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Resolution Authority
Cochrane outlines the advantages and disadvantages of a resolution authority.

e The advantages include allowing the government to place some of the costs of economic
failure on the failing firm without forcing it to go bankrupt.

e One cost of a resolution authority is that the systemic risks that regulators are concerned
with seems to be the fact that counterparties will lose money when a firm fails, which
would happen under resolution anyway.

e Asecond cost is that, since most people buy debt because they can seize assets in a
default, a resolution authority that is very tough on creditors may cause firms to issue
short term debt, which is less stable.

FDIC as Resolution Authority
Cochrane believes the FDIC is a useful model for a resolution authority.
e A resolution authority should have a clear frame of authority, just like the FDIC’s
authority applies only to banks.
¢ Institutions that fall within the purview of the resolution authority should have their
systemic activities limited, just like the FDIC limits the functions of banks it insures.
e A resolution authority should address a clearly defined systemic problem, but currently
the Administration’s proposal does not address the grounds of a systemic determination.

Bankruptcy
Cochrane believes that the systemic effects bankruptcy, a problem whose effects most regulators
fear, are largely resolvable technical problems.
e Cochrane believes that separating systemic brokerage from risk-taking can resolve the
problem of runs on brokerage businesses that Lehman and Bear Sterns both experienced.
e Recognizing that collateral still belongs to the investor in the event of a default can
resolve the problem of investors finding collateral tied up in foreign bankruptcy courts or
investors refusing to renew short term debt against good collateral.
¢ Money market funds should be able to trade at net asset value anytime the value falls
below $1, which would make their no incentive to run.
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