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Reflecting on impacts of bank crisis management
reform

Some savers and investors can lose money when a bank fails. The recent proposal for a reform of the EU bank crisis
management and deposit insurance (CMDI) framework changes how bank resolution authorities have to treat
deposits and how deposits rank in insolvency relative to other claims. These changes may significantly alter
outcomes for uninsured depositors. They are not all straightforward and this briefing tries to parse them and their
implications systematically.

When a bank fails, European law protects most depositors up to an amount of 100.000 euro. This applies
irrespective of whether the failed bankends up in insolvency proceedings or resolution. Above this amount,
deposits may take losses, as may the unprotected deposits fromfinancial and public entities. This happens
when losses exceed equity and debt ranking below the deposits.

There are important trade-offs to consider around losses for uninsured depositors. On the one hand, such
losses may simply be what results when liquidating or resolving an over-indebted bank. Uninsured deposit
can also, as other liabilities, help absorb losses, facilitating the resolution of a failed bank so that its critical
functions can continue to operate for the benefit of the wider economywhen equity and subordinated debt
are exhausted. Moreover, the risk of such losses may make uninsured depositors prudent, giving them
incentives to monitor the risks of banks and requiring higher interest from riskier banks or eventually
withdrawing deposits fromthem, which in turn might discipline bank managementto avoid excessive risk.
Finally, avoiding losses for depositors will typically imply someone else bearingtheloss instead.

On the other hand, such losses impose hardship on households and firms, and may be disruptive to their
lives and plans. Individuals without regularincome mightfinance their livelihood out of larger deposits and
firms may rely on larger deposits for payrolland other larger future payments.Losses on one bank’s deposits
with another bank might spread trouble across the financial system. Rapid deposit withdrawals might be
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triggered by unfounded concerns and spread to the wider banking system if banks and public authorities
cannot re-instil confidence.

There are thus reasons for and against letting uninsured depositors take losses. The current legislation
grants a privilege to deposits of up to 100.000 euro. According to recital 21 of the Deposit Guarantee
Schemes Directive, this limit seeks to balance, on the one hand, the protection of smaller depositors and a
reasonable overall coverage of deposits to protect overall financial stability with, on the other hand, the cost
of the deposit protection. It may for instance be argued that owners of larger deposits are wealthier, can
more easily diversify their deposits across banks and are more able to monitor the solvency of banks, thus
being more able to avoid bad surprises. One might also think those depositors are less of a stability risk if
they are more financially literate and do not suddenly withdraw deposits for unfounded concerns. In
addition, a harmonisedlevel of deposit protection across the single marketsupports a level playing field.

However, this compromise in legislation may notfully reflect political preferencesin actual bank failures. As
we discussed here, for instance the Italian government, in the case of the Venetobanks, found the outcome
of limited depositor protection politically unacceptable at the time. Notably, in the same case, the
governmentextended protectionbeyonddepositsto otherseniorcreditors.

Against this background, the present briefing seeks to evaluate the impact of the proposed reform on
depositors.

Key changes for depositors

“The proposal facilitates the use of deposit guarantee schemes in crisis situations to shield depositors (natural
persons, businesses, public entities, etc.) from bearing losses, where this is necessary to avoid contagion to
other banks and negative effects on the community and the economy.” This is how the European Commission
introduces inits press release the first objective of its proposals to reform the bank crisis managementand
deposit insurance framework. Accordingly, improved depositor protection should notbe an endin itself but
should be conditional on wider financial stability concerns in the case of a specific bank. Taken literally,
uninsured depositors could thus only count on protection if the failure of their bank risks dragging other
banks along -for instance, because their bankis particularly large or interconnected.

In its proposals however, the Commission makes general depositor protection a resolution objective in
its own merit,' while so far, only the protectionof insured depositors is. This change could be consequential
in two respects. First, the resolution authority should now resolve a failing bank if it thinks that uninsured
deposits are not at least as safe in insolvency as they are in resolution.? Second, today uninsured deposits
are part of the debt thatcould be written down in resolutionsto absorb losses. Goingforward, the resolution
authority would be required to specifically protect uninsured depositors when resolving a bank and would
hence needto forcethelosses on someoneelse (e.g. the depositinsurance fund).

1 See Article 14(2)(d) in the proposed amendments of the SRM Regulation.

2 Note that currently, the public interest test privileges insolvency when it can satisfy the resolution objectives as well
as resolution. The proposals turn this around so that resolution is privileged unless insolvency leads to a better
outcome. See this briefing.
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Figure 1: Funding structure of small and medium-sized banksin the Banking Union

Composition of liabilities for LSIs: fourth quarter 2021
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Mote: Mumber of 55M LSIs (excluding branches) at the highest level of consolidation (excl. FMIs).

Source: ECB LS| Supervision Report 2022

As a further change, all deposits are proposed to receive a preference in insolvency over other senior
debt, while currently, only depositors that enjoy insurance have such preference. At the same time, the
insolvency rankingof all deposits is aligned, while currently, insured depositors’ claims rank before those of
the uninsured.

Beyond these changes that directly concern depositors, the general aim of the proposal is to extend the
scope of resolution as opposed to national insolvency procedures when a bank fails (please seethis briefing
for a detailed discussion of how this is done). Extending resolution chiefly means to apply it more often
to smaller and mid-sized banks. As figure 1 shows, subject to some wide variation, those banks are on
average predominantly fundedby deposits. They may alsohave less accessto capital marketsfundingthan
larger banks. In tendency, that makes bank resolution without imposing losses on depositors more
challenging since quite simply more deposits are exposed to losses. Or,in order to enable the resolution of
more and predominantly deposit-fundedbanks, additional funding sourcesare needed to shield depositors
from losses. We will discuss this important interaction between depositor protection and the wider
objectives of the reform when we look into the funding of extended depositor protection.

Depositor protectionas a resolution objective

Introducing a new resolution objective has two effects. It gives an additional reason for resolution and it
shapes the actions of the resolution authority. We will look at these effects in turns. Overall, it appears
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that the depositor protection as a resolution objective would mean that the resolution authority has to
act when depositors’ interests are at risk and will have to privilege resolution plans that allow
uninterrupted access to deposits.

Additional reason for resolution

The Single Resolution Board is required to act ifit is necessary to achievethe resolution objectives and if the
objectives of resolution cannot better be met by national insolvency proceedings.? Since depositors often
rely on a timely availability of their money, a need to protect them may ariseif thereis a risk that the bank
cannot readily pay out the deposits for a lack of liquidity or for a stay of payments when insolvency
procedures are opened. Actionto protect the depositors can also be necessaryif the losses of the bank are
so large that depositors cannot be repaid in full anymore by the bank. Once the authorities have found a
bank to be failing or likely to fail, the resolution authority would have to assess inter alia if resolution is
necessary to protect depositors. Generally speaking, that is likely tobe the case: the only possible alternative
to resolution are insolvency proceedings once the bank has failed. In insolvency proceedings, insured
depositors can rely on more or less uninterrupted access to their money. However, for uninsured
depositors, they are likely to lead to disruptions.*In other words, resolution may be more likely going
forward whenever deposits at a failed bank are at risk.

Shaping resolutionaction

Oncetheauthority has decided to resolve the bank, the resolution objectives will also shape the actions the
authority will take. Under the current legislation, the authority would be free to choose a resolution
strategy that imposes losses on uninsured depositors if it is helpful for achieving other resolution
objectives. For instance, in order to ensure the continuity of critical functions, the authority could sell the
business of lending to SMEs to another bank at a discounted price, while satisfying the claims of uninsured
depositors and other creditorsout of the sales proceeds- to the extent possible. The funds available would
be distributed to creditors in function of their ranking in a hypothetical insolvency, which, under current
legislation, means that depositors from the public sector and financial firms take the same loss as senior
creditors, while private sector depositors have a privilege overthem forthe uninsured part of their deposits.

Under the Commission proposal, the resolution authority appears to be required to opt for a resolution
strategy that protects depositors. Since depositor protection and other resolution objectives are
proposed to have the same weight going forward, the authority should seek to reconcile the other
resolution objectives, such as the continuity of critical functions, with an uninterrupted access to the
deposits. One way to do this could be to recapitalise the bank by writing down sufficient non-deposit
liabilities. Writing down liabilities means imposing losses on others, which is not only highly controversial,
but as such it is not a cure for a broken business model. Alternatively, the resolution authority could try
to find a buyer for the critical functions that is also willing to assume the failing banks deposit
liabilities, thus ensuring uninterrupted access to the deposits. In the best case, this merely means a
lower purchase price, reduced by the value of the deposit liabilities, while imposing a consequentially larger
loss on the remaining liabilities. The larger the deposit liabilities are, and the larger the losses in the critical
functions - say, in theloan portfolio -are, the more likely the purchase price is to effectively turn negative.
When it gets to this point, the resolution authority will have to pay the buyer or otherwise support him,

3 Note that currently, the legislation requires that resolution achieves the objectives better than insolvency, whereas
going forward according to the Commission’s proposal, it should suffice that resolution is not the worse of the two
solutions.

4 Atleastunless national authorities would act specifically to protect depositors in insolvency. They would however
arguably have to use public funds to that end, whichinitself is a reason to start resolution procedures, see here.
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which requires externalfunding. We shalllook into the issue of funding after considering further proposed
changes that concern the treatmentof depositsininsolvency.

An ambiguity might stem from the conditions of the bail-in tool. These remain unchanged by the
Commission proposal. If the resolution authority wishes to write down or convert liabilities in order to
recapitalise the bank and make it viable again, it is only allowed to spare uninsured deposits subject to
certain conditions. Namely, it can exempt liabilities from bail-in if bail-in cannot be realised in good time for
those liabilities, when there is a risk either to the continuity of critical functions or to financial stability, or
when bail-in results in a disproportionate destructionin value. How can this be married with the resolution
objective of depositor protection? One way forward would be to avoid bail-in and privilege the sale of
assets and deposit liabilities whenever bail-in would not allow sparing deposits. On the one hand, this
deprives the resolution authority of one possible resolution strategy, on the other hand, it gives a natural
preference to resolution strategies that take the failed bank off the market as a stand-alone competitor
(although its production capacity might remain) while keeping its critical functions and depositswhole.

A single preferredbankruptcy treatment for all depositors

Under the current legislation, Member States are required to respect certain privileges for some
deposits, but not for others, in their insolvency laws. In particular, depositors eligible for the deposit
guarantee rank before other senior debt. The part of their claims up to 100.000 euro, which is covered by
the deposit guarantee, enjoys a yet higher preference. In practice, this means that the deposit guarantee
scheme has to be reimbursed first in insolvency since it inherits the claim of the depositors that it has
reimbursed. The moneythat s left first reimburses the insured depositors for the part of their deposits that
exceeded the 100.000 euro. And what is left thereafter goes to other senior creditorsincluding the uninsured
depositors at equal terms.

The Commission now proposes to give a single preferred position to all depositors and the deposit
guarantee fund,® replacing the current hierarchy of claims among them. If a bank actually goes into
insolvency despite the changes discussed in the previous section, its assets would be used toequally satisfy
all depositors and the deposit guarantee fund. If the estate is insufficient to do that in full, those parties
would all - to the extent not covered by the deposit guarantee -receive the same quota of their claims back.
If it ever gets to this point, the position of the depositors excluded from the deposit guarantee scheme -
essentially, financial firms and public sector entities - would be markedly improved compared to current
legislation.

Thatimprovement would come, however, at theexpense of othersenior creditors who currently rankaat the
same level as uninsured depositors and who would now lose everything before uninsured depositorslose
anything. It would also be at the expense of the claims that were previously higher ranking than the
excluded deposits. That is, if the resolution authority would not intervene and ensure that all deposits are
assumed by another bank. In fact, since it appears resolution rather than insolvency is going to be the
standard procedure going forward, these changes would rarely come to bear in actual insolvency
proceedings. They are nevertheless important for how the Commission proposesto fund resolution in the
future.

> See Article 108(1) in the proposed amendments of the BRRD.
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How to fund extended depositor protectioninresolution

Funding will be the key challenge for resolution strategies that protect depositors. Both the ability to
recapitalise the bank and the ability to sell critical functions together with deposit liabilities hinges on the
existence of sufficient non-deposit liabilities that can be written down. As Figure 1 suggests, the high share
and variability of deposit fundingamongsmaller and medium-sized banks can mean thatadditional funding
from external sources will be needed. In the Banking Union, the Single Resolution Board has the Single
Resolution Fund at its disposal for this purpose. Access to the resolution fund is thus more likely to be
needed when depositor protection is a resolution objective than whenit is not.

However, there is a legal limit on the access to the Single Resolution Fund and the Commission does not
propose to change that. It requires that 8% of the own funds and total liabilities of the failing bankarebailed-
in before the fund can be used. Conversely, if - at the point of failure - the sum of remaining equity and
non-deposit unsecured liabilities is less than 8%, an alternative source of funding is needed. Without
that, therevised legislation would give theresolution authority an expanded mandate without the means
to fulfil it. This would result in ambiguity as to whether the resolution authority would haveto compromise
on some of theresolution objectives or step back from resolution altogether since the mandated “correct”
resolution approach could not beimplemented.

The idea of the Commission is that the resolution authority could tap the respective national deposit
guarantee scheme. The proposal requires the deposit guarantee scheme to contribute...°

a) ...to a resolution through bail-in: the liabilities of the failed bank are extinguished by the
resolution authority to an extent that is necessary to make the bank well capitalised and viable
again. In this case, the deposit guarantee scheme would have to pay an amount
corresponding to the covered deposits that would have to be extinguished to this end,
observing the priorityorderininsolvency.

b) ...toaresolution that involves a sale of some or all of the bank’s business: the buyingbank may
have to be compensated for assuming the deposit liabilities of the failed bank, which may exceed
the value of the assets and thus lead to a negative purchase price. In this case, the deposit
guarantee scheme would pay the difference between deposits and the assets that are
transferred plus, if necessary, an amount that neutralises the impact of the transaction on the
buyer’s capital.

As to point b) the proposal is somewhat ambiguous regarding whether the obligation of the deposit
guarantee scheme covers all deposits oronly the insured deposits. This is quite a material question as
it makes a difference, on the one hand, for the finances of the deposit guarantee scheme and, on the other
hand, for the resolution authorityto be able to attain the resolution objectives. In this regard, the proposal
sets out a special case when the schemeis clearly obliged to fund the transfer of alldeposits: that is, when
there areimportant reasons beyond depositor protection for transferringuninsured deposits,such as an
imminent risk of contagionto otherbanks. In the general case, however, when such reasonsare not given,
the schemeiis stillobliged to fundthe transfer of covered deposits “and other liabilities of the same or higher
priority ranking”. Since all deposits have the same ranking, this obligation mightin our readingalso include
uninsured deposits. However, the construction of the text with a special and a general case suggeststhat it
may be intended to limit the obligation of the deposit guarantee scheme in this general case. The question
to consider thenis ifand how the resolution authority should fund a transfer of uninsured deposits without
the scheme’s contribution and whether resolution ratherthan insolvency would go ahead at all if not.

6 See Article 109(1) in the proposed amendments of the BRRD.
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Consistent with the general principle that no creditor should be worse offin resolution than ininsolvency,
the contribution of the deposit guarantee scheme is limited to the hypothetical loss that the scheme
would make in insolvency. Notably, the payment obligation - i.e. the amount determined under point a)
or b) above - of the deposit guarantee scheme is determined by the resolution authority, while the limit or
cap is determined by the deposit guarantee scheme itself.

The changes to the bankruptcy treatment of deposits will only rarely have an effect in actualinsolvency
procedures if the resolution authority steps in, pursuing the resolution objective of depositor protection.
However, they do have their actual meaning and impact inresolution, which is twofold:

First, the changes subordinate senior unsecured debt to deposits from the financial and public sectors,
while both currently rank pari passu. This means other senior debt can be bailed in while leaving deposits
untouched, supporting either the recapitalisation of the bank or absorbing some of the compensation for
the buyer who assumesthe depositliabilities. Essentially, senior unsecured liabilities would absorb some
of the cost of keeping depositorsfrom harm.

Second, the changes put all deposits at the same position in insolvency. This alleviates the constraint
of the least-cost-test. Since the deposit guarantee scheme would in a hypotheticalinsolvency share losses
with other depositors, it will also be obliged to pay a correspondingly higher amount to the funding needs
in resolution. Moreover, since the Commission’s proposal defines the contribution as the difference
between covered deposits and other deposits of the same ranking, the payment obligation is higher than
without these changes.

Consequentially, the senior non-deposit liabilities and the deposit guarantee schemes directly solve a part
of the funding problem.Then again, both funding sources have their limitations.The first depends on how
much senior non-deposit funding a given bank has, consideringthatamong smaller banks,depositfunding
is predominant. As to the second, the limiting factor of deposit guarantee schemes’ contribution remains
the least-cost-test. Clearly, with the changes proposed the test will be less binding than before, but the
deposit guarantee schemeis still limited to contributing some fraction of theinsured or covered deposits,
while the funding needs arise fromthe combined sized of insuredand uninsured deposits. Thus, the higher
the share of uninsured deposits, the smaller will be the contribution of the deposit guarantee scheme
relative to the funding needs.

However, non-deposit liabilities and the deposit guarantee scheme do not have to solve the funding
problem alone if their contributions are sufficient to reach, together with the remaining equity and any
subordinated liabilities, the 8% threshold for access to the resolution financing arrangement. If this is the
case, any remaining funding needs could be fulfilled by the Single Resolution Fund.

An interesting aspect of the proposal consists in the interaction of the Single Resolution Fund and the
national deposit guarantee scheme of an individual bank. If the funding needs can be fulfilled by the
funding from the deposit guarantee scheme without accessing the Single Resolution Fund, the national
deposit guarantee scheme becomes effectively the only resolution financing source. And if access to
the Single Resolution Fund in theindividual caseis possible, the national deposit guarantee scheme would
nevertheless first contribute up to the amount it is obliged to. In a way, in resolution, the national deposit
guarantee schemebecomes an additional resolutionfinancing arrangementwhich mitigates the finandng
needs from the Single Resolution Fund, moving the balance of resolution financing sources in tendency
to the national level.
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Finally, it is possible that the sum of remaining equity, non-
deposit liabilities and the contribution from the deposit
guarantee schemeis insufficient to reach the threshold of 8%
toaccess the Single Resolution Fund, so thatthe resolution still
cannot go ahead as required for publicinterest purposes. The
Box tries to illustrate the risk of such gap emerging. The
proposal of the Commission does not clarify what the
resolution authority should do in such case of a
“remaining gap”. Legally, it cannot simply stand back from
resolving the bank since the public interest in resolution
persists despite the lack of financing capacity. Nevertheless,
there is a certain risk that the resolution authority might
leave the case to national insolvency authorities if it cannot
achieve an appropriate outcome; the resolution authority
would in this case have to amend its assessment to
demonstrate the absence of public interest. Notably, the
proposed changes make this more difficult, on the whole. We
consider that a risk for two reasons: First, the national
insolvency authorities may not aim to achieve or may be
unable to achieve the resolution objectives set by the
legislator. Second, the national authorities might aim at the
same level of continuity of critical functions and depositor
protection, but may lack the European funding to do so and

Box: Minding the gap

Take the extreme case of a bank funded
completely by equity and deposits. At the
point of failure, let remaining equity be
valued at 3% of the total assets. It may turn
out that the assets constitute “critical
functions” and can be sold to a buyer for
90% of their book value. The buyer will
therefore require 7% of total assets as
compensation for assuming all deposit
liabilities at face value.

The contribution of the DGS is capped at the
hypothetical loss of covered deposits in
insolvency, which the DGS has to estimate
itself. For this purpose, the DGS might
assume that also in insolvency, the assets
can be sold for 90% of their book value,
imposing a loss of 7% on all depositors. If
50% of total deposits are covered deposits,
3,5% of total assets would be the upper limit
for the DGS' contribution to the resolution.
However, taken together with 3% equity,
this falls (just) short of the total funding
need of 7% and also of the access threshold
of the resolution fund at 8%. Would this gap
mean that resolution cannot go forward?

thusresort to local taxpayermoney.

Alternatively, theresolution authority could seek additional funding from the outside. Given the public
interest in continuity of critical functions and deposit protection, other banks, collectively, or the local
governmentmaywell be incentivised tohelp. Andtheir incentives may be reinforced if resolution is the only
legal way forward, so that national insolvency proceedings are unavailable in a given case. Government
funding remains of course problematic in this context, and the CMDI framework obliges the resolution
authority to minimise it. However, the resolution framework at least shows a clear path to reduce the
government’s role by bailing in non-deposit liabilities and involving the deposit guarantee scheme’s
contribution. In fact, the role of government funding could be reduced relative to national insolvency
proceedings with liquidation aid if governmentfundingonly had to bridge a “remaining gap” to access the
Single Resolution Fund. Suchaninterventionwould nevertheless have to be authorised underthe State aid
framework; whetherthis is acceptable -in comparable ways as liquidationaid - would need to be clarified.

Concluding observations

The proposals of the Commission for CMDI reform leave the level of formal deposit guarantees largely
unchanged at 100.000 euro and they continue the existing exemptions from deposit guarantees.
Nevertheless, depositors, including those currently excluded, could expect a largely extended
protection since general depositor protection would become a resolution objective and resolution is
intended to apply more often. The proposal also goes a long way to ensure that there is funding for such

enhanced protection. Overall, it would reduce the risk that resolution authorities see a need to take
action but shy away from doing so because of an unclear mandate or insufficient means. Yet, the
strengthened divide betweendepositors and other creditors may conflict with political preferencesin some
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Member States, keeping in mind that in past bank failures, governments have sought to protect also some
senior non-depositcreditors fromlosses.

Despite the proposed enhancements of resolutionfunding, some gaps may emerge in practice between
the Deposit Guarantee Scheme’s contribution and the threshold for access to the resolution fund.
Ultimately, they could open up surprisingly in individual bankfailuresand may be difficult to fill ad hoc if no
advance planningis in place as to whether and howtofill them. It may necessaryto do further research on
the potential extent of such gaps. Moreover, it may be desirable to clarify how the resolution authority
should react if afunding gap emerges that preventsit from reachingthe resolution objectives.

Overall, access to the resolution fund is more likely to be needed when depositor protection is a
resolution objective thanwheniitis not. From the BankingUnion perspective, an interesting elementof the
proposals is that it places more responsibility for resolution funding at national level. But the amount
of funding needed from the resolution fund would be mitigated by mandatory contributions from the
deposit guarantee schemes, financed by local member banks and with a national governmentbackstop (a
wider question, not covered here,is whether orto what extentthe obligation of national deposit guarantee
schemes to participate in resolution cases might deplete their fundsand impinge on their capacity to fulfil
their core mandate, protecting insureddepositors).

The potential outcome of the proposed legislation consists of the explicit deposit guarantee on the one
hand, and an extended de facto depositor protection on the other hand. Going down this route is a
departure fromharmonised depositor protection limited to 100.000 euro andthus deserves careful analysis
in terms of any impact onincentives for bank creditors. First, thereis a risk of distorting the playing field
among banks if uninsured depositors perceive that they are likely to be better protected at some banks
than at others. Second, bank creditors may prefer deposits over other liabilities. A possibly diminished
market discipline over banks by larger depositors might also be an element worth considering in this
context. Finally, one might compare the proposed solutions with the one in the USA, which in theory
limits formal depositor protection to 250.000 USD but entails a systemic risk exception which allows the
local depositinsurer to make all depositors whole out of the bank-financed depositinsurance fundin order
to guard against adverse effects on economic conditions and financial stability. In practice, this exception
has been used only afew times, butalso whenit has not beenused, uninsured depositorsin US banks hardly
everincurredlosses.

The figure in the Annex provides a high-level illustration of the proposed reform. It is taken from the
Commission’sfact-sheet, enriched with clarifying comments

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 soure
is acknowledged and the European Parliamentis given prior notice and senta copy. © European Union, 2023.

Contact: egov@ep.europa.eu

This document s available on the internet at: www.europarl.europa.eu/supporting-analyses
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ANNEX: Commission’s graphic presentation of the reform outcome (with comments added)
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from the deposit
guarantee scheme
is mandatory.

The contribution
from the deposit
guarantee scheme
is limited to the
amount covered
depositors would
lose in the absence
of insurance.

There may still be a
gap between the
contribution from
the deposit
guarantee scheme
and the 8%
threshold for fund
access.
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