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To resolve, or not to resolve a bank?

Options for framing bank resolution

vs. insolvency

There is an emerging consensus among stakeholders to apply resolution more
widely going forward, possibly through modifications of the public interest
assessment. This briefing reviews the practice of the Single Resolution Board so far and presents some observations
based on past experience and policy options that the legislators might want to consider as they set out to reform the

resolution framework.

In a recent briefing, we provided an overview and preliminary high-level discussion of the Eurogroup’s
expectations for the review of the Crisis Managementand Deposit Insurance (CMDI) framework. The present
briefing goesinto more depth on a specific aspect of a possible reform, namely the extent to which banks

in trouble are resolved rather than “wound up under normal
insolvency proceedings”. There appears to emerge a certain
consensus that resolution should apply more widely going
forward: The Parliament’s Banking Union annual report 2021
speaks of addressing loopholes in the resolution framework
and support for reviewing and clarifying the public interest
assessment, while the Eurogroup’s June 2022 statement
looks for a clarified and harmonised public interest
assessment and resolution to apply more widely. The
Parliament is currently working on its 2022 annual Banking

Union report.

This briefing discusses the currentsituation in legislationand
practice regarding the scope of resolution versusinsolvency.
It considers the possible objectives of broadening the scope
and reflects on policy options to achieve a broader scope.
Finally, it suggestssome preliminary conclusions.

Thecurrent EU legal basis

Box: From the few to the many

The emerging policy consensus for more
resolution contrasts with a catchy phrase by the
former Chair of the Single Resolution Board
(SRB), Elke Konig. In a magazine article she said
about the SRB’s approach that “resolution is for
the few, not the many”. However, it is unclear to
what extent this stark statement reflects the
SRB's practice or not. As discussed further below,
the SRB has earmarked 82% of banks in its remit
for resolution. At the same time, this
“earmarking” is only a preliminary decision and
not binding for the decision should one of these
banks actually fail. For actually failing banks, the
share of positive resolution decisions is much
lower than 82%.

Article 32 of theBank Recoveryand Resolution Directive and, for the banksin the Banking Union, Article 18
of Single Resolution Mechanism Regulationdetermine whena bankis resolved. There are three conditions.
First, the bank has to be failing or likely to fail. The legislation lists the circumstances when this condition
would be fulfilled. For example, this would be the case if a bank will evidently failto meet conditions for its

Economic Governance and EMU Scrutiny Unit (EGOV)
Authors: Kai Gereon SPITZER, Kristina GRIGAITE, Marcel MAGNUS
Directorate-General for Internal Policies
PE 741.496 - February 2023

EN



https://www.europarl.europa.eu/RegData/etudes/BRIE/2023/733718/IPOL_BRI(2023)733718_EN.pdf
https://www.europarl.europa.eu/doceo/document/TA-9-2022-0280_EN.pdf
https://www.consilium.europa.eu/en/press/press-releases/2022/06/16/eurogroup-statement-on-the-future-of-the-banking-union-of-16-june-2022/
https://oeil.secure.europarl.europa.eu/oeil/popups/ficheprocedure.do?lang=en&reference=2022/2061(INI)
https://oeil.secure.europarl.europa.eu/oeil/popups/ficheprocedure.do?lang=en&reference=2022/2061(INI)
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A02014L0059-20221114
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A02014R0806-20220812
https://www.srb.europa.eu/en/content/eurofi-article-elke-konig-centralized-administrative-liquidation-tool-banks-zagreb-april

IPOL | Economic Governance and EMU Scrutiny Unit

ongoing authorisation, if it requires public support outside of a general financial crisis’, or in the case of
illiquidity or overindebtedness. Notably, the latter two conditions broadly mirror typical preconditions for
generalinsolvency proceedings, while the formertwo tend tobe broader.A bankmay not be overindebted,
but its minimum capital requirement may still not be met. Thus it is conceivable that a bank qualifies for
resolution, but notinsolvency.? Second, the bank must be missing a perspective to prevent the failure
within a reasonable timeframe.?

And as athird condition, the resolution of the bank must be necessary in the publicinterest. The notion
of necessity is further defined. Resolution has to be necessary and proportionate for reaching certain
objectives, such as ensuring the continuity of the banks’ critical functions. This could be thought of as an
“absolute” test of publicinterest. Thereis an additional “relative” test to be met: the resolution mayonly
go ahead if the same objectives cannotbe achieved as well by normalinsolvency proceedings. Thisabsolute
assessment entails inevitably anumber of judgements - say, in determining what functions of a bank are
sufficiently critical to justify which specific resolution actions. For instance, the SRB seems to decide if deposit
taking s critical, i.e. hard to replace, by considering inter aliathe market share of the bank in deposit taking.*
But there is no objectively identifiable percentage of market share that makes the deposit taking function
critical and there may be circumstantial elements that mean that a low overall market share may still be
critical, say if thereis a higher share for certain customer groups that find changing banks more difficult. We
will discuss the judgemental nature of the public interest assessment further below, after reviewing the
cases of past SRB decisions.

Therelative test requiresan additional step in the decision making. It requires a comparison to a procedure
under a national insolvency law. This is complicated since insolvency laws differ from one Member State
totheother.First, nationalinsolvency law may comprise more than one possible procedure. The SRB would
thus need to decide which procedure constitutes “normal” insolvency proceedings within the meaning of
the EU framework in order to make the comparison. Perhaps more importantly, the point of comparison
entails the outcome of yet unknown future decisions by one or more national authorities. For instance, for
a loan portfolio, the national authorities may at one extreme authorise the simple run-off, repaying the
estates creditorsfrom loan and interestrepayments coming due. At the other extreme, they may authorise
the sale of packages of performing loans to other banks, which may maintain the client relationships of the
failed bank to some extent. The latter approach may constitute the better choice under normalinsolvency
proceedings that seek to maximise the proceeds to satisfy the estates creditors. From the perspective of
resolution objectives, the aim may be to avoid a credit crunch for the failing bank’s borrowers, ensuring the
continuity of a potentially critical function. However, since the continuity of this potentially critical function
may - or may not - be the outcome of the liquidation procedure, the SRB would have to know that
hypothetical choice at the national level to determine if resolution delivers a better outcome from the
resolution objectives’perspective.

More precisely, the legislation refers to “a serious disturbance in the economy of a Member State”.

An amendmentto BRRD of November 2022 will require Member States to ensure that banks are “wound up under national law” when they are
notresolved even though they are found failing or likely to fail.

As regardsa “reasonable timeframe”, in the context of providing Emergency Liquidity Assistance the European CentralBank (ECB) hasfor example
spelled out thata credit institution is considered solvent - even if it does nolonger meet the minimum regulatory capital levels - if there is a
credible prospect of recapitalisation within 24 weeks after the end of the reference quarter during which capital levels fell below the regulatory
minimum, a grace period that can even be prolonged in exceptional cases.

To our knowledge, the SRB has not publicly set out a clear threshold above which it considers market shares relevant, for example as regards
deposit taking. Our analysis of the resolution of the Sberbank Europe group, a failed banking group that was headquartered in Austria, with
seven legally separate bank entities in other countries, however suggest that market shares of 2% and above (in terms of assets held or brandhes
operated) already qualifies to be considered significant.
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The SRB issued a document and two updates thereof which describe its approach to the public interest
assessment.

Reviewing the SRB’s practice to date

The publicinterest assessment is already applied at the resolution planning stage, at which a hypothetical
planis developed for allbanks. Atthatstage already,the SRBtakes a preliminary view as towhethera bank’s
resolutionis in the publicinterest, which however does not necessarily determine the decision takenifand
when the bank fails. Developments up to that point in time, including in the wider financial system, may
lead to a different final decision. The outcome of this planning-stage public interest assessment for
individual banks is notpublicly known. Whatis however knownis that in the yearly resolution planning cyde
of 2021, the SRB reported that 82% of the banks in the SRB’s remit are earmarked for resolution®
(accounting for 97% of total exposure at risk) and the remainderis considered “earmarked for liquidation” by
the SRB. This information has been published for the first timein July 2022, 7 years after the creation of the
SRB, so that it is not possible to say how the public interest assessments have evolved over time and if
political expectations to apply resolution more often have alreadyhad animpact on the SRB’s assessment.
The SRB considers that the banks “earmarked for liquidation” are “mostly made up of public development banks
and smaller banks with a specific business model”.

The publicinterest assessmentat planning stage howeverdoesnotprejudge the publicinterestassessment
at the point of failure of a bank, which determines whether the failing bankis actually resolved or not. There
have been 9 cases where the SRB took a decisionwhetherto applyresolution, so far. Outof these,in 6 cases,
it was decided that resolutionwas not in the publicinterest. In no instance was resolution rejected because
of the “relative” assessmentof whether the resolution objectives could be as well achieved by insolvency.

ABLV

On 23 February 2018, the SRB took two decisions not to resolve ABLVBankAS and ABLVBank Luxembourg
S.A., which - following allegations of money laundering - were declared failing-or-likely-to-fail by the ECB.
As to the former bank,in 2016, the SRB had adopted a resolution plan with bail-in as preferredstrategy, but
the plan noted that normalinsolvency proceedingswould be feasible under certain circumstances. In a 2017
update of the plan, however, the SRB concluded that resolution was not in the public interest since the
functions of the bank were not critical and its dismissal would neither significantlyimpact financial stability
in Latvia nor in other Member States. This stance is confirmed by the actual resolution decision. The decision
essentially reflects on the bank’s market sharesin different activities and concludes that the market shares
could easily be absorbed by other providers. While most numbers and percentages are omitted from the
public version of the decision, it appears that the shares were substantially smaller than those of the next
largest competitorsin the Latvian market. A particular consideration seemsto have been thatdeposit taking
was for a good part from non-residents. The bank challenged the decision not to resolve it, but the ECJ
confirmediit.

As to ABLV Luxembourg, public interest was also dismissed on the same grounds as for its parent. The
market share in deposit-taking is once more omitted from the public version, but a market share of 0.09%
in private banking is cited. According to press reports, a Luxembourg courthowever at first did not accept
to pursuetheliquidation of the bank but appointed administrators to sellit intact. This illustrates the point
made earlier that a bank that s failing from an EU law perspective but not resolved does not automatically
qualify for normal national insolvency proceedings. The liquidation procedure was nevertheless opened
more than ayear later when no buyer had been found.

*  In comparison, in case of the failed Sberbank Europe group, 5 out of 8 entities in the group were resolved, representing approximately 45% of

the total assets, and 3 entities were liquidated, representing approximately 55% of the total assets.
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The Veneto banks

On 23 June 2017, the SRB took two decisions not to resolve Banca Popolare di Vicenza S.p.A. and Veneto
Banca S.p.A. At the planning stage,® the SRB had in both cases decided that there was a public interest in
resolution since insolvencywas not “credible”, mainly because of the potentialimpacton market confidence
and contagion to other banks. The actual resolution decision concludes in 2017 that significant
developments had takenplace in the meantime, diminishing the banks’ systemic relevance in terms of size,
importance, complexity and interconnectedness. For instance, the banks’ total assetshad declined by 15%
and 22%, respectively; nevertheless, the combined total assets of the banks stood at EUR 62.5 bn, still. The
SRB points out thatneitherbankhad been classified by the Italian authorities as systemically important and
that the EU-harmonised systemic relevance scorewas for both “well below” the threshold for systemic banks
of 350 basis points.

The SRB also concluded that at the point of failure, the institutions did not have critical functions essential
to thereal economy of Italy or for financial stability in Italy. With regard to taking deposits from non-banks,
the SRB notes that the market sharein Italy had declined to about 0.9%in each case and that the outflows
had been well absorbed by other banks. The SRB’s decisions mention furthermore that the banks provide
loans to morethan300.000 households,80.000 SMEs and 14.000 other entities. The decisions compare these
numbers to the ltalian economy overalland conclude that the lending activity can be replaced acceptably
andin reasonable time.

The particularity of these two banks is that they were subject to special liquidation procedures afterwards,
in which the deposits and the (performing) lending activities were acquired by a private bankin returnfor a
symboliceuro and a state-guaranteed loan of EUR 5.3 bn initially. The acquiring bank also received a grant
of EUR 4.8 bn from ltaly. See this earlier EGOV briefing for more details. The grant was authorised as state
aid, and according tothe authorisation by the European Commission, Italy justified the State aid as necessary
to avoid “the disruption of value of the concerned banks, with related big losses for senior creditors, imposing a
sudden termination of the creditor relationships for households and SMEs”.

First, the Italian governmentreclaimed that a piecemeal liquidation, which it considered the alternative
under Italian insolvency law to its actions, to lead to “the disruption of value of the concerned banks”. In other
words, Italy acted because it believed that a sale of the “good” part of the business in its entirety would
conserve economicvalue thatwould be lostin case the activities weredismantled. While the sale of business
is in the SRB’s resolution toolkit,conservation of value is however not among the SRB's statutory resolution
objectives and hence not taken into accountin its publicinterest assessment.

Second, as regards the deposit-taking activity, Italy was motivated by avoiding lossesto the depositors.The
SRB by contrastconsidered publicinterest tolie only in the continuity of deposittaking, i.e. if the depositors
would have been able to place the money with other banks that would have been left tothem aftereventual
losses in the banks’liquidation.” Amongthe SRB's statutory objectives, there is only the “protection of covered
deposits”. This is understoodby the SRBto mean onlythose depositsup to the coverage level of the deposit
guarantee scheme, which the SRBindeed considered to be well-protected by the scheme.Alongthose lines,
the SRB could not pursue a broader objective of protecting depositors more broadly as the Italian
governmentdid.

Third, Italy did not share the view of the SRB that the lending activities of the banks are sufficiently
substitutable. Morespecifically, Italian authorities argued that “the credit crunch could hit around 55,000 firms,

There are preceding events to the failure of those two banks, said to be the end of a “long and troubled journey”. For more details on a planned
capital increase, the role of Italy’s bank bailout fund Atlas, the pursuit of a precautionary recapitalisation, and the argumentation around
systemicness, see in particular the analysis of Silvia Merler: “A tangled tale of bank liquidation in Venice”.

This would obviously only concern the deposits that are not guaranteed according to Directive 2014/49/EU.
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foran aggregated shortfall of ca. [EUR] 22bn, without taking into consideration the second round effects”. Andrea
Enria, at the time chair of the EBA, remarkedthat it lookedlike two different definitions of public interest
had been applied, oneat the EU level and another one by national authorities. Regarding the conservation
of enterprise value and regarding deposit taking, this seems to be the case indeed. As regards lending
activities however, it appearsthat the SRB and theltalian authorities applied the same test, essentially if the
performing borrowerswould continue to be served, but simplyarrivedat different conclusions.

Finally, one of the resolution objectives consists in protecting public funds by minimising reliance on
extraordinary public financial support. However, the notion of extraordinary public financial support is
defined in law to be aimed at preserving or restoring the viability, liquidity or solvency of a bank. The state
aid in the present caserather aimed at supporting wider public objectives such as the continuity of critical
functions, but not at the viability of the bank itself. The SRB’s decision does not discuss the possibility that
in the course of nationalinsolvency proceedings,taxpayerfunds might be used.

Banco Popular

On7 June 2017, the SRB decided toresolve Banco Popular Espafiol SA. At the planning stage, the SRB had
decided that there was a publicinterest in resolution since insolvency was not “credible”, given the potential
impact on the Spanish realeconomy and financial system. This was confirmed in the final decision. The SRB
pointed out that the EU-harmonised systemic relevance score was at 402 basis points and thus above the
threshold for systemic banks of 350 basis points.The SRBalsofound that the bank provided critical functions
that were not in an acceptable manner and within a reasonable timeframe replaceable. This was so for
instance for deposit taking, since the SRB found thatthe banksaccounted for a sharein the Spanish market
of “between 5 and 10%”. The SRB comes to the same judgement for lending to SMEs, were it found that a
share of the Spanish market “between 15 and 20%” made the bank not substitutable.

The “relative” public interest test, i.e. whether windingup of the entity under normalinsolvency proceedings
would meet the resolution objectives to the same extent, is not discussed in the decision. While the SRB
notes in its decision that “normal insolvency proceedings” under Spanish law aim at maximizing the value of
the assets for the benefit of creditors and entail different procedures, it does not furthershed light on why
these procedureswould not also attain theresolution objectives to some extent.lt is merely stated theydo
not to the same extent. When the decision discusses the critical functions of the bank, the underlying
assumptionis that insolvency proceedingwould disrupt these functionsand thatthe liquidation would not
entail the sale of some activities intact to otherbanks ensuring continuity and possibly conserving enterprise
value.

PNB Banka

On 15August 2019, the SRBdecided not toresolve the Latvian AS PNB Banka, which was previously declared
failing-or-likely-to-fail by the ECB, inter alia on grounds of persistent breaches of capital requirements. At
the planning stage, the SRB had taken a decision on 2 August 2019 that normal insolvency proceedings
were credible and feasible for the bank, so that resolutionwas not in the publicinterest. This was confirmed
by thefinal decision. As to systemic relevance, the SRB pointedto the small size of the bank (a share of 2.7%
of the total assets of all Latvian banks) and its limited interconnectedness with the rest of the financial
system. Nevertheless, it also mentionsthat thebankreached an EU-harmonised score for systemic relevance
of 530 basis points, in excess of the threshold score for systemicrelevance in Latvia of 425 basis points.2 As
to critical functions, the SRB points out the low market shares in deposit taking (for instance, 2.1% for
resident deposits) and domestic lending (0.7%) to conclude that the functions of the bank can be replaced.

8  The Latvian authorities did nevertheless not classify the bank as systemic arguing that applying the respective EBA guidelines must take into

account the specificities of the Latvian banking market, which does not rely on external wholesale funding.
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Sberbank

On 1 March 2022, the SRB took decisions over the Austrian Sberbank Europe AG and two subsidiaries in
Croatia (Sberbank d.d.) and Slovenia (Sberbank banka d.d.). At the planningstagein 2020, the SRB thought
that the resolution of Sberbank Europe AG may be in the public interest as its subsidiary banks were too
dependent on the parent entity to survive the latter’s insolvency. However, already at the time the SRB
reasoned that the activities of the parentin Austriaalone did not justify resolution.

The SRB finally decided however not to resolve the parent, but to resolve the two subsidiaries® mentioned
before. As to the parent, the SRB found its functions less critical for the subsidiaries at the point of failure
than before. Interestingly, the decision also reasons that the insolvency framework of Austria allows the
continuity of the functions in the insolvency procedure. In other words, the resolution objective of
continuity of critical functions would be fulfilled to a certain extent even if insolvency is chosen over
resolution.

Further on the parent entity, the non-confidential version of the decision does not mention figures
regarding market shares, but it can be inferred that the SRB reviewed such numbers and found them small.
The SRB also pointed out the parent had not been classified as a systemic bank. Consequently, the potential
impact ofinsolvency on third parties was notconsidered to justify resolution.

As to the two subsidiaries mentioned above, the SRB had earmarked them for resolution at the planning
stage because of a likely severe impact on the financial markets and the real economies of Croatia and
Slovenia, respectively. In the final decision, the SRB concluded in the same way. Current numbers were
omitted from the publicversion of the decision. In the case of the Croatian bank; it is only visible that it was
the 8th largestin the country, in the case of the Slovenianbank, it is indicated thatit had not been classified
as systemically relevant. The reasoningof the decision refers to the possibility of indirect rather thandirect
contagion on the wider local banking system and points out that resolution would be instrumental to
maintaining or restoring confidence. Furthermore as regards critical functions, the SRB concluded that the
Croatian bank procured none, while the Slovenian bank’s lending to SMEs was considered critical. Again,
numbers underpinning this assessment were omitted from the public version of the decision.

Some observationson the practice of publicinterest assessments

The above overview of the SRB’s practice does not purport to capture all facets of the past assessments.
Moreover, any possible insights are based solely on the public versions of the SRB’s decisions (as an aside,
one might question the grounds of confidentiality concerns over, say, market share information of already
defunct banks). Nevertheless, the overview in the previous section allows the conclusion that the
harmonisation of the public interest assessment, which the Eurogroup called for, will not be a trivial
undertaking.

Whether functions are critical is apparently considered by the SRB in the light of the market share of the
failing institution. One could imagine identifying a threshold percentage of market share that classifies a
function as critical. However, a given market share might be more substitutable in one market than in

another, depending on local competition, for instance. Also the definition of the relevant marketis a
problem. A small nation-wide market share may hide a particular importance in a regional market or fora

particular group of customers, potentially one particularly vulnerable to disruptions of banking services.

Moreover, judgement and the wider political preferences of stakeholders may influence decision-
making. This is evident from the Veneto banks, case. The same SME lending function that the SRB found

°  Three other subsidiaries of the group were resolved by authorities in other jurisdictions, outside of the Banking Union, involving the National

Bank of Serbia, the Federation of Bosnia and Herzegovina Banking Agency, and the Banking Agency of Republika Srpska.
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substitutable madethe Italian authorities wary of a credit crunch. Ultimately, frictions are unavoidable when
a bank exits the market as alender.Banks have private knowledge abouttheir borrowers. Other banks will
be happy to work with clients to obtain thatknowledgeand replace the loans of the defunct bank. But that
can taketime and not every borrower’s liquidity may allow for thattime. And in somecases, the knowledge
about borrowers may be so much based on long-standing relationships that it just cannot be rebuild; a
particular problem when hard financial information or liquid collateral may not be easily available, or may
be less reliable. Last but not least, there may also be groups of borrowers that are of more doubtful credit
quality and will for good reasons find it difficult to obtain funding from other banks at market termes.
Depending on the composition of a bank’s clientele, the economic frictions resulting from the bank’s failure
may be more or less important and reasonable experts may disagree about how large and durable such
frictions will be inany given case.

The judgement regarding critical functionsis subject todifficulties on two levels.First, thereis the challenge
of “objectively” estimatingthe impact on the economy thatresults fromthe bank potentially disappearing.
As discussed above, this is not easy and different views are unavoidable, but at least in principle this is a
question accessible to expertjudgement. Second, there is the inherently wider judgement of whatimpact
on alocaleconomy following a bank’s failure is acceptable. Forinstance, the willingness toimpose hardship
on borrowers may differ from one polity to another. The European legislator may want to consider fine-
tuning the legislative framework as to how judgmentsby the SRB should reflect such political preferences.
We will discuss in the last section of this paper that appropriate framing may be one approach and that
avoiding a binary decision between resolution or liquidation maybe another.

The systemic relevance of the failed bank is another area where objectivecriteria appear to be difficult to
devise. There may be a harmonised measure of “systemicness” defined by the EBA Guidelines at European
level that is indicative of the potential damage from a bank’s dismissal to the wider financial system.
However, reviewing the practical application in resolution cases, it turns out that “objectively” systemic banks
wentinto insolvency while less systemic banks wereresolved.For instance, in theSberbankresolution cases,
one might argue that the public interest assessment has rested less in the “objective” systemicness and
rather in the possible impact on wider market sentiments against the background of a tense geopolitical
context and fears of economic repercussions. Such perceived “indirect systemicness” can be justified, but is
not easily moulded into objective criteria.

Furthermore, the Veneto banks’ case also shows that in the eyes of some of the decision-makers
involved, the notion of public interest in the EU framework may not be complete/precise. The
motivations of Italian authorities reported in the EU state aid decisions suggest that they saw in the
protection of depositors and senior creditors, possibly also in the conservation of enterprise value,
additional sources of publicinterest. These sources of publicinterest motivated actions that are typically in
thetoolkit of resolutionauthorities-but thatarenot foreseen in the EU legal framework as valid motivations
- i.e. resolution objectives - for applying that toolkit. Not all possible sources of public interest may enjoy
consensus at European political level. Nevertheless, the question of possible additional sources of public
interest is worth keeping in mind when building a political agreement about further harmonisation of the
publicinterest assessment.

Finally, and not directly related to the public interest assessment itself, the ABLV Luxembourg case also
entails an interesting lesson. It is not because the SRB thinks that a bank can be liquidated that the
national framework will necessarily deliver that outcome. In fact, the national instances operate
independently undertheir own national framework once the SRBhas decided againstthe application of the
directly applicable EU resolution framework. They may not follow the view of the SRB that the bank should
be liquidated. By consequence, the competent national instances may well conclude against starting
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liquidation proceedings or steer the process towards unexpected outcomes such as a restructuring or the
sale of abusinessinits entirety, in function of the objectives and possibilities of national insolvency law.

Objectives of expanding resolution

Later in this briefing, we would like to turn to some policy options available to broaden the scope of
resolution and to harmonise the public interest assessment. Neither more resolution nor a harmonised
publicinterest assessments can be an end in itself, however.Hence it is worthwhile to considerthe possible
broader objectives of legislative change, which are also a useful background to the evaluation of any
policy options. As we discussed in our earlier overview briefing, the Eurogroup’s statement has not
formulated broader objectives of the reform, while members of the European Parliament have expressed
the hope that a reform could remove obstacles to thecompletion of the Banking Union. How could a reform
of the public interest assessment support the completion of the Banking Union?

One idea could be that more predictability of outcomes may facilitate the pooling of resources in a
European deposit guarantees scheme, since the contributing banks would know betterwhen andhow their
contributions would be used for crisis management. The benefits of predictability may extend further to
other areas of the euro area’ssafety net. This is most obvious for the Single Resolution Fund, but ultimately
extends also to the ESM as the Single Resolution Fund’s futurebackstop and to the ESM’s wider functionto
assist euro area countries in financial distress. Since it could strain a Member State’s financial strength, the
use of public funds in the liquidation of banks may - in the context of the solidarity in the euro area - also
warrant political coordination.

Another consideration is the level playing field in the Banking Union. With this objective in mind, it is
important that failing banks actually exit the market rather than unfairly compete after receiving public
support.Inthis sense, the non-resolution cases considered in this paper all led to the dismissal of the failed
bank. Even in the cases where public funds were used, the outcome was the liquidation of the banks
concerned and the public support did not keep failed banks in business. Nevertheless, also the bail-out of
uninsured depositors and senior creditors in liquidation is not fully anodyne from a level playing field
perspective. If expectations forgovernmentsupportbecome entrenched forsomebanks but not for others,
they may lead to differences in funding costs and to moral hazard -even if theissueis arguably less severe
thanif bail-out concerned equity and subordinated debt. The cases show thatequityandsubordinated debt
was exposed to losses from the liquidation of the estate each time, although not because of the legislative
framework of the banking Union but because of the administrative practice of the Commission as
competition authority. Moreover, if the sale of activities to another bank is supported with public funds,
thereis a risk that the public support subsidises the buying bank unless the sales process is a fully
competitive one. A European authority managing the sale might be best placed to ensure a competitive
process.

Protecting senior creditorsand uninsured depositors could be alegitimate policy objective in principle, both
in liquidation - where it is possible, at national discretion - and in resolution - where it is possible for
depositors, but notfor bondholders. If this or other additional policy objectives are considered desirable in
handling failing banks, the legislator may want to consider the merits of pursuing such additional policy
objectives in a coordinated fashion as resolution objectives within the banking union. Or, in view of the
budgetary and level playing field implications, allowing the pursuit of additional policy objectives only in
nationalinsolvency proceedings maylead to suboptimal outcomes. An interestingquestion in this context
is also if market exit is a necessary consequence of not resolving a bank. Since national insolvency
proceedings can also lead to the restructuring or sale and continued operation of a failed bank, it may be
possible that the nationalinsolvency procedure leads to a bank continuing in business when that SRB saw
no publicinterestinits resolution. Could such an outcome even be facilitated by publicfunds? The hurdles
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of the state aid framework would normally be higher in this type of case than for liquidation aid; however,
the hurdles reside in administrative practice of the Commission rather than in the Banking Union’s legal
framework.

Policy Options

Like the European Parliament, also the Eurogroup supports clarifying and harmonising the public
interest assessment. Moreover, the Eurogroup “expects” resolution to apply more widely, including to
smaller and medium-sized banks, where sufficient MREL and “industry-funded safety nets” are available.
Nevertheless, the Eurogroup wishes to also have appropriate flexibility for market exit of failing banks in a
manner that preservesthe value ofthe bank’s assets. In tendency, applyingresolution more widely has the
potential to support the broader policy objective formulated in the previous section. In the Banking Union,
it means thatthe SRB - as opposed to nationalinstances - would more often be in charge to handlefailing
banks and also that the directlyapplicable EU legal frameworkratherthandiversenationalinsolvency rules
apply more often. This improves the predictability of the treatment of failing banks and it also has the
potential of further levelling the playing field in the Banking Union.

There are different policy options that could lead to the outcome of more resolution and more
predictability of the publicinterest assessment. The choiceamong the policy options could be guided by
how well they attain the broader policy objectives discussedin the previous section and possibly otherson
the mind ofthelegislator.

To achieve the objective of framingthe SRB’s decision better, a starting point could be quantitative
thresholds in function of when the legislator believes that the resolution objectives are at risk. For
instance, the wording of the public versions of the SRB's decisions suggests that the SRBchiefly looked at
market shares when determining whether critical functions of a failing bank have to be preserved. Such
thresholds would deliver much predictability - in particular, if applied mechanically. However, as we
discussed againstthe background of the SRB’s decisions, setting them appropriately is difficult. They would
haveto be setratherlowin order to ensure that the objective of more resolutionis attained with sufficient
certainty; and for the banks below the threshold, resolution based on publicinterest would have to remain
an option to avoid that a banks goes into liquidation when there is nevertheless a public interest in its
resolution. Setting low thresholds could however be seen toincreasethe risk of “false positive” decisions, i.e.
cases where the publicinterest in ensuing resolution action might reasonably be called into question by
stakeholders.

A way to reduce therisk of “false positive” decisions could liein higher thresholdsfor mandatory resolution,
combined with a strong, but rebuttable presumption of public interest for all banks or for a defined set
of banks below those thresholds. This would sacrifice some degree of predictability. Such a rebuttable
presumption could also be applied to all banks or a subset of banks, without thresholds for mandatory
resolution. Doing so might sacrifice some more predictability.

While any solutions with rebuttable presumptions sacrifice predictability to an extent when compared to
rules that can be mechanically applied, they would allow the SRB to deny resolution in cases where it really
sees no necessity and thus avoid false positive public interest assessments. The question is how to
implement a strong presumption in practice, ensuring that it leads effectively to more resolution as
intended. The expectations of the legislator could be expressed in recitals or the legal text could be revised
to make resolution the rule and require particular justifications for non-resolution. However, without a
material change to the criteria themselves, it cannot be ruled out in principle that the same reasoning used
in past negative public interest assessments might also be used to rebut a legal presumption of public
interest. Hence, the presumption may signal the legislator’s underlying intentions, but it cannot be
guaranteed to havea clear effect in practice.
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Selected quotes on the scope of resolution

European Parliament annual Banking Union report 2022:

[The European Parliament sJupports the review and clarification of the public interest assessment criteria so that
the SRM is applied in a more consistentand predictable manner and relies on objective thresholds.

Eurogroup June 2022 statement on the future of the Banking Union:

[...], the Eurogroup in inclusive format agrees on the following[...]:
o Aclarified and harmonised public interest assessment.

e Broadened application of resolution tools in crisis management at European and national level, including
for smaller and medium-sized banks, where the funding needed for effective use of resolution tools is
available, notably through [minimum requirements for bail-inable liabilities] and industry-funded safety
nets.

From the Commission’s public and targeted consultation (individual contributions in alphabetic order):

Summary report:In general, the majority of stakeholders considered that the resolution toolbox already caters for
all types and sizes of banks, provided that the available tools are applied consistently in case of a failure of banks
that are of public interest. [...] Most respondents acknowledged that the [public interest assessment] must offer
room for interpretation by authorities, but considered that the provision, as regulated now, gives opportunity for
many different interpretations, thereby creating level playing field issues and uncertainty. [...] There were mixed
views [...] more generally [...] on the opportunity to amend the Level 1 as observed issues are mainly related to
resolution authorities’ interpretation of the rules.

European Association of Cooperative Banks: The determination of the scope of resolution framework only in order
to differentiate between banks on the basis of their size may simplify the matter but is not fit for purpose. Also the
business model, funding structure and risk profile are relevant criteria. The future framework should not change
for banks without systemic impact, in particular in respect of banks members of an IPS. All banks, and especially
small and mid-size ones without a systemic impact [...], should not be subject to disproportionate resolution
preparation and resolution requirements, [...].

European Banking Federation: More ex-ante clarity is needed on the expected outcome of the Public Interest
Assessment should a bank become [a failing or likely to fail] case. [...] We would like to recall that the CMDlI is
designed to apply to all banks in the EU, regardless of their size, complexity, interconnectedness and business
activities. It is therefore also suitable for small and medium-sized banks. [...] We also point out that the resolution
tools currently in place have been developed for the resolution of those banks that in high likelihood would qualify
forresolution according to the Public Interest Assessment under the current BRRD rules.

European Central Bank: Broader application of the resolution framework would enhance the level playing field and
access to best-practice resolution tools, but this does not remove the need to revisit the liquidation framework.[..]
The Single Resolution Board (SRB) should be granted administrative liquidation powers for banks underits remit,
giving it the ability to start and manage the liquidation of the assets of banks not subject to resolution, in a way
that allows their exit from the banking market.

European Savings and Retail Banking Group: More level playing field is needed in the context of the application of
the EU resolution framework. [...] An EU orderly liquidationtool for medium-sized banks does not seem appropriate
[...]. Criteria linked to the Public Interest Assessment (PIA) should be more transparent and predictable.

Finance Watch: The legal basis for the public interest test (Art. 32(5) BRRD ) provides resolution authorities with a
significantlevel of discretion, which appears appropriate given the wide range of scenarios it is intended to cover.
It has proven difficult, however, to ensure its consistent practical implementation. This is attributable primarily to
divergences between national insolvency frameworks. In some instances, e.g.the case of Veneto Banca and Banca
Popolare di Vicenza, national insolvency arrangements produce outcomes that are similar to those typically
associated with resolution, even though the public interest test was negative. Such outcomes are detrimental to
the credibility of the resolution framework as a whole and create an unlevel playing field for financial institutions.

Single Resolution Board: We consider that, overall, the existing legal provisions regarding the [public interest
assessment] are adequate. [...] The main challenges we face for a consistent [public interest assessment] across the
EU are: (1) differences between [national frameworks for normal insolvency] can lead to different outcomes for
[public interest assessment], so harmonisation of [national frameworks for normal insolvency] would be very
helpful in this regard, and (2) access to consistent data at regional level and on DGS capacity.
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The way a rebuttable presumption operates could be strengthened through procedural means. For
instance, the SRB could be obliged to obtain the agreement from another instance to confirm its
departure from the legal presumption.For instance for all banks or banks of a certain size it might be
required to obtain the agreement of national authorities that a failing bank is not of systemicrelevance or
does not provide critical functions. It might thus be possible to avoid inconsistent views between national
instances and the SRB and enhance the predictability of outcomes. As a lighter-touch alternative, the SRB
could also conduct a dialogue with the relevantnational authorities aboutresolution objectives such as the
assessment of critical functions and financial stability impact. Such a dialogue could be documenteditin a
transparent fashion. That way it could be ensured that the views of national authorities are taken into
accountin the SRB’s decision. Thus, it may be possible to ensure that divergences of views would be more
limited than in the past. Or, where such differences persist after a dialogue, a transparent documentation
may at least make them moretractable for the legislator.

A possible problem with “false positive” decisions is that they may lead to legal challenges. Resolution
does interfere with property rights and existing contracts and may impose financial losses on banks
stakeholders, creditors and owners. Such interference can be justified when there is a sufficient public
interest. In consequence, creating legal thresholds and presumptions of public interest without a
differentiated case-by-case assessment may mean that at times, such decisions can be more difficult to
defend if challenged in court. However, it should not be forgot that also the alternative to resolution,
insolvency proceedings, interferes with property rights. A particularity of the European resolution
framework is thatbecause of the “no creditor worse of” principle, the interference froma creditor perspective
is not worse than that in national insolvency proceedings. Successful legal challenges - at least from
creditors - may therefore be less likely when it can be demonstrated that the bank to be resolved would
otherwise have undergone insolvency proceedings. However, as discussed in the first section of this
briefing, not every bank that meets the “failing or likely to fail” test also meets the criteria for national
insolvency proceedings such as overindebtedness and illiquidity. Therefore, a more differentiated
assessment of publicinterest might be worthwhile for banks thatwould not qualify for national insolvency
proceedings, while it might be possible to consider a streamlined public interest assessment when a
bank would clearly be subject to national insolvency proceedings if not to resolution. It might also be
worth considering if it is possible to harmonise, for banks, the entrance criteria for national insolvency
proceedings, aligning them with the “failing or likely to fail” test. If the entry criteria are the same, itis more
difficult to argue thatinterventionsin propertyrights would have been avoidedabsentresolution.

Afurtherissueto consideris thatthe Eurogroup wishes toalso have appropriate flexibility for market exit
of failing banks in a manner that preserves the value of the bank’s assets. When more banks are subject to
theresolutionlegislation rather than insolvency, it mighttherefore be advisable to review the possibilities
to achieve market exit of banks within the resolution framework. The resolution framework already
entails sale and transfer tools that facilitate transferring valuable balance sheet positions out of a failing
bank, thereby preserving their value and possibly the critical functions linked to those balance sheet
positions. In fact, a sales process of entire business activities, organised transparently at European level,
might often yield better revenues for the institution’s creditors and might be more likely to foster cross-
border solutions in the Banking Unionthannational insolvency proceedings. Once this has happened, steps
can be taken to let the remaining activities run off or sell individual assets, ensuring the market exit of the
failed bank including the ultimate defeasance of the legal entity by national instances. If the review of those
tools ensures thatthey are effective and efficient, it may be possible to rely more often on the resolution
framework for those banks that are supposed to exit the market, rather than to immediately apply
nationalinsolvency proceedings, which make predictability moredifficult.
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Up to this point, we have simply assumed thatthere can be “false positive” decisions to apply the resolution
framework. Whether this is the case, however, ultimately depends on the design of the resolution
framework. It is possible to conceive asingle framework that is flexible enough to deal proportionately
with all banks that are failing or likely to fail, balancing adequately public interest in the SRB’s actions
with interventions in property rights and ensuring market exit of failed banks where appropriate. Such
framework would have to ensure through the way that it operates-rather throughentry criteria into it - that
any interventions in private property rights are proportionate to the publicinterest in such interventions.
This should be possible when the interventions respect the “no creditor worse of” principle and when it is
likely that the bank would be anyway subject to insolvency proceedings intervening in property rights i,
hypothetically, the resolution frameworkdidn't exist.

Such framework would also have to be sufficiently flexible to allow for market exit of failed banks, allowing
for the sale and transfer of business activities to third parties where possible to preserve value and maybe
to ensure the continuity of lending and other services for bank customers, even when the services do not
qualify as critical in the current legislation. In principle, tools to transfer activities already exist in the
framework and could be used to this end. It could be assessed whether the existing tools also enable - or
could be modified to enable - the work-out and wind-down of the remaining activities, either respecting a
creditor hierarchy specific to the European framework or respecting that of a relevant national insolvency
framework. In that case, the resolution framework could handle the failure of a bank down to the point
where the legal entity can be cancelled from the national register. Alternatively, the existing framework
already provides for winding up a “residual entity” under nationallaw. A possible attractionof this kind of a
comprehensive framework mightbe that it could be completely or almost completely laid down in directly
applicable European law and for all important purposes applied by a European authority, ensuring to a
large measure predictability and a level playing field in the Banking Union. Moreover, as we discussed
earlier on in this paper, the current binary public interest assessment often may result in judgements with
inherently wider political elements, which could be largely avoided if the procedure itself systematically
ensured that viable functions of the failed bankare transferredand continued while the non-viable ones are
liquidated.

Disclaimer and copyright.The opinions expressed in this document are the sole responsibility of the authors and do not necessarily represent
the official position of the European Parliament. Reproduction and translation for non-commercial purposes are authorised, provided the
source is acknowledged and the European Parliament s given prior notice and senta copy. © European Union, 2023.

Contact: eqov@ep.europa.eu

This document is available on the internet at: www.europarl.europa.eu/supporting-analyses

12 PE741.496


mailto:egov@ep.europa.eu
http://www.europarl.europa.eu/supporting-analyses

	To resolve, or not to resolve a bank?
	Options for framing bank resolution vs. insolvency
	The current EU legal basis
	Reviewing the SRB’s practice to date
	ABLV
	The Veneto banks
	Banco Popular
	PNB Banka
	Sberbank
	Some observations on the practice of public interest assessments
	Objectives of expanding resolution
	Policy Options

	Box: From the few to the many
	Selected quotes on the scope of resolution
	Disclaimer and copyright. The opinions expressed in this document are the sole responsibility of the authors and do not necessarily represent the official position of the European Parliament. Reproduction and translation for non-commercial purposes ar...

