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raise significant privacy issues. Individual firms in trouble may be willing
to consent to such monitoring, given the prospect of later assistance should
the situation reach crisis proportions, but entire industries may not be able
to reach such a consensus. Protections and safeguards would be necessary
to allay fears regarding leaks and misuse of information. For example, a
firm might be entitled to opt out of the monitoring program but at a cost
of being estopped from requesting assistance at a later date.

Second, it would be impractical to monitor all firms and industries. Some
initial assessments will be necessary to determine those industries that should
be subject to monitoring. Heavily regulated industries, such as banks, are
already monitored, and the information learned as a result should be shared
with the agency established to consider bailouts. In addition to the heavily
regulated industries, other major industries with significant economic impact
might be designated for automatic monitoring. Input-output analysis would
assist in identifying likely candidates.?* Finally, some industries would be
monitored only after some triggering event suggesting economic problems
in the industry.

In addition to collecting information and monitoring financial conditions
in various industries, a separate division of the agency that I envision would
be asked to provide sophisticated economic cost-benefit assessment and
analysis of redistributive implications of proposed bailouts. In other words,
the agency would assess not only the net benefits in a Kaldor-Hicks sense,
but would also review the distribution of the costs and benefits to identify
winners and losers.?%

One existing prototype for this type of analysis is the Regulatory Impact
Analysis (RIA) required for every major rule proposed by executive agen-
cies.?% In an effort to maximize aggregate net benefits of regulatory action,?’
executive agencies must submit this analysis to the Director of the Office
of Management and Budget (OMB), who can require the agency to refrain
from publishing the analysis or proposed regulations until the agency

294. See supra notes 284-85 and accompanying text for discussion on identifying those
industries that are likely candidates for bailout in the event of extreme financial failure.
295. For an earlier discussion of redistributive theory, see supra notes 209-32 and accom-
panying text.
296. The RIA requirement was established by President Reagan in Exec. Order No. 12,291,
3 C.F.R. 127 (1982). A rule is considered major if it will result in
(1) [a]ln annual effect on the economy of $100 million or more; (2) [a] major
increase in costs or prices for consumers, individual industries, Federal, State or
local government agencies, or geographic regions; or (3) [s]ignificant adverse
effects on competition, employment, investment productivity, innovation, or on
the ability of United States based enterprises to compete with foreign-based
enterprises in domestic or export markets.
Id. § 1(b). One of the earliest models of this type of regulatory cost-benefit analysis is the
Environmental Impact Statement requirement enacted by the National Environmental Policy
Act of 1970, 42 U.S.C. §§ 4321-43709(a) (1971).
297. Exec. Order No. 12,291, supra note 296, at § 2(b)-(e).
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responds to and incorporates the Director’s views in the rulemaking file.?%
A regulatory action that is Kaldor-Hicks efficient generally will pass muster
under RIA review, but analysis of distributional effects is not technically
required.? In providing guidance to executive agencies preparing regulatory
impact analyses, OMB did address the issue of distributional effects, stating:

There is no generally accepted way to monetize (and thus incorporate
directly into the benefit-cost analysis) potential distributional effects.
However, policymakers may wish to take these effects into account.
Therefore, in situations where there are potentially important differences
between those who stand to gain and those who stand to lose under
alternative regulatory options, the RIA should identify these groups and
indicate the nature of the different effects.3®

Although my view is that greater emphasis should be placed on distri-
butional effects, the regulatory impact analysis required of executive agencies
by Executive Order 12,291 is a sophisticated approach to public policy that
should be extended to independent agency actions and to legislative pro-
posals. While recommending that such analysis should be applied to legis-
lative bailout proposals, I am mindful of the limitations of cost-benefit
analysis.

First, the obligation to perform such analysis can be burdensome and
those responsible may do a perfunctory job. Second, cost-benefit analysis
is far from a precise science and information can be manipulated to engineer
a particular outcome.?® Cost-benefit analysis was an important component
of conservative deregulation efforts and has been correctly criticized for
“‘compressing the issue of social regulation into an artificial set of restrictive
guidelines.’’32 Because benefits such as life, good health, and clean air were
difficult to value, they were often trivialized or ignored. Cost factors that

298. Id. § 3(f)(1). The Executive Order has come under attack for giving too much power
to the OMB aifd enabling the President to control public policy without sufficient public
debate. See infra notes 301, 312-15 and accompanying text.

299. The OMB concedes that ‘‘[a] strict regulatory decision framework designed to maximize
net benefits does not take such distributional effects into account. Rather, it is based on the
Kaldor-Hicks criterion.”’ REGULATORY PrRoGRAM: APRIL 1, 1990-Marce 31, 1991, supra note
223, at 39. For a critique of this aspect of Executive Order 12,291, see Grubb, Whittington,
and Humphries, The Ambiguities of Benefit-Cost Analysis: An Evaluation of Regulatory
Impact Analysis Under Executive Order 12,291, in ENVIRONMENTAL PoricY UNDER REAGAN’S
ExEcUTIVE ORDER: THE ROLE OF BENEFIT-COST ANALYSIS 124-25 (V. Smith ed. 1984); Sunstein,
Cost-Benefit Analysis and the Separation of Powers, 23 Ariz. L. Rev. 1267, 1272-73 (1981).

300. REGULATORY PROGRAM: APRIL 1, 1990-MARCH 31, 1991, supra note 223, at 39. Despite
this suggestion of sensitivity to distributional effects, Reagan-era regulatory policy has been
criticized by many for its redistributive policies. See, e.g., G. Eaps & M. FIxX, RELIEF OR
REFORM? REAGAN’S REGULATORY DiEMMA (1984).

301. For an in-depth analysis of the strengths and weaknesses of cost-benefit regulatory
analysis, see McGarity, Regulatory Analysis and Regulatory Reform, 65 Tex. L. Rev. 1243
(1987).

302. S. TorcHIN & M. ToLcHIN, DISMANTLING AMERICA: THE RUSH TO REGULATE 125 (1983).
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were easier to quantify often won out in the balance.?* The use of economics
in public policy decisions arguably has a dehumanizing effect.

While I am mindful of these concerns, they are less troublesome as
applied to bailouts. Although the line between economic and social regu-
lation is a fine one, bailout is more clearly in the nature of economic
regulation. Consequently, bailouts have serious economic and distributional
implications, and whatever the merits of a broader legislative adoption of
cost-benefit and distributional analysis, such analysis should be applied to
bailout proposals.®®

2. Structure and Location of a Monitoring Agency

A second issue crucial to the central monitoring and analysis function is
the proper structure and location of the monitoring entity or agency. One
possibility would be an agency within the Executive branch.?® If the mon-
itoring agency suggested here is established as a genuinely nonprogrammatic
agency without regulatory authority, the risk of agency capture by particular
industries should be low. On the other hand, industry awareness of the
agency’s policy recommendation authority may inspire lobbying efforts and
some small risk of agency capture.’® Although an executive agency is
unlikely to be a captive of industry, it might be captive of a particular
presidential administration if appointees served at the pleasure of the

303. Id. at 131-37.

304. Cost-benefit analysis may not be possible in emergency bailout situations. Early
monitoring of the type suggested should minimize this problem and provide greater time in
which to perform necessary economic analysis.

305. One existing example of such a largely nonprogrammatic executive agency is the Council
of Economic Advisors (CEA). The CEA was initially established in the Executive Office by
the Employment Act of 1946. Pub. L. No. 304, § 4, 60 Stat. 23 (codified at 15 U.S.C. §
1023). Its purposes are ‘‘to gather timely and authoritative information concerning economic
developments and economic trends, both current and prospective, to analyze and interpret
such informationf,] ... to appraise the various programs and activities of the Federal
Government[,] . . . and to make recommendations to the President.”” 15 U.S.C. § 1023(c)(2)-
(3). Each of these duties is to be performed in light of statutory policy to “‘promote full
employment and production, increased real income, balanced growth, a balanced Federal
budget, adequate productivity growth, proper attention to national priorities, achievement of
an improved trade balance . . . and reasonable price stability.”” 15 U.S.C. § 1021 (as amended
by the Full Employment and Balanced Growth Act of 1978, Pub. L. No. 95-523, 92 Stat.
1887). Another illustration is the Council on Environmental Quality (CEQ) established by the
National Environmental Policy Act of 1969, Pub. L. No. 91-190, § 202, 83 Stat. 852 (1970)
(codified at 42 U.S.C. § 4342). Both the CEA and the CEQ perform oversight functions in
connection with existing legislative programs and, in this respect, go beyond what I envision
as a crisis financial monitoring agency. Arguably, the jurisdiction of the CEA is already broad
enough to permit such monitoring.

306. For example, the Council of Economic Advisors is empowered to ‘‘constitute such
advisory committees and may consult with such representatives of industry, agriculture, labor,
consumers, State and local governments, and other groups, as it deems advisable.”” 15 U.S.C.
§ 1023(e)(1) (1991). The CEQ has similar authority. 42 U.S.C. § 4345 (1991).
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President. Information could be manipulated so as to tell the story the
President would like to have told, frustrating the agency’s fundamental
purpose.3%’

If the goal behind such a monitoring agency is to increase deliberativeness
and hence public-regarding legislation, it may be more sensible to locate
the agency in the legislative branch.3® One advantage to this approach would
be to clearly limit the functions of the agency to gathering information and
perhaps to making policy recommendations. Constitutional separation-of-
power constraints would prevent the agency from getting involved in much
more.*® Such an entity would be at lower risk of agency capture. However,
it would be subject to the vagaries of Congress. As noted previously,
information and statistics can easily be manipulated. As power shifted from
one party to another, a congressional monitoring agency may well be subject
to changing political pressures.

A third, and preferred, ailternative would be to set up an independent
monitoring agency that would report to Congress.>’® An independent agency
would not be subject to changing political pressures resulting from power

307. In fact, OMB?’s strict control over regulatory impact analysis review under Executive
Order 12,291 has come under severe attack for just this reason. See, e.g., Note, Executive
Orders 12,291 and 12,498: Usurpation of Legislative Power or Blueprint for Legislative Reform?
54 Geo. WasH. L. Rev. 512 (1987) (““[T)he administration has empowered the Office of
Management and Budget (OMB) to run a secretive and authoritarian regulatory program
founded upon Executive Order 12,291.”’). The presidential order gives OMB the power to
quash proposed regulations before they are exposed to public review or comment. See also
TorcHIN & TOLCHIN, supra note 302.

308. Several legislative proposals for regulatory reform along these lines have been proposed,
apparently with little success. For a discussion of several proposals, see Note, supra note 307,
at 516-21, 535-40. However, Congress did pass the Regulatory Flexibility Act, Pub. L. No.
96-354, § 3(a), 94 Stat. 1165 (1980) (codified at 5 U.S.C. §§ 601-611), requiring analysis of
the impact of regulation upon small business.

One example of a congressional agency is the Congressional Budget Office (CBO), established
by the Congressional Budget and Impoundment Control Act of 1974, Pub. L. No. 93-344, 88
Stat. 297. The CBO was established with ‘‘a specific mandate to assist House and Senate
Budget Committees, [and] . . . serves as a principal source of information on the budget and
on taxing and spending legislation.”” House CoMM. oN THE BUDGET, 97TH CONG., 2D SESs.,
THE CONGRESSIONAL BUDGET PROCESs: A GENERAL ExprLaNATION 7 (Comm. Print 1982).
Another illustration is the Congressional Research Service (CRS), established to provide
information and analysis on policy issues upon request from congressional members and staff.
The CRS was originally established as the Legislative Reference Service. Its name was changed
and it functions greatly expanded by the Legislative Reorganization Act of 1970, Pub. L. No.
91-510, § 321, 84 Stat. 1140. Another possible congressional home for the proposed monitoring
function would be the Joint Economic Committee.

309. Under the appointments clause of article II, section 2, clause 2 of the Constitution,
Congress has the power to appoint officers to perform internal legislative functions but cannot
appoint officers to perform external enforcement or other functions. The landmark case on
point is Buckley v. Valeo, 424 U.S. 1 (1976).

310. To some extent, the General Accounting Office (GAQ) has already evolved into such
a role for Congress. For a good discussion of the evolution of the GAO from an auditing
agency to an agency actively involved in program review and policy studies for Congress, see
F. MOSHER, A TALE OF TW0 AGENCIES: A COMPARATIVE ANALYSIS OF THE GENERAL ACCOUNTING
OFFICE AND THE OFFICE OF MANAGEMENT AND BUDGET 136-63 (1984).
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shifts in Congress. Moreover, since the task of assessing distributional effects
of bailout proposals is complex; an independent agency may be the better
place for sophisticated economists and other professionals to work unhin-
dered by the day-to-day concerns of congressional politics. Under this
scheme, Congress would retain ultimate policy control over legislative bail-
outs; the independent agency would simply provide financial monitoring
and work with Congress to provide assessment of economic and distribu-
tional effects.

Whatever its location within the government, Congress should establish
a central agency responsible for monitoring threatened enterprise failure
and assessing bailout requests. The assessment function of this agency should
be minimal. If information is collected, policy options considered, and
corrective measures implemented before problems reach crisis stage, there
will be no need to consider bailout.

3. Congressional Committee Structure

One specific deliberative reform that would improve the quality of the
bailout debate involves a change in internal congressional structure. While
it is sensible for bailout legislation to be considered by the House or Senate
committee that has jurisdiction over the particular industry at risk, there
should also be a special enterprise failure committee that considers the
general redistributional and other economic effects of the bailout provided
by the agency described above. Given the massive public expenditures
involved, such legislation merits specialized treatment in the House and
Senate committee structure. At a minimum, the specialized committees
should have available to them a staff of experts on such redistributional
and economic implications. Jurisdiction of the enterprise failure committee
need not be limited to consideration of bailouts. It could be expanded to
include all measures designed to deal with economic failures, including
bankruptcy and other related matters.

4. Deliberative Reforms
a. Exposing Hidden Bailouts
When a bailout is achieved through indirect or covert means,*"! oppor-
tunity for public awareness and debate is necessarily limited. At a minimum,

covert bailouts should be exposed to the light of public scrutiny. Agencies
that provide special breaks to particular firms or industries in order to

311. See supra notes 67-89 and accompanying text for numerous illustrations of hidden
bailouts.
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prevent economic hardship from threatening their viability should be re-
quired to report this information to Congress or otherwise provide an
opportunity for public dialogue. Agencies should be clear about the extent
to which enterprise failure concerns were involved in mixed-motive bailouts.

When hidden bailouts are granted, the record may not be explicit about
the intended beneficiary of the special relief. Sometimes the relief will be
drafted broadly in order to obscure the identity of the intended beneficiary.
These are dangerous tendencies for several reasons. First, when subsidies
are hidden and buried in larger pieces of complex legislation, opportunity
for debate is limited. Those who might be opposed to a bailout may not
even see the special provision as part of the larger bailout phenomenon.
Second, when legislators draft provisions so as to mask the identity of the
beneficiary, the special relief may be made broader than necessary to provide
the assistance intended, costing the taxpayers more than they would other-
wise spend. Third, the cost to the government of covert bailouts may be
hidden and thus not adequately considered.’? In addition, the costs of
certain types of covert bailouts will be difficult to estimate. These tendencies
suggest that covert forms of bailout should be used only rarely, if ever.

Covert bailouts are particularly inappropriate in the case of firm-specific
failures. Providing special relief from tax or other regulatory requirements
to specific firms raises serious issues of horizontal equity. Providing a
benefit to one entire industry and not to another can raise serious questions
of horizontal equity as well. This is particularly so with special tax breaks.
Providing a special tax break to one sector of the economy and not to
others is discriminatory.

When the covert bailout takes the form of relief from burdensome
regulation, some of the equity concerns are eliminated. For example, if the
entire automobile manufacturing industry was threatened with economic
failure, the government might respond by delaying the effective date of a
change in emissions standards that would be particularly costly to implement.
Since these regulations only applied to the auto industry, relief to the entire
industry in this form would not raise issues of discrimination. However,
many regulations, such as emissions standards and safety regulations, are
promulgated to protect the environment and the public; some may be too

312. Stanley Surrey, Assistant Treasury Secretary for Tax Policy from 1967 through 1969,
first pointed out that certain tax deductions and special breaks were actually government
expenditures that should be reflected in the budget and considered by appropriate congressional
budget committees. See, e.g., S. SURREY, PATHWAYS TO Tax REFORM: THE CONCEPT OF TAX
EXPENDITURES (1973). A tax expenditure budget is now routinely prepared by the Treasury
Department. The covert bailout provided through special tax breaks reflects a subset of the
broader tax expenditure issue. The tax expenditure budget includes many items that would not
be considered bailouts, however. Thus, covert bailouts risk being hidden within the tax
expenditure budget. Moreover, other forms of covert bailouts, such as relief from regulation
or trade restrictions, may not be included in the budget at all.
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important to compromise, even temporarily. Thus, if assistance to the
industry is necessary, it should take a more direct form.

b. Greater Oversight of Major Regulatory Bailouts

Many regulatory bailouts are provided overtly under explicit legislative
authority. Congress has given banking regulators discretionary authority to
bail out banks with no oversight, reporting requirements, or procedural
safeguards.?® Prior to recent statutory changes, the essentiality finding
necessary to free the FDIC of cost restrictions could be made by the FDIC
Board alone without any hearings or public dialogue. New provisions require
a joint recommendation of the FDIC Board and the Federal Reserve Board
with ultimate decision-making authority resting with the Treasury secretary
and the President," but there is still no opportunity for hearings or public
dialogue. Serious tensions surely accompany issues of agency discretion and
congressional oversight. On the one hand, agencies are thought to be better
able to deal with complex policy problems given their high levels of
expertise.3’’ Another argument in favor of delegating substantial authority
to agencies is the depolitization of the policy review process.’’® On the other
hand, agencies insulated from legislative and judicial oversight arguably are
prone to capture by special interests and just as inclined to politics as other
government branches.?'” Providing significant discretion to agencies insulated
from congressional and public review is antidemocratic and displays a serious
mistrust of the democratic process.’’® A strong case can be made that
Congress should reassert its control and revive the nondelegation ap-
proach.3” This is not to suggest that Congress needs to concern itself with

313. See supra notes 118-26 and accompanying text.

314. See supra notes 125-26 and accompanying text.

315. Bruce Ackerman and William Hassler describe this approach as the “New Deal’’ ideal.
The New Deal response to complex policy issues was to delegate to agencies. The three elements
to this New Deal answer identified by Ackerman and Hassler are: (1) the ‘‘affirmation of
expertise,’”* (2) ‘‘agency insulation from central political control,’”” and (3) agency insulation
from judicial review. B. ACKERMAN & W. Hasster, CLEAN CoAL/DIRTY AIR 4-6 (1981). But
see Aranson, Gellhorn & Robinson, 4 Theory of Legislative Delegation, 68 CorNELL L. Rev.
1, 23-24 (1982) (critizing this explanation for delegation on the grounds that agency heads do
not necessarily have greater expertise and that the Constitution assigns determination of
normative standards to Congress).

316. For a description and critique of this argument, see Aronson, Gellhorn & Robinson,
supra note 315, at 24-26.

317. B. ACKERMAN & W. HASSLER, supra note 315, at 7; Aranson, Gellhorn & Robinson,
supra note 315, at 26.

318. Recent changes transferring ultimate bank bailout authority to the Executive branch
are arguably more democratic because the President (unlike the FDIC Board) is popularly
elected.

319. One of the most thoughtful and developed proposals for renewing the nondelegation
doctrine appears in Aranson, Gellhorn & Robinson, supra note 315. For another thorough
analysis of delegation issues, see Stewart, The Reformation of American Administrative Law,
88 Harv. L. Rev. 1667 (1975).
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every detail of designing and implementing public policy.??® Congress should
be more involved, however, in making fundamental policy choices. Major
bailouts represent fundamental policy decisions in which Congress should
play a greater role.

In the bailout setting, I am mindful of the need for quick response to
emergency situations. Irvine Sprague, past Chairman and member of the
FDIC Board forcefully argues that banking regulators are the experts best
suited to deal with complex bank failures. The FDIC, he argues, needs
authority to act quickly under emergency circumstances, and greater con-
gressional involvement in the process would hinder effective responses to
bank failure.?? Even in emergency situations, however, there should be a
formal requirement for the FDIC, the Federal Reserve, and the Treasury
Department to report their actions and the reasons for those actions to the
appropriate congressional committees.

In other situations, advance reporting should be required. Congress should
be given a limited opportunity to state its objections. One possible model
for such a rule is the Bank Holding Company Act*? under which the FDIC
can approve emergency mergers to be consummated immediately. Other
mergers require a waiting period during which the Attorney General and
the other banking agencies are notified and presumably have an opportunity
to state their objections and negotiate a different solution.?

IV. STRUCTURING AND FUNDING THE Barmwout

Given the presumption against bailouts and the high standard required
to overcome it, bailouts should be reasonably infrequent. However, once
other private assistance methods have failed and Congress or other govern-
ment officials decide to intervene, the bailout arrangement itself must be
structured. It should already be clear that many alternative methods for
achieving a bailout are available. As argued earlier, covert forms of bailout
pose special dangers and should be avoided.?® Once the decision is made
to provide a more overt bailout, numerous options still are available. Given
the different types of bailouts and the possible variations in terms within

320. In fact, Ackerman and Hassler use the congressional mandate to EPA requiring
scrubbing technology in the coal industry to illustrate the dangers of a congressional ‘‘agency-
forcing” statute that limits the terms of an important policy debate. B. ACKERMAN & W.
HASSLER] supra note 315.

321. I. SPRAGUE, supra note 123, at 264 (‘‘Changing the law to bring the administration or
Congress into the picture would destroy its utility.”).

322. 12 U.S.C. § 1828.

323. Id. § 1828(c)(6).

324. For a description of hidden bailouts, see supra notes 66-68 and accompanying text.
For a discussion of the dangers of hidden bailouts, see supra notes 311-13 and accompanying
text.
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each of the types, difficult policy decisions remain at this next step in the
process. This Part will first consider the choice of the proper bailout
technique and, second, the proper method of funding and distributing
bailout costs in those cases where the decision is made to provide a public
bailout.

A. Structuring the Bailout
1. Government Involvement in Management

The most extreme form of overt bailout and government intervention in
management is creation of a public enterprise or nationalization. While such
extreme government intervention has been common elsewhere in the world,
nationalization has not been used with great frequency in the United States.
Nevertheless, numerous examples of ‘‘public enterprise’’ can be found in
the United States.3? The collapse of the Penn Central railroad and subse-
quent railroad reorganization forming Conrail can be viewed as a bailout
through nationalization or creation of a public enterprise. An earlier illus-
tration is the Tennessee Valley Authority established during the Depression.
In the bailout setting, government agencies may take over supervision and
management to such an extent that the operation can be viewed, at least
temporarily, as a public enterprise. For example, in the rescue of Continental
Bank of Illinois, the FDIC took an eighty percent ownership interest in the
bank and chose its new managers.’?” In the recent bailout of the savings
and loan industry, the Office of Thrift Supervision is so extensively involved
in the operation and closing of certain banks that the banks can be said to
be public enterprises as well. In addition, throughout the period that federal
loan guarantees on Chrysler debt remained outstanding, the corporation

325. In some countries, certain industries were nationalized as a matter of government policy
even in the absence of economic crisis. For a general discussion of nationalization in Scandi-
navian countries, see G. HECKSCHER, THE WELFARE STATE AND BEYOND: SUCCESS AND PROBLEMS
IN SCANDINAVIA (1984). In others, nationalization has been used as a form of bailout response
to economic crisis. For example, in response to the threatened collapse of British Leyland, the
government of Great Britain purchased a majority interest in the company and appointed a
semi-independent government agency to manage the company. For a case study of the British
Leyland bailout, see Reich, supra note 287, at 170-74.

326. One commentator describes four different types of public enterprise: (1) the government
department funded through appropriations, (2) ‘‘the public corporation owned entirely by the
state’’ and financed ‘‘through borrowing or revenues from sale of products or services,” (3)
the mixed-ownership corporation the stock of which is held both by government and privately,
and (4) an operating contract through which the government arranges with a private firm to
manage an enterprise. B. Mrrnick, THE PouticAL EcoNoMy OF REGULATION: CREATING,
DESIGNING AND REMOVING REGULATORY ForMS 400-01 (1980).

327. A full description of the FDIC’s ownership interest and the government-appointed
managers can be found in the News Release, supra note 125. Irvine Sprague describes the
Continental bailout as, in effect, a nationalization of the bank. 1. SPRAGUE, supra note 123,
at 182.
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was required to submit periodic reports on its activities and meet conditions
set by the Chrysler Corporation Loan Guarantee Board. Failure to meet
conditions set by the Board could have resulted in a declaration that the
debt was due and payable in full. As a result, the government was involved
in substantial oversight of Chrysler operations. Moreover, in order to protect
its interest, the government received an equity interest in Chrysler in the
form of warrants to acquire Chrysler stock.

While extreme forms of nationalization should be used only rarely,
government involvement in management appears wise. When a private firm
or industry seeks public bailout assistance and a policy decision is made to
grant such assistance, the government has a strong interest in the success
of the bailout. This is certainly true in the case of general revenue bailouts,
where the taxpaying public in effect becomes an investor in the private
enterprise. In a public bailout, the government in effect plays the role of
bankruptcy trustee and should be entitled to have the same substantial input
in overseeing management decisions that is provided in the private bailout
setting.

2. Structuring the Loan or Loan Guaranty

Many instances of past bailout activity took the form of direct federal
loans or guaranteed loans to particular firms or municipalities threatened
with failure.??® Concerned with the ad hoc response of Congress in each of
these instances, the Comptroller General’s Office urged the President and
Congress to develop policies for federal assistance to failing firms and
municipalities.’®” Early in his report, the Comptroller argued that one of
the overriding considerations in any assistance package should be protection
of the government’s financial interest. To this end ‘‘reliance on the principles
and practices followed by commercial lenders is not only possible but
crucial.””®® The parallels between private lenders and the government as
lender are not precise, however. As in the insurance model discussed
previously, the government is only asked to step in where private lenders
would not. Later in his report, the Comptroller concedes that

328. For example, the Emergency Loan Guarantee Act, Pub. L. No. 92-70, 85 Stat. 178
(1971), was enacted to provide emergency loan guarantees to the Lockheed Aircraft Corpo-
ration. In addition, Congress provided for short-term direct loans to New York City through
the New York City Seasonal Financing Act of 1975, Pub. L. No. 94-143, 89 Stat. 797, and
later loan guarantees through the New York City Loan Guarantee Act of 1978, Pub. L. No.
95-339, 92 Stat. 460. Finally, loan guarantees were provided to the Chrysler Corporation in
the Chrysler Corporation Loan Guarantee Act of 1979, Pub. L. No. 96-185, 93 Stat. 1324.
An earlier instance of direct lending is the Federal Home Loan Bank Board, established by
the Federal Home Loan Bank Act of 1932, Pub. L. No. 72-304, 47 Stat. 725, to provide
loans to assist savings associations after the Great Depression.

329. See CoMPTROLLER GENERAL REPORT, supra note 11.

330. d. at 7.
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[iln deciding to provide aid, the government does not compare aiternative
investments to see if superior combinations of expected return and risk
are available. Instead, the government assists a firm or municipality
with full knowledge that it is unable to compete effectively for funds in
commercial credit markets. Although government objectives differ from
those of commercial lenders, it can frequently use principles and practices
that commercial lenders follow.*!

The commercial principles to be applied here are not those used in day-
to-day lending practices. The borrower seeking government assistance gen-
erally finds itself in financial crisis. Thus, the commercial principles to be
applied are those that would be used in a commercial workout for a
borrower in financial trouble. Applying commercial workout lending notions
in the government assistance context involves four basic elements. First,
concessions may be required from the borrower in order to reduce the
amount of assistance needed. This may include concessions from creditors,
stockholders, bondholders, management, labor, suppliers, customers, state
and local governments, and foreign beneficiaries.’®? Second, the lender
should be empowered to exercise some management control over major
contracts and financial and operating plans.?*® Third, adequate collateral
should be required.’** Finally, the lender should receive adequate risk
compensation. A commercial lender will charge higher rates of interest
depending upon the level of risk involved with the loan. Where the govern-
ment assistance is in the form of loan guarantees, as opposed to direct
loans, this option is not available. Thus, in loan guarantee settings, the
government’s risk compensation should be in the form of guarantee fees or
equity participation in the firm requiring assistance.

3. Federal Insurance Programs

As noted earlier, federal insurance programs themselves reflect bailouts
of a sort.3% Just as the government as lender or loan guarantor can rely to
a large extent on the principles and practices of commercial lenders, the
government as insurer can use many of the principles and practices of
commercial insurers. Some of these were discussed previously.’¥ Most
important, the private insurance industry has developed numerous mechan-
isms to minimize the moral hazards to which insureds may fall prey. Among

331. Id. at 29.

332, Id. at 40-44.

333, Id. at 45-46.

334, Id. at 46-48.

335. Id. at 48-50.

336. See supra notes 90-100 and accompanying text.
337. See supra notes 330-35 and accompanying text.
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the most significant of these mechanisms is risk-based assessment of premiums.
Higher premiums imposed on high-risk activity will create disincentives to
engage in such activity and thus reduce moral hazard problems. Recent
statutory changes directing the FDIC to establish a risk-based assessment
system for insured depository institutions certainly reflect a step in the right
direction.®* In addition, those insured through federal programs should be
required to meet rigid safety standards to be eligible for coverage.

B. Funding and Distributing Bailout Cost

Not all bailouts will ultimately involve cost to the government. Numerous
past instances of federal loans and loan guarantees ultimately cost little or
nothing because the loans were repaid and fees collected to cover adminis-
trative expenses. Other types of bailouts involve significant cost to the
government. As developed earlier, bailouts can be broken into at least five
different cost categories: (1) profitable bailouts, (2) no- or low-cost bailouts,
(3) special fund bailouts, (4) general revenue bailouts, and (5) combination
bailouts.?* Ideally, of course, bailouts should be structured so that they fall
into one of the first two categories. This often will not be possible. Where
costs are involved, they may take the form of direct outlays or perhaps
revenue foregone. Cost also may be remote and difficult to calculate. For
example, delay in implementation of stricter emissions standards may result
in environmental and health costs that are difficult to measure. Presumably
these indirect costs would be taken into account in the deliberative process
and cost-benefit analysis discussed earlier.

Costs that take the form of direct outlays can be covered by special
funds, general revenues, or a combination of sources. Where possible, costs
for a bailout should be imposed more precisely on the group that benefits
from the bailout. Thus, special fund bailouts generally should be preferred
to general revenue bailouts. We have already seen one illustration of the
special fund approach in the case of bailouts in the form of insurance
funds. Most government insurance programs are funded through fees im-
posed upon those protected by or benefitting from the program.3+

Public goods theory and the theory of clubs provide support for this
approach to the distribution of bailout costs. Clearly, the costs of providing
a pure public good, such as the national defense, should be covered by
general revenue from all taxpayers. As one moves away from the pure
public good end of the continuum, one increasingly finds goods from which
some segment of the population is excluded. Nevertheless, the group of
beneficiaries of the good may have difficulty forming voluntary associations

338. See supra note 97.

339. See supra notes 43-49 and accompanying text.

340. For a more detailed discussion of federal insurance programs, see supra notes 90-100
and accompanying text.
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or clubs to provide the good privately. Reorganization in bankruptcy is an
illustration of a mechanism designed to bring together a group of potential
beneficiaries to negotiate an acceptable arrangement for the payment of
creditors and rehabilitation of the firm. Survival of the firm may be viewed
as a public good, at least with respect to those creditors with an ongoing
relationship to the firm. Although some government involvement may be
necessary to manage the bailout, the cost should be borne, to the extent
that it can be identified, by the beneficiaries.*!

One practical problem with such an approach is that by designating an
identifiable group to bear the costs one has set up an interest group that
will lobby heavily against bearing the charge. The larger group that is not
bearing the charge will perhaps be too diffuse to organize on the other
side.*? Some early benefit-driven tax proposals avoided such problems by
having taxpayers reveal their preferences for public goods and setting tax
shares accordingly. One early version of such a linkage of tax cost to
benefit is attributable to Swedish economists Wicksell and Lindahl, who
wrote at the turn of the century. Under the Wicksell-Lindahl scheme, each
person will have a particular desired output for public goods based upon
her budget and the marginal utility she expects from such goods. A Public
Goods Board deciding upon the output and funding of such goods will seek
to ‘“‘adjust the tax shares until every person agrees on the desired output
of the public good.’’3** Each person’s share of the cost will vary depending
upon her demand schedule as revealed to the Public Goods Board. One
major problem with such a scheme is that devious individuals will be
tempted to lie about their utility from the public good, thus free-riding on
the contributions of other, more truthful participants.?* This problem of
demand-revelation led others to consider alternate tax schemes that might
tie tax cost to benefits without incentives to lie about true demand for
public goods. Under one demand-revealing scheme, an individual’s tax share
is the entire cost of providing the public good less the aggregate utility

341. This idea of imposing costs according to benefits has been gaining force to some extent
in tax policy. In one recent ill-fated attempt at such an approach, Congress enacted a provision
imposing the costs of catastrophic health care for elderly taxpayers upon the elderly with
incomes above a specified level. Federal Hospital Insurance Catastrophic Coverage Reserve
Fund, Pub. L. No. 100-360, § 112(a), 102 Stat. 698 (1988) (amending Act of Aug. 14, 1935,
ch. 531, § 1817), repealed by Pub. L. No. 101-234, § 102(a), 103 Stat. 1980 (1989). In fact,
much of the cost burden for the ill-fated catastrophic health insurance was imposed upon
wealthy elderly and thus arguably represented a redistribution among elderly taxpayers. For a
discussion of these implications, see Frolik & Barnes, An Aging Population: A Challenge to
the Law, 42 Hastings L.J. 683, 710 (1991).

342. The catastrophic health care bill was repealed shortly after its enactment for probably
just this reason. For an account of the repeal, see Frolik & Barnes, supra note 341.

343. A. FELDMAN, supra note 280, at 117.

344, ““The critical problem with the Wicksell-Lindahl tax scheme is this problem of demand-
revelation. People will not want to reveal their true feelings to the Public Good Board. This
is why we must look elsewhere for an ideal public finance scheme.”” Id. at 119.



1036 INDIANA LAW JOURNAL [Vol. 67:951

accruing to others.’* One major problem with such a demand-revealing
approach is the unavailability of accurate information. For any taxpayer to
provide a true revelation of her preferences for public goods, detailed and
accurate information must be available. The direct or indirect benefit to
any given taxpayer of a bailout of a major industry or firm will be difficult
to measure and assess, even with reasonably accurate information.

One should hesitate before taking this benefit theory too far, however.
A taxing regime that identified the beneficiaries of particular programs and
imposed costs accordingly would be even more complex than the existing
tax regime, if such a thing is possible. For the moment, I am suggesting
only that the benefit approach to distributing cost burdens be thoroughly
explored in the bailout setting. To the extent that one can identify a discrete
class of bailout beneficiaries, a strong case can be made for spreading costs
among that group through some form of special fund bailout.**¢ I do not
advocate using this approach for social programs. Many social programs
are designed to provide benefits to those most in need. It is counterpro-
ductive to impose the cost of the programs on their beneficiaries. The cost
for food stamp programs should not be borne by those receiving food
stamps.

CONCLUSION

One thing should be clear from this Article. There is no consistent public
policy regarding enterprise failure. An examination of the history of do-
mestic bailouts shows that Congress and government regulators respond to
threatened private industry failure, if at all, in ad hoc fashion. Once the
first bailout was accomplished, subsequent bailouts became easier to justify.
As a start toward a public bailout policy, the presumption against it should
be firmly established. In the case of threatened industry-wide failure, the
presumption may be more easily overcome upon a showing that survival of
the industry is crucial to the overall economy. Before such a conclusion can
be reached, careful economic study will be necessary. Input-output analysis
could be a very useful tool in this study.’*” In addition, early financial
monitoring on a uniform basis should be available so that crises might be
prevented before they occur.3#?

345. This scheme is attributed to Edward Clark and Theodore Groves and is described in
id. at 122-29, For further elaboration, see E. CLARK, DEMAND REVELATION AND THE PROVISION
oF PusLic Goobps (1980).

346. Representative Joseph Kennedy (D-Mass.) attempted something like this approach in
his proposed bill to fund the savings and loan bailout through a surtax upon taxpayers with
incomes over a certain level. H.R. 5499, 101st Cong., 2d Sess. (1990).

347. See supra notes 269-71 and accompanying text.

348. See supra notes 289-94 and accompanying text.
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With regard to firm-specific bailouts, the standard required to overcome
the presumption should be more stringent. Before public bailout is consid-
ered, a failing individual firm should be required to attempt chapter 11
reorganization in bankruptcy. In the Chrysler case, Congress rejected the
chapter 11 alternative, fearing that the ““very word ‘bankruptcy’ could cause
a psychological impact of incalculable proportions.’’** Perhaps some public
education and revision of the bankruptcy laws is necessary to eliminate the
tarnish to a firm’s reputation from such a proceeding and to make reorg-
anization in bankruptcy a more respectable option for the private enterprise.
Such an approach has the advantage of imposing bailout costs on those
most directly affected by firm failure. Resolution of the controversy over
the proper role of bankruptcy law in favor of the value-based account will
be useful in achieving these results.3?

In general, direct forms of bailout should be preferred over covert ones.
In all cases, when the target of the bailout is a specific firm, that firm
should be identified so that the true beneficiary is not hidden. Bailouts
should be subject to greater public scrutiny and review. When bailouts are
achieved through regulatory action, Congress should be systematically notified
of each such action. Deliberative reforms suggested by the public interest
approach also may be acceptable to the public choice adherent who is
willing to provide a greater voice to groups now left out of the political
marketplace. It is comforting that the implications of each of these per-
spectives for bailout policy are not as different as one might suspect.
Particularly in the case of covert regulatory bailouts, care must be exercised
to assure adequate deliberation and opportunity to be heard.

My theoretical excursion included a brief analysis of public interest, public
choice, and distributive justice principles as applied to a major modern
public policy problem. Each of these perspectives can provide insight into
the proper legislative response to bailout requests. Most important, the
prevailing focus of recent literature on public interest and public choice
approaches to legislative policy is unfortunate in that it fails to take equity
and distributive justice issues into account.

The recent contrast of the decision to bail out the Bank of New England
but not the Freedom Bank of Harlem underscores the distributive issues
that are involved in bailout decisions. Public interest analysis of bailouts
should include a consideration of distributive justice. Bailout decision makers
should be required to study the distributional consequences of bailout action
in a systematic way. To whom are the benefits flowing and from whom
will the costs be extracted? Many of these questions are not limited to
bailouts. Whenever firms engage in what economists refer to as rent-seeking

349. See supra note 171.
350. See supra notes 167-70 and accompanying text.
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activity, rents extracted from others-are transferred to the rent seeker. Many
of the observations and suggestions made throughout this Article might be
used to achieve more general legislative reforms. One might even argue that
economically healthy rent-seeking enterprises that are simply lining their
pockets with economic surplus raise more serious public policy issues than
the private enterprise seeking assistance for survival. However difficult they
are to solve, these larger issues should continue to be addressed. In the
meantime, a consistent and systematic approach to the problem of enterprise
failure is needed. Substantial work remains to be done if this goal is to be
accomplished. This Article provides a preliminary sketch of the issues
surrounding the bailout phenomenon and a first step toward developing a
national bailout policy.



