Briefing

EU Legislation in Progress

CONTENTS
Background
Introduction
Existing situation
Parliament’s starting
position
Council starting
position
Proposal
Preparation of the
proposal
The changes the
proposal would
bring
Views
Advisory
committees
National
parliaments
Legislative process
References
Other sources

Ranking of unsecured debt
instruments in insolvency hierarchy
Following the global financial crisis, the European Union extensively reformed its
regulatory framework for financial services. With legislation such as the Bank Recovery
and Resolution Directive (BRRD), it ensures that, through mechanisms such as ‘bailin’, the recovery or restructuring of distressed financial institutions is done without
spreading to other institutions, or using taxpayers’ money to bail them out. To ensure
that sufficient financial resources are available for bail-in, the BRRD requires resolution
authorities to set financial institutions a minimum requirement for own funds and
eligible liabilities (MREL). In parallel, a similar standard, the total loss-absorbing capacity
(TLAC), was adopted internationally for systemically important financial institutions.
The discretionary requirements in MREL and the compulsory requirement in TLAC
concerning subordination of eligible liabilities have driven some Member States to
amend the ranking of certain bank creditors under their national law. Given that national
rules adopted so far diverge, unsecured debt holders and other creditors of banks can be
treated differently from one Member State to another. The Commission aims to remedy
this by establishing harmonised rules.
Proposal for a directive on amending Directive 2014/59/EU of the European Parliament
and of the Council as regards the ranking of unsecured debt instruments in insolvency
hierarchy
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Introduction
Following the financial crisis, the European Union (EU) extensively reformed its regulatory framework
for financial services, to increase the resilience of its financial institutions. The reform package included,
among other pieces of legislation, Regulation (EU) No 575/2013 on prudential requirements for credit
institutions and investment firms, Directive 2013/36/EU on access to the activity of credit institutions and
the prudential supervision of credit institutions and investment firms, Directive 2014/59/EU establishing a
framework for the recovery and resolution of credit institutions and investment firms (often referred to as
the Bank Recovery and Resolution Directive, BRRD), and Regulation (EU) No 806/2014 establishing uniform
rules and a uniform procedure for the resolution of credit institutions and certain investment firms in the
framework of a Single Resolution Mechanism and a Single Resolution Fund (SRM/SRF).
While the first two legislative documents focus on a financial institution as a ‘going concern’, the latter two
(the BRRD and the SRM/SRF) have established a framework to effectively manage the phase of recovery
and restructuring of distressed financial institutions, to reduce their negative impact on financial stability
(contagion) and public finances (taxpayer funded bail-outs).

Existing situation
Limiting the impact of financial institutions in difficulty is achieved through ‘bail-in’, a mechanism in which
either debt is written down or liabilities are converted to equity according to a pre-defined hierarchy.1 To
ensure that sufficient financial resources are available for write-down or conversion into equity, the BRRD
(in its Article 45) requires resolution authorities to set financial institutions a minimum requirement for
own funds and eligible liabilities (MREL) that they have to meet, according to certain criteria.
Under the BRRD, MREL eligible instruments are not mandatorily subordinated in insolvency proceedings.2
According to the Commission’s impact assessment, this implies that ‘a liability eligible for MREL may rank in
insolvency at the same level… with certain other liabilities which are not bail-inable in accordance with the
BRRD…, or certain other liabilities which are bail-inable, but could be excluded from bail-in on a discretionary
basis… if the resolution authority can justify that they are difficult to bail-in for reasons of operational
execution or systemic contagion risk… This could lead to situations where bailed‑in bondholders may
claim they have been treated worse under resolution than under a hypothetical insolvency (and therefore
demand) to be compensated by financial means of the resolution fund. To avoid this risk, resolution
authorities may decide that the MREL requirement should be met with instruments that rank in insolvency
or resolution below other liabilities that are either not bail-inable by law or are difficult to bail-in’.

1

2

Shareholders are the first in line to cover restructuring costs; then creditors contribute, with those with non-guaranteed
deposits (i.e. over €100 000) stepping in last, so as to cover losses up to at least 8 % of the total liabilities including capital (or
alternatively 20 % of risk weighted assets in specific situations) of the financial institution undergoing restructuring. Above this
level, resolution funds can assume 5 % of the losses. Therefore, public funds would normally only be used after these losses are
imposed.
Subordinated debt can be defined as ‘a loan or security that ranks below other loans and securities with regard to claims on a
company’s assets or earnings’. In the case of loss absorption, they are written down before other liabilities.
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In parallel to MREL, which concerns specifically financial institutions in Europe, a similar standard – total
loss-absorbing capacity (TLAC) – was adopted at global level in 2015, and is expected to be implemented
by 2019. This standard focuses on global systemically important banks (‘global systemically important
institutions’, G-SIIs in EU legislation) and requires them to hold a sufficient minimum amount of ‘bail-inable’
liabilities to ensure smooth and fast absorption of losses and recapitalisation in the resolution phase. It
requires that only liabilities subordinated to other liabilities (for instance covered deposits) be eligible for
TLAC.
The Commission notes that the discretionary requirement in MREL and the compulsory requirement in
TLAC concerning the subordination of debt instruments have driven some Member States to amend the
insolvency ranking of certain bank creditors under their national insolvency law. Given that national rules
adopted so far diverge,3 unsecured debt holders and other creditors of banks can be treated differently
from one Member State to another. The Commission aims therefore to increase legal certainty and prevent
competitive distortions in the internal market, by establishing harmonised rules on the treatment of certain
creditors of banks in resolution.

Parliament’s starting position
In its 2016 report on banking union, the European Parliament called on the Commission to ‘present
proposals to further reduce the legal risks of claims under the no-creditor-worse-off principle’ (point 56).

Council starting position
In its conclusions of 17 June 2016 on a roadmap to complete the banking union, the Council of the
European Union underlined the work being carried out by the Commission in ‘put(ting) forward a proposal
on a common approach to the bank creditor hierarchy, to enhance legal certainty in case of resolution’
(point 7.b).

3

For instance, in some Member States, entire categories of unsecured senior debt are considered subordinated to other senior
liabilities whereas, in others, this consideration only applies to newly issued debt meeting specific criteria.
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Preparation of the proposal
In its communication ‘Towards the completion of the Banking Union’, of 24 November 2015, the European
Commission noted that the availability of adequate liabilities that can be bailed-in ‘through the proper
implementation of the minimum requirement for “own funds” and eligible liabilities (MREL) requirements
will be crucial’. In addition, the TLAC requirement has been developed at international level by the Financial
Stability Board. The Commission committed to bringing forward a legislative proposal in 2016 (the present
proposal) so that TLAC can be implemented by the agreed deadline of 2019.
In the impact assessment accompanying its proposal, the Commission examined two scenarios: the ‘no
policy change’ scenario – which was abandoned, as it neither has a positive impact on the effectiveness of
the bail-in tool, nor does it help banks to meet their TLAC target – and the partial harmonisation scenario.
This scenario was itself divided into three sub-categories, i.e. the ‘statutory subordination of all unsecured
debt and retroactive application’, the ‘statutory preferred status for all deposits vis-à-vis senior debt’ and,
finally, the creation of a non-preferred senior debt category – which would provide sufficient flexibility
to take account of different bank business models across the EU, and reduce over time the impact on bank
funding costs. The latter was selected as the way forward.

The changes the proposal would bring
The proposal amends Article 108 of the BRRD, by partially harmonising the creditor hierarchy in case
of bank insolvency, as regards the priority ranking of holders of bank senior unsecured debt eligible to
meet the BRRD rules, and the TLAC standard on loss absorbency and recapitalisation capacity for banks,
in particular the ‘subordination’ requirement. To reduce to a minimum credit institutions and investment
firms’ costs of compliance with the subordination requirement, as well as any negative impact on their
funding costs, the new provision keeps the existing class of senior debt (which has the highest insolvency
ranking among debt instruments and is less costly for credit institutions and investment firms to issue than
any other subordinated liabilities). It creates a new asset class of ‘non-preferred’ senior debt that, by virtue
of contractual terms, should only be bailed in in resolution after other capital instruments, but before other
senior liabilities. Institutions remain free to issue debt in both classes. Only the ‘non-preferred’ senior class
is eligible for the minimum TLAC requirement or any subordination requirement that could be imposed by
resolution authorities on a case-by-case basis.
A paragraph would be added to the article, providing that Member States must ensure that, for all entities
within the scope of the BRRD – apart from branches of institutions established outside the EU – unsecured
claims from a new class of non-preferred senior debt instruments4 come after unsecured claims resulting
from debt instruments with the highest priority ranking in national insolvency law. In addition, Member
States must ensure that unsecured claims from this new class come – in national insolvency proceedings –

4

Instruments with initial contractual maturity of one year, with no derivative features and whose relevant contractual
documentation related to the issuance explicitly refers to the ranking under normal insolvency proceedings.
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before claims resulting from Common Equity Tier 1 items, Additional Tier 1 instruments, Tier 2 instruments,
or subordinated debt that is not AT1 or Tier2. Finally, the amendment provides that, those Member States
which had adopted insolvency laws before end-2016, must ensure that those national laws apply for
ordinary unsecured claims resulting from debt instruments issued by the aforementioned financial entities,
prior to the date of application of the directive.
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Views
Advisory committees
At its 523rd plenary session, held on 22 and 23 February 2017, the EESC adopted an opinion on ‘Banking
reform – Creditor hierarchy in insolvency’. The EESC welcomes the fact that the proposal contributes to
the robustness of the banking resolution mechanism and, at the same time, improves and may speed
up its operational applicability. The EESC furthermore deems a harmonised approach for the ranking of
unsecured debt instruments in insolvency proceedings important, in order to create a more level playing
field between institutions and Member States, and to reduce risks in the financial sector.

National parliaments
The deadline for the submission of reasoned opinions on the grounds of subsidiarity passed on 8 March
2017. No reasoned opinion was adopted prior to that date.
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Legislative process
The process is still at an early stage in both Parliament and Council. A first discussion was scheduled for the
ECON Committee meeting of 28 February. The committee has appointed Gunnar Hökmark (EPP, Sweden)
as rapporteur.
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