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On March 30, U.S. DiStrict JUDge 
Rosemary Collyer reversed the ruling by the 
federal Financial Stability Oversight Coun-
cil (FSOC) that the insurance giant MetLife 
was a “systemically important financial insti-
tution” (SIFI)—or what is called “too big to 
fail” in common parlance. Regulators gave 
MetLife this designation back in 2014, and 
last year MetLife sued to remove it, as it 
triggers extra capital requirements.

In this article I’ll explain the context of the 
ruling, and then discuss implications for the 
future of the financial sector. Taken in isola-

tion, Judge Collyer’s ruling is not only sensi-
ble legally but also throws a monkey wrench 
in the federal government’s efforts to expand 
its control over financial institutions. Unfor-
tunately, in the grand scheme this episode 
will probably amount to a temporary setback 
for the regulatory Leviathan State.

The Background

In July 2010 President Obama signed the 
Dodd-Frank Act into law. This was a major 
overhaul of financial regulation, passed as a 
response to the “inadequate” regulation that 
ostensibly helped produce the financial crisis 
in 2008.

Title I of the Act created the Financial 
Stability Oversight Council (FSOC). The 
FSOC has the ability to designate even non-
bank institutions as “systemically important 
financial institutions” (SIFIs), a designa-

tion that triggers more 
intensive scrutiny and 
regulatory requirements. 
The rationale is that if a 
company is “too big to 
fail” in the sense that it 
would cause havoc on 
the financial sector by 
going down, then the 
government should try 
to prevent that on the 
front end by insisting 
on more stringent capi-
tal requirements and so 
forth.
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stand the argument. To repeat, the events 
leading up to the crisis in September 2008 
did not involve a typical bank run.

Rather, what happened is that the sudden 
uncertainty about the value of mortgage-
backed securities (MBS) and more exotic 

Part of the argument here is 
that traditional financial regu-
lation focused on depository 
institutions, while modern fi-
nance involves “shadow bank-
ing,” which falls outside the 
conventional regulations in-
stalled in the 1930s. Those who 
want more intensive regula-
tion argue that these “shadow 
banks” borrow short and lend 
long—just like commercial 
banks under a fractional reserve 
system—and therefore are vul-
nerable to “bank runs” just like 
Jimmy Stewart’s textbook operation in It’s 
a Wonderful Life. For example, consider the 
analysis from a Bloomberg article in Octo-
ber 2008, a few weeks after Lehman’s col-
lapse:

It turns out that Lehman, like other big 
dealers, was running a perfectly legal but 
highly risky game moving money from 
firm to firm. It used the collateral from 
one trading partner to fund more deals 
with other firms. The same $100 mil-
lion collected in one deal can be used for 
many other transactions. “Firms basi-
cally can use [the money] as their own 
collateral for anything they want,” says 
Kenneth Kettering, a former derivatives 
lawyer and currently a professor at New 
York Law School.1

To be sure, I’m not endorsing the idea that 
we need more government intervention to 
plug the regulatory holes in “shadow bank-
ing,” but I want to make sure readers under-
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derivatives led to collateral calls against the 
large issuers of credit default swaps (CDS) 
on these instruments. This is what happened 
to AIG. It was not the fact that AIG’s com-
puter models had incorrectly assessed the 
underlying risk of mortgage defaults that 
put them in trouble. Even though the mort-
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gage derivatives were much riskier than the 
computer models had estimated, that wasn’t 
what sunk AIG in September 2008.

Instead, it was that AIG was not able to 
put up the (contractually obligated) collat-
eral that their counterparties (the ones hold-
ing the AIG-issued credit default swaps) de-
manded as things began to deteriorate. This 
set in motion a domino effect where large 
institutions had to sell assets to raise funds, 

It’s worth stressing that AIG’s core life in-
surance business had nothing to do with its 
demise. It was the completely unrelated dab-
bling in derivatives by its investment compo-
nent that got the parent company in trouble. 

However, from the point of view of those 
seeking more government intervention, this 
fact only reinforces their point: They are ar-
guing that traditional regulation (at both 
the federal and state levels) of commercial 
banking and life insurance have been work-
ing to protect depositors and policyholders, 
but that the crisis in 2008 shows that there 
were still gaping holes in the patchwork of 
oversight. The Dodd-Frank Act of 2010 was 
supposed to correct this deficiency, by giving 
the FSOC tools to impose stricter limits on 
even non-bank institutions that nonetheless 
posed a threat to the rest of the financial sec-
tor.

In this context, then, in 2014 the FSOC 
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which in turn depressed the value of those 
assets and ruined what previously had been 
healthy balance sheets.2
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deemed MetLife a SIFI. Last year the in-
surance giant filed suit to overturn the des-
ignation, and now the judge agreed with 
MetLife. The government has announced 
that it is appealing the ruling.3

The Judge’s Ruling

Judge Collyer’s actual ruling is pretty 
comprehensible for those who are curious; 
we provide a link in the endnotes.4 Collyer 
said that FSOC had two criteria by which 
it could establish that a particular non-bank evidence showing that it was not “too big 

to fail.” Since the government hadn’t even 
bothered to rebut this claim with its own 
arguments and/or analysis, Collyer said that 
FSOC’s designation of MetLife as a SIFI 
was “arbitrary and capricious.”

To be sure, models of economic impacts 
are notoriously dependent on the underlying 
assumptions; no doubt a sufficiently moti-
vated economist could come up with a study 
showing that the failure of MetLife would 
lead to starvation for half the human race. 
Nonetheless, to give a flavor of the dispute, 
here we quote from Peter Wallison’s compre-
hensive July 2015 Wall Street Journal article 
on the case:

FSOC regulations outline two princi-
pal ways that the distress or failure of a 
firm could cause instability in the finan-
cial system as a whole. One is by caus-
ing losses to others financially exposed 
to the failing firm, say by holding its 
debt securities. This is called the expo-
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institution were systemically important, and 
yet the government had not even bothered 
trying to meet either criterion. Furthermore, 
Collyer wrote that the government had not 
done even a cursory cost/benefit calcula-
tion—which was its obligation per Michigan 
vs. EPA (2015)—and thus there was no way 
to know that the extra costs of complying 
with the additional regulation would be jus-
tified in terms of added safety for the finan-
cial sector.

For its part, MetLife had arranged for out-
side analysts to study the potential impact 
of its failure on the rest of the financial sys-
tem. In other words, MetLife had presented 
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sure channel. The other is by a “fire sale” 
liquidation of assets that drives down as-
set prices and thus weakens other firms 
holding the same assets. It’s called the 
liquidation channel.

In January [2015], MetLife, the nation’s 
largest insurer, challenged its designa-
tion as a SIFI in federal court…

In addressing the exposure channel, 
MetLife submitted evidence showing 
that even its total collapse would not 
pose a threat to other large firms. For 
example, in the unlikely event that the 
largest U.S. banks were to lose 100% of 
their exposure to MetLife, their losses 
would not exceed 2% of their capital…

As for the liquidation channel, a study 
done for MetLife by Oliver Wyman 

showed that even in the implausible 
event that all policyholders were to 
surrender their policies and ask for re-
turn of their cash values—and all other 
MetLife liabilities that could accelerate 
would immediately become due—the 
firm could still liquidate enough assets 
to cover its liabilities “without causing 
price impacts that would substantially 
disrupt financial markets.” The FSOC 
produced no data to contradict this evi-
dence. [Wallison, bold added.]5

Implications of the MetLife Ruling

MetLife had arranged for outside 
analysts to study the potential 

impact of its failure on the rest of 
the financial system.



14 L M R  A P R I L  2 0 1 6

Collyer thus ruled that MetLife had made 
its point; even if we accept the mission of 
the FSOC at face value, it had not shown 
that MetLife satisfied its own criteria for a 
company being too big to fail.

The “Lara-Murphy” Take

My general position on these issues is the 
same that we’ve been giving you here at the 
Lara-Murphy Report—and now at our web-
site, www.Lara-Murphy.com—for years. For 
example, check out Carlos’ May 2014 article, 
“Bank Deposits Are RISKY,” his June 2014 

ger the institution. Think of it this way: If a 
company were to sell life insurance policies 
to just a dozen people, that wouldn’t be in-
surance, it would be gambling. For insurance 
to work, the company needs to issue policies 
on large pools of individuals, ideally spread 
out over huge geographical areas (to reduce 
the impact of a localized disaster). I there-
fore agree with Collyer’s ruling; MetLife 
should not be considered “too big to fail” in 
the context of modern regulation.

Beyond the narrow issue of MetLife, how-
ever, is the broader problem with our in-
terventionist State: Right now we have the 
worst of both worlds. We have a federal gov-
ernment and Federal Reserve that create and 
nurture giant cartels among politically con-
nected financial institutions. Certain private 
interests are fueled upward into a boom, and 
then rescued when things blow up.

It is understandable that political officials 
claim that given the existence of deposit in-
surance and a central bank unwilling to let 
major institutions go down, that there must 
be prudential regulations put in place on the 
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article, “The Rise of Shadow 
Banks,” and his February 
2015 article, “From Bail-Outs 
to Bail-Ins.” 

Unlike commercial and 
investment banking in the 
modern world, which are in-
herently illiquid because they 
rely on borrowing short and 
lending long, life insurance is 
actually more secure the big-
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front end, to keep these private actors—driv-
ing with training wheels, as it were—from 
getting too greedy and reckless.

However, we have seen that in practice, 
regulators are always fighting the last war. 
Remember the accounting scandals involved 
with Enron, Tyco, and WorldCom? The 
Sarbanes-Oxley Act of 2002 was passed to 
(allegedly) clean up Wall Street. Well, that 
didn’t work, did it?

As Tom Woods likes to point out, it didn’t 
matter how much power regulators had in 
2004-2006, because the major regulators 
didn’t realize there was a housing bubble in 
full swing. Yes, it’s always obvious after the 
fact what regulators could have done dif-
ferently, but by the same token investors 
wouldn’t have been caught with their pants 
down if they’d had a crystal ball, either.

No, the only real solution to these waves 
of corporate scandals and recklessness is to 
bring genuine market forces back to bear. 
Remove the implicit and explicit safety nets 
from the Fed and federal government, so 
that the profit and loss system can function.

Conclusion

The MetLife ruling is a victory, but its suc-
cess will probably be short-lived. The gov-
ernment is appealing the ruling, and may be 
able to produce scenarios whereby a failing 
MetLife could cause unacceptable harm, 
thus “justifying” the SIFI designation.

In any event, the broader problem is the 
continued expansion of federal intervention 
into every nook and cranny of the financial 
sector. Thus far life insurance has largely re-
mained subject to regulation at the state lev-
el, but the MetLife case shows one avenue 
by which the feds are trying to get their foot 
in the door.

Implications of the MetLife Ruling

References

1. Michael Goldstein and David Henry. “Lehman: One Big Derivatives Mess,” Bloomberg News, October 7, 2008, available at: 
http://www.bloomberg.com/news/articles/2008-10-07/lehman-one-big-derivatives-mess. 

2. See John Carney, “The AIG Collateral Call Domino Effect,” Business Insider, November 3, 2008, available at: 
http://www.businessinsider.com/2008/11/the-aig-collateral-call-domino-effect. 

3. Reuters, “U.S. Will Appeal MetLife Ruling, Saying Yes It Is ‘Too Big to Fail,’” April 8, 2016, available at: 
http://fortune.com/2016/04/08/appeal-metlife-ruling-big-fail/. 

4. For example the text of her decision is available at: https://www.documentcloud.org/documents/2793065-MetLife-Opinion.html. 

5. Peter Wallison, “MetLife Calls the Regulators’ Bluff,” Wall Street Journal, July 7, 2015, available at: 
http://www.wsj.com/articles/SB12367224787933994021304581063492691584596. 

It didn’t matter how much power 
regulators had in 2004-2006, 

because the major regulators didn’t 
realize there was a housing bubble 

in full swing.


