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Abstract 

A single supervision mechanism requires a single resolution mechanism (SRM), 
i.e. supervision and resolution should be at the same level. We argue that the 
SRM i) should be responsible only for the banks under the direct supervision of 
the ECB; ii) should be an independent institution with its own funding and staff; 
iii) powers should dovetail those of the ECB so that the SRM can take over when 
the ECB has come to its limits; iv) procedures and powers need to be specified in 
a Regulation; and v) bank resolution and deposit insurance are best bundled 
within one institution. 

Even more important for the future of the banking system in Europe than the 
institutional design of the SRM will be the willingness to actually let banks fail or 
at least bail in creditors before public funds are used to prop up institutions which 
cannot survive on their own. The present practice of an almost unlimited bail out 
of all bank creditors maintains overcapacity and an excessive leverage in the 
European banking system. It risks leading to a similar situation as in Japan where 
the so-called ‘zombie’ banks held back the recovery for a very long time. 
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EXECUTIVE SUMMARY 
Resolving small banks is easy and is being done in most Member States without great 
fanfare. However, resolving large and/or internationally active banks seems so difficult that 
these banks are almost always bailed out. In the few instances where large internationally 
active banks have gone into insolvency the process of disentangling the claims of hundreds 
of thousands of creditors has usually taken years of endless litigation. There is thus an 
urgent need to create a mechanism (the Single Resolution Mechanism, SRM) by which even 
large, internationally active banks can be resolved.  

Which banks should be subject to the SRM? It seems appropriate to start with the banks 
which will be directly under the supervision of the ECB. For these banks which will be under 
the Single Supervisory Mechanism (SSM), a European institution - i.e. the ECB - will be 
responsible for trying to prevent bank insolvencies. If this fails, and insolvency becomes 
inevitable, it is only proper that a European institution picks up the tab. The responsibility 
of the SRM in terms of banks should thus mirror that of the SSM. 

The SRM cannot work on the basis of national bank resolution rules. The way the SRM 
could resolve a bank needs to be specified in a Resolution Regulation to ensure uniform 
conditions for all the banks supervised by the ECB. The powers of the SRM need to be 
specified in such a way that it can intervene immediately once the supervisor, i.e. the ECB, 
has signalled the need to intervene.  

We also argue that it would be best to put deposit 'insurance'1 and resolution authority 
under one roof (as in the US). When a bank fails deposit insurance and resolution face 
anyway a common pool problem: there might simply not be enough assets left for both of 
them.  

Even the best designed SRM will be useless if the authorities are too afraid of the systemic 
consequences of large failure to let any banks ever go under. At present very little bail-in 
takes place and no single bank is allowed to fail because of the fear to cause another 
‘Lehman’. However, if this policy continues the excessive leverage in the European banking 
system will not be reduced and Europe could find itself in a similar situation as Japan where 
the so-called ‘zombie’ banks held back the recovery for a very long time. 

 

                                          
1  Deposit 'insurance' is covered in the EU by the Deposit Guarantee Schemes Directive, 94/19/EEC as amended. 
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1. INTRODUCTION 
Preparatory work on the ‘Single Supervisory Mechanism’ (SSM) is proceeding and concrete 
plans have already been drawn up with much of the basic legal questions already settled. A 
logical consequence of the creation of the SSM is the need for a single resolution 
mechanism (SRM) because national authorities cannot be expected to provide national tax 
payers’ money to support an institution which has been supervised by the ECB. 

Any resolution mechanism must be seen in the context of the supervisory mechanisms that 
accompany banks in difficulties. The nature of the tools available to the supervisor 
determines to a large extent in what shape banks arrive at the resolution authority. 

With the wide powers to be granted to the ECB, at least for the banks it supervises directly, 
until the minute before resolution it makes sense to have these same banks being taken 
care of by a single EU level institution (not just a ‘mechanism’) once resolution becomes 
unavoidable. 

When a supervised bank is diagnosed by the SSM as having serious problems that it cannot 
solve on its own, the SRM will have to take important decisions very quickly. The first 
decision is whether the bank should be let go into un-orderly resolution2, which could imply 
a bank run and asset grabbing by national supervisors, or resolved in orderly manner. An 
orderly resolution requires a clearly defined process, claim ranking and mechanisms that 
can include bridge banks, merger and acquisition, purchase and assumption and 
nationalisation. 

If the decision is to go for resolution the key questions will be whether some creditors will 
have to accept a haircut and how much financial support will be needed to stabilise the 
bank after the intervention of the SRM.  The financial support could be public (i.e. tax payer 
money) or (preferably) come from an industry financed fund. Taking these decisions 
requires a dedicated staff and immediate access to potentially large financial resources. 

The SRM should thus be a separate institution with its own funding, staff and legal 
personality. We will not discuss the funding here. There is general agreement that a 
resolution fund should be financed in the first instance by levies from the industry, but will 
need a fiscal back up in case a system wide crisis develops. That back up for the SRM will 
probably have to be the European Stability Mechanism (ESM). 

An intervention by the ESM will become inevitable only if the losses are very large and the 
institution is no longer viable on its own. But in this case deposit insurance might have to 
kick in as well. If this is the case, a conflict of interest between the SRM and national 
deposit guarantee schemes could emerge. When a bank fails, if capital and other loss-
absorbing liabilities are insufficient, deposit guarantee and resolution schemes face a 
common pool problem: If the resolution authority does nothing, the bank might fail in a 
disorderly manner implying large losses for the (national) deposit guarantee funds. But 
these losses might be avoided if the (European) resolution authority generously 
recapitalises the bank. To avoid these potential conflicts of interest, one should bundle the 
deposit guarantee and resolution authority (see Schoenmaker and Gros (2012) and Gros 
and Schoenmaker (2012) for a solution to the transition problem).3  

At present policy making in Europe is dominated by a ‘post-Lehman’ abhorrence of bank 
insolvency. The US decision to let Lehman Brothers go into insolvency is usually taken as 

                                          
2  Resolution can be insolvency or can be restructuring. 
3  See also the overview provided on the following link: http://www.roubini.com/briefings/175500.php. 

PE 492.473 6 

http://www.roubini.com/briefings/175500.php


On the Design of a Single Resolution Mechanism 
_________________________________________________________________________ 

an example to avoid, because this decision was taken unilaterally and thus without taking 
into account the potential global effects (although few foresaw their size). Hence the 
concern in Europe has been to avoid a repetition of the Lehman experience.  

This has led now to a situation where effectively no bank (except mini banks) is allowed to 
fail anymore. If this policy continues the SRM will never be used – or rather it might be 
misused by propping up any bank that has difficulties.  

It remains to be seen whether this is temporary. But for the time being, all authorities, 
especially in Europe, are overemphasising the perceived benefits of bailout (over 
resolution). AIG, where the US government made a profit on the bailout is held up as the 
example that a bailout can be better even for the public purse.4 It is likely (In the view of 
the authors) that in Europe for a long time the approach will remain to go for bailouts. 

                                          
4  The precise reasons why the failure of Lehman turned out to have such negative consequences do not matter 

at this point.  What matters is that many policy makers have drawn the conclusion that no large bank should 
be allowed to fail. 
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2. TRANQUIL VERSUS TURBULENT TIMES 
The objective and priorities of a bank resolution fund are in principle always the same: 
provide funding on a least cost basis for the public purse and only if needed to safeguard 
systemic stability. In reality, however, the modus operandi of a bank resolution fund will be 
totally different depending on whether the banking system is in a systemic crisis or not. 

During a widespread crisis (such as now) it is usually assumed that the spill-over effects 
from not saving any individual bank are assumed to be very large and negative. Under 
these circumstances the authorities will be extremely reluctant to let any bank fail or to bail 
in new classes of investors. This might be called the ‘post-Lehman’ syndrome, which is 
dominant today. 

This tendency to avoid bail-ins and bank failures might be justified during turbulent times, 
i.e. when the entire banking system is weak, but not necessarily if the system is stable 
while only one individual bank has a problem. In this case the spill-over effects from a bank 
failure are more limited. Closing down a single bank might even benefit the rest of the 
industry, especially if the reason for failure was aggressive risk pricing und thus 
undermining other banks’ margins.5 But this is a point of view that is rarely taken into 
account in practice. Moreover, bank failures are rare during tranquil times, but then bunch 
together when a crisis erupts. 

This implies that that the workload of a resolution authority will vary enormously over time. 
It is often said that the life of a soldier is characterised by long periods of boredom, 
punctuated by short periods of intense terror. This is likely to be the case for the SRM as 
well. Figure 1 below illustrates this for the case of the US (which is the only country for 
which one has a long time series with consistent data).  

Figure 1: Financial crisis are rare, but costly: FDIC estimated losses in USD bn 

 
Source:  Own elaboration on the basis of Federal Deposit Insurance Corporation (FDIC) data. 

It is apparent that over the 25 years considered in this picture there were only two periods 
during which the Federal Deposit Insurance Cooperation (FDIC) had to sustain substantial 
losses, the so-called savings and loans crisis of the late 1980s and the global financial 

                                          
5  This absence of state aid considerations is remarkable (and indeed DGCOMP is at present the only institution 

enforcing some bail-in). 
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crisis. During both crisis episodes a large number of banks (usually small ones though) 
were allowed to fail and the FDIC had to step in to make sure depositors were protected. In 
most cases the FDIC has been very strict in bailing-in shareholders and the creditors of the 
failed banks, imposing sometimes large haircuts even on senior bond holders if this was 
necessary to minimise the use of public funds.  

It is also clear that during major system wide crisis episodes the accumulated funds can 
run out. This has happened only every generation, but in these cases the FDIC needed a 
credit line from the US Treasury to finance pay-outs. 

It is not surprising that a major crisis is followed by a longer period of few bank failures: 
the crisis itself ‘purges’ the system of the weaker banks and the heightened awareness of 
the risk of a crisis on the side of regulators, supervisors and investors leads to more 
prudent behaviour of the banks themselves. This explains why for about 15 years (between 
1992 and 2007) the US system did not experience any important bank failures which 
required the intervention of public money. 

One key question for Europe is whether the SRM will be as strict as the FDIC and ‘purge’ 
the system of unviable institutions. If this is not done there is a real danger that the 
European banking system will remain unstable for a long time as leverage is not reduced 
and excess capacity persists, reducing profitability of all banks (which in turns weakens 
their capacity to build up their capital). 

Given the long time periods during which bank failures are rare and do not threaten 
systemic stability one has to judge burden sharing not only on the basis of the problem on 
how to distribute losses when they arise, but one should also take into account the fees 
paid during the long tranquil times. Even ex post, the gains and losses from establishing 
the SRM should thus not be judged on the basis of what bank from what country first has 
recourse to it; but also on the basis of the fees paid by all other banks during the (hopefully 
long) periods of tranquillity. This requires of course that the SRM levies risk adjusted fees 
for the service it provides.  

PE 492.473 9 
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3. REVIEW OF THE LITERATURE 
The literature on the financial safety net has pointed to the importance of a comprehensive 
and incentive-compatible system that comprises supervision, bank resolution and deposit 
insurance. A credible bank resolution regime that imposes losses on equity and junior debt-
holders in a manner that minimises disruptions to the rest of the financial system and the 
real economy, provides important incentives against taking too aggressive risks in normal 
times (Beck, 2011). A supervisory discipline vis-à-vis banks is only credible if 
complemented with the credible possibility that a bank can be resolved.  

A supervisor with the power of withdrawing a license will not be able to use this power 
unless she can be sure that the failing bank can be resolved in a manner that minimises 
disruptions. The experience of Lehman Brothers has reinforced this expectation, where the 
uncoordinated entry of the institution in bankruptcy proceedings – possibly also because of 
the absence of a specialised bank resolution regime - triggered widespread panic on global 
financial markets. The absence of a coordinated bank resolution regime and thus credible 
threat of closing down large banks, in turn, provides incentives for banks to take more 
aggressive risks, not taking into account the external costs that their failure imposes on the 
rest of the financial system and the real economy. These externalities are even larger for 
internationally active banks, where national regulators do not take into account the costs 
imposed by bank failure on other economies outside the regulator’s perimeter (Beck at al., 
2013).  

The European Union has long suffered from the mis-match of banks’ geographic footprint 
within the Single European Market in banking and the regulatory perimeter limited to 
national supervision. Compared to the EU at large or the global financial system, the euro 
area faces additional challenges, as the recent crisis has shown the close linkages between 
monetary and financial stability (Allen et al. 2011). The close link between governments 
and banks through government bond holdings by banks, while banks at the same time 
might have to rely on governments for support in crises, is exacerbated in a currency 
union, where certain policy tools are no longer available to national policymakers. Another 
problem is that of regulatory and political capture, where regulators get too close to the 
regulated entities and/or are influenced by politicians in the regulatory process, be they 
national or local government authorities (see, e.g., Garicano, 2012). This is exacerbated by 
the tragedy of commons, whereby national authorities are interested in sharing the burden 
of bank failure with other members of the currency union (Westermann, 2012; Wyplosz, 
2012).6 

Recognising the geographic mismatch between banks’ activities and regulatory perimeter, 
the European authorities have decided for the establishment of a Single Supervisory 
Mechanism, to be housed at the ECB, while the establishment of a European-level 
resolution and deposit guarantee system was postponed. Several authors have criticised 
the sequential introduction of supervision and bank resolution, which might lead to less, 
rather than more, stability, as conflicts between the ECB and the national resolution 
authorities are bound to arise (Schoenmaker, 2012; Wyplosz, 2012). Without resolution 
powers, the ECB – as de facto lender of last resort in the euro area - will find itself forced to 
inject more and more liquidity and keep the zombie banks alive. By the same token, the 
EBC may also be criticised for being excessively severe and putting national funds at risk 
when it would push for resolution actions at the national level (Angeloni et al., 2013). In 
addition, leaving resolution powers on the national level will reinforce the tragedy of 
                                          
6 See Beck (2012b). 
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commons problems, as individual countries will try to delay recognition of losses or try to 
communalise them. Also, conflicts between different resolution authorities in the case of 
cross-border banks are to be expected, as could be seen in the case of Fortis. 

There are thus strong arguments to establish a single bank resolution authority on the 
European level to match the single supervisory mechanism. While the current situation 
might not be an appropriate one to distribute responsibilities across several institutions, 
there is a strong case to un-bundle responsibility for bank resolution from supervisory 
responsibilities at the ECB (Schoenmaker, 2013). Although it is tempting to place the new 
resolution authority at the ECB, the functions of supervision and resolution should remain 
separate (Advisory Scientific Committee, ESRB, 2012). Separating these responsibilities 
would avoid possible conflict of interests. As supervisors have responsibility for the 
licensing and ongoing supervision of banks, they may be slow to recognise and admit to 
problems at these banks. Supervisors may fear that inducing liquidation before a bank 
becomes insolvent could, in some cases, cause panic in the market. A separate resolution 
authority, on the other hand, can judge the situation with a fresh pair of eyes and take 
appropriate action with much needed detachment. This is in parallel to the private banking 
sector, where the responsibility of doubtful loans is transferred from the ‘regular’ loan 
officer to a special department for distressed loans with specialised skills.  

One important question is on how to fund the resolution regime. Beck and Laeven (2008) 
show that the combination of deposit guarantee and bank resolution can be useful in terms 
of reducing banks’ risk-taking while at the same time dampen the moral hazard risks of 
deposit guarantee.  

The Commission is planning to come forward with proposals for a separate authority (which 
would need also funding) to deal with bank resolution. Such a separate authority could also 
counter the moral-hazard risk mentioned above, i.e. the risk that the ECB is reluctant to 
intervene in a bank to which it has high exposure as lender of last resort.  

PE 492.473 11 
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4. THE SINGLE RESOLUTION MECHANISM 
The Single Resolution Mechanism is part of a wider framework for the European Banking 
Union. Figure 1 shows the decision making stages and the corresponding bodies in this new 
nascent European governance framework. The European Commission remains the rule-
maker and the European Central Bank (ECB) becomes the supervisor and lender of last 
resort for the European banking system. If this level fails to solve problems, the next step 
is resolution (i.e. a single resolution mechanism). Schoenmaker and Gros (2012) argue for 
the establishment of an independent European Deposit Insurance and Resolution Authority 
(EDIRA) which should take care of this stage. The final stage in the governance framework 
is the fiscal backstop. The European Stability Mechanism (ESM) was created to provide the 
fiscal backstop for member countries, but could also act as fiscal backstop to the banking 
systems of member countries in financial distress. The arrow for the fiscal backstop is thus 
backward in Figure 1. Given the need for a fiscal backstop, the new SRM (in our view in the 
form of an EDIRA) has to operate in close cooperation with the ESM. It is nevertheless 
important to guard the independence of the resolution authority, as the ministries of 
finance govern the ESM. 

Figure 1: European institutions for financial supervision and resolution in a 
Banking Union 

Fiscal 

 Backstop 

  

Rule- 

Making 

Lender 

of Last 

Resort 

Supervision 
Deposit  

Insurance & 

Resolution 

    

 

European 
Commission 

ECB ECB EDIRA     ESM 

Source: Schoenmaker (2013). 
Note:  The framework illustrates the five stages from rule-making to fiscal backstop. The bottom line shows 

the entity responsible for each function. 

The design of the Single Resolution Mechanism (SRM) should follow the design of the Single 
Supervision Mechanism to ensure consistency within this framework. First, the tasks of the 
SRM should be assigned to a new, independent resolution authority (the EDIRA in our 
view), established by a Regulation in accordance with Article 114 Treaty on the Functioning 
of the European Union (TFEU). EDIRA’s powers should dovetail with the powers of the ECB 
to ensure consistency. The moment the ECB uses its supervisory power to withdraw the 
licence of a bank or request a resolution, the resolution powers of the EDIRA should start.  

Second, all banks under the supervisory remit of the ECB should fall under the remit of 
EDIRA. The ECB can then hand over any problem bank to the EDIRA, if and when needed. 
We label these banks (under the watch of the ECB and EDIRA) 'European banks'. The 
perimeter of the SRM should thus closely mirror that of the SSM. 

Third, EDIRA should have appropriate funding available. We do not discuss funding options 
in detail here. Schoenmaker and Gros (2012) argue that a new European Deposit Insurance 
and Resolution Fund (administered by EDIRA) should be fed through regular risk-based 
fees paid by the covered ‘European banks’. This Fund would have access to the ESM as 
fiscal backstop, if and when needed during system wide crisis and should operate 
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independently from national funds, if any remain. As national funds have a national 
mandate, legally they may not be in a position to release resources for banks that do not 
fall under the national mandate. In others words, the French resolution (deposit guarantee) 
fund can not contribute to the rescue of an Italian bank (at least as long as non cross-
border lending is provided for, as e.g. proposed in the DGS amendment). We would thus 
argue that there is a need for a funding source for the SRM which is independent of 
national resolution entities. 

Fourth, a new Resolution Regulation should specify the resolution regime applicable to 
‘European banks’. So the first step would be a generic (but targeted to European banks) 
resolution regime.  

The Advisory Scientific Committee of the ESRB has laid out the principles to be followed in 
a clear way (see ASC 2012). It remains to be seen whether it is necessary to establish 
common insolvency rules. However, at least when property rights are concerned (of 
shareholders and debt holders) the rules should be enforceable in all participating 
jurisdictions. The European and national rules need to be fully aligned for that purpose. 

Finally, there are some transition issues. Some ‘European banks’ may need to be resolved 
(partly wound down and/or recapitalised) before they enter the new European supervisory 
system to avoid unlimited contingencies. Countries then would have to deal with any legacy 
problems of weak banks. For this, countries could apply for support from the ESM – if 
needed. Yet, legacy assets should be separated as much as possible from the insurance for 
future events for which the SRM should build up funding over time. Only well-capitalised 
banks should enter the new SSM and the future EDIRA. 
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5. CONCLUSION 
Creating a Single Resolution Mechanism which deserves this name will be extremely 
challenging because a failure of any large bank might be dangerous for financial stability 
and an orderly resolution often requires substantial financial support from the public sector. 
Resolution powers and responsibilities thus cannot be divorced from its fiscal 
consequences. 

How much public support is required to prevent a disorderly failure depends to a large 
extend on the bail-in regime. It is thus difficult to determine in advance burden sharing 
rules or even the size of the financing needed for any European resolution without knowing 
what the bail-in regime will be. For example, many banks in Europe finance a substantial 
part of their operations with so-called subordinated bonds and similar instruments. The 
treatment of these bonds has varied widely across countries. In the most recent case in the 
Netherlands, the holders of subordinated bonds of the bank SNS received nothing. By 
contrast, in Spain the holders of subordinates bonds (and even of preference shares) 
preserved a substantial part of their investment. 

The financing needs of the SRM thus depend to a large extent on the bail-in regime that 
will govern the resolution of those banks directly supervised by the ECB. This regime will 
have to be determined by a Regulation which still has to be drafted. The principles for 
resolution contained in the Commission proposals of June 2012 covering national resolution 
mechanism should be followed. But this proposed directive alone is not enough. A separate 
regulation covering the ‘European banks’ (those supervised directly by the ECB) will be 
needed. 

The best resolution mechanism will not work properly if the competent authorities continue 
to follow the principle that no bank should ever be allowed to fail, and that most creditors 
(including senior unsecured and large depositors) should always be guaranteed full 
payment. If this practice continues, investors will not price the risk of banks properly. The 
actual practice in resolution followed today is thus more important than the bail-in regime 
formally enshrined in legislation.  
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