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                                          How to deal with banks?   
          Part 1: Resolution tools including bail-in: conditions and challenges    
                                          Public hearing of ECON

Key points:

1. Essential to have a flexible resolution tool which can be used depending on the 
severity and other characteristics of the situation.

      Positive: If suitable, a bridge institution can be set up.
                            Moreover, if suitable, an asset management vehicle can be set up.

Negative: True, it is difficult to say whether a bank is systemically relevant. But    
the proposed costly resolution procedure should be used for a small bank only if 
there are clear signs of being systemically relevant, for example because many 
other banks are in a similar position. Otherwise, the resolution mechanisms
currently in place are preferred since in many cases they are cheaper and 
probably more effective.

2. The business reorganization plan may include bail in debt of certain types. This is 
desirable. 
However, bail in of debt held by other SIFIs would reinforce systemic risk. To 
prevent contagion, the taxpayer would have to guarantee this debt. Hence bail in 
would not be credible. In order to avoid that, bail in debt should be held by non-
financial institutions, preferably private households, or only by those financial 
institutions which are able to bear the bail in loss. To discourage banks from
holding bail in debt, the Basel-risk weight on bail in debt should be very high.

3. Banks should be encouraged to issue, in addition, bail in debt which may be 
converted or written off much earlier than in a resolution procedure. Triggers 
would be based on accounting and/or market values.                                                         
Early conversion or write offs of certain types of debt might permit to avoid a 
resolution procedure which is costly and associated with a very strong negative 
signal. Again, to avoid contagion effects, banks should be discouraged by very 
high risk weights from holding debt which could be bailed in early.

4. Challenges: How would the resolution system work in case of a sudden shock to a 
systemically relevant bank (heart attack)? Then the time for resolution would be 
extremely short so that it would be almost impossible to set up and organize a 
bridge bank and, perhaps, an investment management vehicle, even if a recovery 
and a resolution plan exist. Then the taxpayer would have to step in to avoid a
systemic crisis. 
Therefore, (equity + bail in debt) need be quite high if the taxpayer is to be kept 
out. The proposed resolution system could work effectively, however, in case of a 
gradually declining quality of a bank (agony).
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Notes: 

1. The design of bail in debt is critical. 
The crisis after the burst of the New Economy Bubble in 2001 was rather 
harmless to the   real economy because banks were smart enough to transfer the 
risk of the New Economy Firms through IPOs to private households. Thus, banks
and the real economy were relatively little hurt by the crisis.
The financial crisis starting in 2007 was triggered by the securitization of 
mortgage backed bonds. Contrary to what many people believed, securitization 
did not lead to a wide-ranging transfer of default risks to non-banks. Hence, 
banks took a large chunk of the default losses motivating a systemic crisis with 
severe implications for the real economy.
Therefore, bail in debt needs to be regulated so that default losses on this debt are 
not borne by other banks, but by private households. These will not buy bail in
debt themselves, but financial intermediaries like investment funds may buy 
them. To prevent banks and insurance companies from buying this debt, a high 
risk weight should discourage them.

2. There may be different layers of bail in debt with a subordinate structure. For 
example, a senior layer would be subject to a trigger by resolution authorities. A 
junior layer would be triggered earlier by accounting/market based figures.

3. Different layers of equity and debt including bail in debt would improve 
attractiveness to investors because more differentiated securities accommodate
differentiated tastes of investors. Also investors would benefit from the tax shield 
of debt capital. Bankers would be happy to have a higher leverage and, therefore, 
on average, show a higher rate of return on equity even though this is only driven 
by the leverage effect (and not by good management). For the regulator this 
increase in leverage would be sweetened by the option to lower leverage in a crisis 
through bail in. 

4. Consider the case of a sudden shock to a bank (heart attack). Then the taxpayer 
might have to step in with cash or guarantees, given a serious shortage of time. 
Yet to avoid arbitrage transactions, debt including bail in debt, excluding debt 
claims acc. to Art. 38, no. 2, should not be paid back or guaranteed in full by the 
taxpayer even though a bank might hold it. The holder should incur some loss due 
to an appropriate haircut. The challenge here is that is may be possible to design 
some complex derivative with a highly correlated price which might be difficult to 
value and, therefore, may have to be excluded in a fast resolution procedure from 
the bail in. 
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