® Because liquid marketable securi-
ties are by definition easily converted to cash, and vice versa, there is
no reason to delay a counterparty’s access to them.

In summary, the more liquid the market is for a class of securities,
the greater the expected efficiency gain of that market’s continued
reliance for liquidity on repo and securities lending safe harbors,
and the lower is the likely benefit to failing debtors of a potential
stay on QFCs backed by that class of securities. Because of this, one
of us and our colleague Thomas Jackson conclude that repos of lig-
uid securities should be deemed to be breached upon the bank-
ruptcy of a debtor, giving counterparties immediate access to the
pledged securities.* This is effectively the treatment afforded by a
QFC safe harbor. We both agree with this conclusion, which is also
reflected in the proposed Chapter 14 special bankruptcy provisions
of Thomas Jackson (chapter 2).

A similar analysis would apply to the application of ordinary pref-
erence law to repos. In theory, payments or adjustments to a repo
during the 90 days before bankruptcy would be subject to attack by
the debtor or a trustee in bankruptcy as preferences. In practice, the
danger to a repo counterparty of being forced to disgorge prebank-
ruptcy payments or adjustments is limited. As long as the repo secu-
rities are worth more than the price at which the debtor is obligated
to buy them back, any transfers by the debtor to a repo buyer would
be protected. Payments to a fully secured creditor are not treated as
preferential. This is based on the theory that the creditor would be

48. 11 U.S.C. §362(d)(1) (providing relief from the stay “for cause,” including a
lack of adequate protection).
49. Skeel & Jackson, Transaction Consistency and the New Finance in Bankruptcy

(supran. 7).
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paid in full even if no payments were made prior to bankruptcy, and
thus is not being “preferred.”® Repo buyers are essentially fully se-
cured creditors. In other work, Skeel and Jackson have advocated
that bankruptcy’s “two-point net improvement” rule be applied to
repos and derivatives, in order to remove any lingering uncertainty.’!
Under this rule, which is currently used for loans collateralized by
inventory or accounts receivable, the counterparty would be pro-
tected as long as it was no more fully protected as of bankruptcy
than it was 90 days before bankruptcy (or at the time the loan was
made, if it was made less than 90 days before bankruptcy).”” The
same principle could be extended to repos. In our view, it makes
sense to provide this protection to all repos, even those that involve
relatively illiquid collateral.

To some extent, the safe-harbor treatment (for most purposes)
of repos collateralized by liquid marketable securities, as opposed to
less-liquid assets, is reflected in the current Bankruptcy Code, which
does not treat certain “less liquid” forms of repos as qualifying for
the safe harbor. Under the original definition, as adopted in 1984,
only repos collateralized by Treasury bills and other cashlike securi-
ties were protected by the safe harbor. In 2005, the definition of
repurchase agreements under § 101 of the Bankruptcy Code was ex-
panded to include repos involving “mortgage related securities” as
well as “mortgage loans” and “interests in mortgage related securities
or mortgage loans.”® The mortgage-related securities that were added
to the definition in 2005 are often comparatively illiquid, as the

50. The secured creditor therefore does not receive “more than” it would have
received absent the transfer, which means that 11 U.S.C. § 547(b)(5) is not met.

51. Skeel & Jackson, Transaction Consistency and the New Finance in Bankruptcy
(supran. 7).

52. 11 U.S.C. §547(c)(5).

53. 11 U.S.C. § 101(47) (defining “repurchase agreement”).
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fallout from the 2008 financial crisis has made clear. The safe har-
bor further extends, under § 741 of the Bankruptcy Code, to a range
of transactions known as “securities contracts” that effectively cover
most of the remaining forms of secured lending currently conducted
by dealer banks and clearing banks. We believe that this historical
expansion of the repo safe harbor to include repos collateralized by
less-liquid securities was probably excessive, at least from the view-
point of social costs.

DARRELL DUFFIE’S POLICY VIEW FOR
OTC DERIVATIVES STAYS

[ believe that the safe harbor should be eliminated for all uncleared
derivatives.** The transition to the loss of safe harbor for uncleared
derivatives should be delayed for several years from its announce-
ment in order to allow time for market participants to adjust their
balance sheets and risk-management methodologies to an environ-
ment that includes stays on these contracts. There should be a
comprehensive safe harbor for those derivatives that have been
cleared by a failed market participant (other than a CCP) under a
regulatory standard for clearing, such as Dodd-Frank in the United
States.

This separate treatment of cleared and uncleared derivatives
strikes a balance between costs and benefits, one that reaps the net
benefits of reliance on a safe harbor where they matter the most,
which is for large liquid classes of derivatives. This is basically the

54. The appropriate treatment of one important class of derivatives, foreign ex-
change (FX) derivatives, may depend on the pending decision of the U.S. Treasury
Department regarding the clearing and other requirements for FX derivatives.
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policy suggested by Tuckman,” who believes, however, that a CCP
is not an appropriate approach to clearing. This separated approach
to stay exemptions is only effective if a significant fraction of de-
rivatives is cleared, and if those derivatives are essentially the most
liquid. I think these conditions are likely to apply after some time
has passed. This policy has the probable side effect of encouraging
the use of clearing. While increased use of clearing could lower
systemic risk, it is too early to be confident of that.

For the case of a failed CCP, as opposed to a failed clearing mem-
ber, the cost-benefit trade-off for stay exemptions is more complex
and depends in part on the potential for a run on a CCP. It is rea-
sonable to suppose that the class of cleared derivatives largely coin-
cides with the class of derivatives that is legally required to be
cleared. If so, it would usually be illegal to run from a CCP to a
counterparty that is not a CCP. However, there could be a rush to
enter offsetting trades with a CCP before its failure. This would not
likely destabilize a CCP that handles margins prudently, although
it may lead to some disruption of related markets. After its failure,
a CCP would presumably have the right to suspend the clearing of
new trades, so a run via offsetting new trades could be stopped
without a stay. Overall, then, the damage caused by a run on a CCP
seems limited except perhaps in a situation involving interoperabil-
ity, as we have explained. In the absence of a stay, | would propose
a regulatory prohibition of the use of interoperability to novate de-
rivatives from one CCP to another after the failure of one of the two

CCPs, except as expressly permitted by the primary regulator of the
failed CCP.

55. See Bruce Tuckman, “Amending Safe Harbors to Reduce Systemic Risk in
OTC Derivatives Markets,” Working Paper, Center for Financial Stability, April 22,
2010.
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Aside from the effect of a run, one should consider the contagious
effect of the failure of a CCP on its clearing members, and how that
impact might be mitigated by a stay. By the very fact of its failure, a
CCP is unable to meet its obligations to its clearing members in a
timely fashion, whether or not there is a stay. How could a stay re-
duce the associated damage? Under the stay that would be accom-
panied by a Title II resolution of the CCP, the FDIC could use its
discretion to separate clearing members into three groups: (1) those
whose derivatives should be transferred (without recourse by the
transferee) to a reliable “bridge CCP” (2) those whose derivatives
should be allowed to terminate, be fractionally reduced, or be as-
signed to another clearing member under the normal contractual
default-management process of the CCP, and (3) those whose de-
rivatives should be rejected. If this discretion is used effectively by
the FDIC, the stay could be a powerful mitigant of systemic damage
caused by the failure of a CCP, including the total distress costs to
clearing members. The main disadvantages would be any inefficient
use of this power, and the effect of uncertainty among clearing mem-
bers regarding how the discretion of the FDIC would be applied.

Under the new Chapter 14 of the bankruptcy law proposed in
this volume, whether or not under a stay, a CCP that has filed for
bankruptcy could provide some cash liquidity to clearing members
against derivatives claims that are systemically important. This pro-
vision of liquidity would be subject to clawbacks described by Jack-
son, and could be funded through debtor-in-possession financing.
During the stay proposed by Jackson, the debtor could also decide
which clearing members would have their derivatives terminated
or reassigned as stipulated under the original derivatives contracts,
and which clearing members would have their derivatives rejected.

Absent a stay of derivatives with a failed CCP, the attempt to
contractually terminate or reassign the derivatives of the CCP,
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nearly all of them simultaneously, could lead to indiscriminant and
potentially uncontrollable damage to many clearing members. Con-
fusion and uncertainty could be heightened among clearing mem-
bers and more broadly. The contagion induced by an uncontrolled
unwind is unpredictable.

The situation faced by a failed CCP can be compared to the fail-
ure of a major dealer bank, several of which currently have vastly
more derivatives than any CCP, including more complex derivatives,
and with more counterparties. With Lehman’s bankruptcy, the
systemic damage caused by the unstayed treatment of its OTC de-
rivatives was manageable without heavy systemic damage, as ex-
plained by Summe in chapter 4, but this could in part be due to the
other resources available to Lehman’s estate. Given the absence of
a stay, for example, Lehman’s unsecured bond creditors offered a
substantial loss-absorbing buffer to the derivatives claimants that
would not be present for a failed CCP whose “waterfall” of margins,
default-guarantee funds, and capital have, by the definition of fail-
ure, been fully exhausted. That is, there are likely to be little or no
liquid resources available to a CCP once it has failed. The liquidity
support of the Federal Reserve provided under Title VIII of Dodd-
Frank is designed to offer cash loans collateralized by the noncash
resources of the CCP. It might be only after cash liquidity supplied
by the Fed has been exhausted that the CCP would fail (if it fails at
all) and any stay could begin.

A decision by a government to “bail out” a CCP, providing it
with new capital (as opposed to liquidity backed by the assets of the
CCP), could mitigate systemic damage either before or after its fail-
ure. Such a bailout, however, could not be relied upon, especially in
the prevailing political environment. In any case, reliance on this
form of support raises moral hazard. It is doubtful that the cost-
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benefit analysis of stays for failed CCPs should place much weight,
for policy purposes, on government bailouts.

Opverall, I believe that it is prudent, pending further analysis, to
allow a brief stay of the derivatives held by a failed CCP. The dura-
tion of the stay should be only long enough to allow the effective
exercise of the powers allowed under the stay, assuming the exis-
tence of an efficient infrastructure for this purpose. For example, the
stay duration of Chapter 14, three days, seems reasonable. Such a
stay, however, would be too brief to make effective use of the stays
absent effective information technology designed for the purpose of
quickly exercising the powers allowed by the stay.

DAVID SKEEL’S POLICY VIEW

Although I prefer a short, across-the-board stay on derivatives in
bankruptcy, as I detail in the discussion that follows, I quite like
Darrell Duffie’s proposal for a stay on uncleared derivatives. Such a
stay would reach the derivatives that most need to be stayed; and as
he notes, the differential treatment of cleared and uncleared deriva-
tives would create at least a small additional incentive to use cleared
derivatives. | also agree that the change in bankruptcy treatment
should be phased in over time to minimize the disruption of shift-
ing to the new regime.

[ nevertheless believe that a short stay should be applied to all
derivatives, cleared as well as uncleared. To be sure, several of the
principal dangers of unstayed derivatives are most pronounced with
derivatives that are not cleared. The risk of fire sales may be greater,
for instance, since uncleared derivatives are more likely to be
collateralized by illiquid collateral. But the collateral of cleared
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derivatives may also be illiquid, and even seemingly liquid collateral
can also pose a risk of fire sales in the midst of a financial crisis.
Similarly, a stay on derivatives may only give managers an incentive
to file for bankruptcy rather than waiting for regulators to intervene
if it (and ordinary preference rules) applies to cleared derivatives,
since most dealers’ derivatives portfolios will include large amounts
of cleared derivatives.

Oddly enough, if Dodd-Frank achieves its objective of moving
a large majority of derivatives to CCPs, imposing a stay on cleared
derivatives may be more rather than less important. The likelihood
that a substantial portion of a dealer’s cleared derivatives will in-
volve illiquid and difficult-to-value collateral will be much higher if
there is a massive shift to clearing, for instance, and managers
would have little incentive to prepare for bankruptcy if most of
their derivatives portfolio consisted of cleared and therefore un-
stayed derivatives. To minimize disruption, I believe the stay should
be short—Thomas Jackson and I have advocated a three-day stay
elsewhere—but that it should apply to all derivatives. For similar
reasons, | also believe that it should apply to the clearing bank in
triparty repo arrangements. As Jackson and I have argued, the nega-
tive consequences of a short stay, and of generally applying the bank-
ruptcy rules that govern other kinds of contracts, are likely to be
much less significant than the derivatives industry fears.

If the stay did indeed include cleared derivatives, lawmakers would
need to decide whether it should apply to the CCP as well as the
debtor’s counterparties, or just to the counterparties. There is a plau-
sible argument for exempting the CCP from the stay. A three-day
stay would complicate a CCP’s margin calculations, since it would
need to require adequate margin not just for current values of the
derivative but also for potential changes in value up to three days
into the future. But a CCP’s margin calculations, under best prac-
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tice, already are supposed to be enough to cover not only the nor-
mal remargining period but also the period necessary to unwind the
position in a default scenario, which would take a few days.”® Thus,
a three-day stay would not significantly alter the CCP’s time hori-
zon. Similarly, CCPs would not be able to terminate and replace
derivatives instantly, even in the absence of a stay. It would take the
CCP a day or two to set up an auction to replace a debtor’s deriva-
tives positions. As long as the stay did not prevent the CCP from
making preparations for the auctions, conditioned on the debtor’s
nonassumption of the derivatives (and I would advocate that the
stay be defined to explicitly permit these kinds of preparations), I
believe the effect of a stay on the CCP would therefore be limited
enough to be manageable.

The failure of the CCP itself, rather than a dealer, would pose
somewhat different issues. Some of the main objectives of resolving
the financial failure of dealers and other firms do not apply in the
same way to a CCP. With other firms, the desire to preserve the
going-concern value of the business if it remains viable is an impor-
tant consideration. This factor seems less central with a CCP. Limit-
ing the potentially destructive effects of the inability to make good
on large numbers of derivatives is a much more pressing consider-
ation. In addition, it is not clear that the presence or absence of a stay
would affect the CCP’s managers’ incentives to file for bankruptcy to
nearly the same extent as with managers of a dealer or other firm.

The importance of a stay may depend on how many CCPs emerge,
and whether the failing CCP has a large presence in the market. If a
small CCP fails, the stay may not be essential. If a CCP of any size

56. See Committee on Payment and Settlement Systems, Technical Committee
of the International Organization of Securities Commissions, “Recommendations
for Central Counterparties” (supra n. 38).
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fails, by contrast, I think a stay would be essential, for the reasons
Duffie very persuasively details. Neither the FDIC nor a private de-
cision maker could effectively handle large numbers of derivatives
quickly enough to prevent systemic damage in the absence of the
stay. It seems likely that the market for CCPs will be sufficiently
concentrated as to warrant general application of a short stay to all
CCPs, as Duffie recommends. The prospect of a stay might bring
other benefits as well, such as encouraging derivatives users to make
at least some provision for the possibility of a CCP failure.”

Overall, I differ from Duffie only in my conclusion that the stay
should apply to both cleared and uncleared derivatives. I agree that
the duration of the stay should be limited, and that it should be
phased in over time. In my view, the imposition of a limited stay in
bankruptcy would go far toward plugging a major gap in the Dodd-
Frank reforms.

CONCLUDING REMARKS

After an extensive dialogue, and in part because of some conver-
gence caused by that dialogue, the respective policy views that we
have described are somewhat similar. To summarize, we both believe
that repos (and related QFCs such as securities lending agreements)
that are backed by liquid securities should be exempted from auto-
matic stays, or receive an effectively similar treatment. Repos backed
by illiquid assets, however, should not be given this safe harbor. We

57. Under the new Basel III capital rules, contracts that are centrally cleared are
given a zero risk rating. This could permit financial institutions to externalize some
of the costs of their risk taking to the CCP if the CCP does not charge its members
the full cost of the risks that are transferred. The prospect of a stay could offset this
effect to some extent.
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both believe that uncleared derivatives should be subject to auto-
matic stays. Skeel believes that stays should also apply to cleared
derivatives. Duffie favors an exemption of cleared derivatives from
stays, except in the case of a failure of a regulated central clearing
party. Both of us believe that the period of any stay on cleared OTC
derivatives should be only long enough for an efficient exercise of
the debtor’s rights under a stay, a few days at most.
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