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Preface

This is the seventh annual international conference either sponsored by the
Federal Reserve Bank of Chicago or cosponsored by it with an official
international organization, such as the International Monetary Fund, the
World Bank, and the Bank for International Settlements. It was held on
September 30—-October 1, 2004. As for previous conferences, it was held
at the Federal Reserve Bank in Chicago. The conferences have been truly
international as reflected in the wide array of country affiliations of both pro-
gram participants and audience members. This year, the 150 policymaker,
industry, and academic attendees represented more than 25 countries.

As in the past, the conference topic was selected to be an important
current financial issue of concern in many countries. This year, it was
“resolving large bank insolvencies.” Bank failures like illness, death and
taxes, are almost a certainty at some time in our future. What is less certain
is their cost to and adverse implications for macroeconomies. Past failures
have frequently been resolved only at very high cost to society, but they need
not be. As with many things, the cost could be reduced through planning
ahead in the good times and having a well-developed, credible, and widely
publicized plan ready to put into action by policymakers when the need
arises. The plan should be widely publicized in advance so that both banks
and their customers, as well as regulators, can take it into account in their
planning and behavior and that it is not a surprise that is likely to upset
people who can then claim that they were treated unfairly.

If no such plan is ready when a large bank approaches insolvency, polit-
ical pressures are likely to influence the response of regulators. Minimizing
immediate, short-run costs are likely to outweigh minimizing further out,
longer-run and longer-lasting costs, even if these delayed costs promise to

vii
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be substantially greater. Stated differently, today will win out over tomorrow
and politics will trump economics.

How best to prevent such unfavorable outcomes was the major topic of
this conference. The papers presented review past insolvency resolutions,
draw lessons from these resolutions, discuss impediments to efficient resolu-
tions, including cross-country, cross-regulator, and institutional challenges,
and recommend how to move forward. The authors are truly experts in their
respective areas and express the experiences and views of a large number
and variety of countries. It is in the interest of bringing this information to
a wider audience and thus encouraging a broader response to the problem
that these papers are published in this volume.

Douglas D. Evanoff
George G. Kaufman
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Being a Responsible Host: Supervising
Foreign-Owned Banks

Alan Bollard*
Reserve Bank of New Zealand

This speech addresses a theme that has received increasing attention inter-
nationally and at the Reserve Bank of New Zealand of late — the issue
of how a host supervisory authority can most effectively maintain a sound
banking system and respond to bank failures when the system is dominated
by foreign-owned banks.

For any country, the stability of the financial system is critical to a
healthy economy — a point that becomes dramatically apparent when sys-
temically important banks fail. This is equally true for a financial system
dominated by foreign-owned banks as for one composed mainly of domes-
tically owned banks. In either case, the supervisory authority and central
bank — whether home or host — must ensure that they have the capacity
to maintain a robust financial system and to respond quickly and effectively
to any financial crisis — often within hours. This is a challenge for any
supervisor, but it is all the more complicated when it is a foreign-owned
bank that gets into difficulty, given different jurisdictions, potentially dif-
ferent statutory objectives between home and host authorities, and a greater
degree of jurisdictional separation between taxpayers and depositors than
is the case with domestically owned banks.

In a world of increasing global and regional integration, the difficulties
faced by a host supervisory authority is an issue of growing importance
for many countries throughout the world. My counterparts in Central and
Eastern Europe, Scandinavia, and Latin America will readily relate to this
theme, given that they also face increasing foreign-bank participation in
their financial systems. The challenge, therefore, is to ensure that home and
host authorities respond to these changes in ways that enhance the stability
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of both of their financial systems, while continuing to derive the benefits
that cross-border banking can provide.

1. New Zealand’s Banking System is Dominated by Foreign Banks

The Reserve Bank of New Zealand — New Zealand’s banking supervision
authority —is well practiced at being a host supervisory authority. Our bank-
ing system has been dominated by foreign-owned banks for over a decade
now. Few, if any, countries have a banking system as foreign-dominated as
ours. Let me quote some statistics to illustrate the point.

e All but two of the 16 registered banks in New Zealand are foreign-
owned.

e All of the four systemically important banks in New Zealand are
Australian owned — holding around 85 percent of banking system
assets.

e The four large banks dominate the banking system, with individual
market shares ranging from around 15 percent to 35 percent of
banking system assets.

Overall, the strong presence of foreign banks has brought many benefits
to New Zealand in terms of both soundness and efficiency. It has enhanced
risk-management capacity within the banking system, facilitated the entry
of new banking products and services, and reduced the financial system’s
vulnerability to domestic economic shocks.

Against these benefits, of course, there are also risks associated with
such strong dominance by foreign banks. The New Zealand financial sys-
tem is exposed to contagion risk from the parent banking systems — all the
more so given the strong industry concentration and the dominant position
of banks from just one country. Extensive foreign bank participation in the
banking system can also complicate the supervision of banks in the host
financial system — particularly if core functionality is outsourced to parent
banks. It also complicates the process for dealing with bank crises in ways
that adequately meet the needs of the host financial system.

In order to maintain a sound financial system when most of the banks
are foreign owned, robust host supervision arrangements are essential;
so too are structures for coordinating home and host supervision. But,
as I will shortly explain, the coordination of home and host supervisory
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arrangements in ways that meet the needs of both countries is both compli-
cated and challenging.

2. Differences in the Interests of Home and Host Supervisors

One of the important issues arising from a banking system dominated by
foreign banks is the relationship between the home and host supervisory
agencies and central banks. Home and host countries undertake their bank-
ing supervision roles and responsibilities within the framework of home—
host supervision set out in the Basel Concordat — the internationally
agreed framework for the supervision by national authorities of multina-
tional banks. The Concordat emphasizes the general responsibility of home-
country authorities to supervise banks’ worldwide consolidated activities, as
well as the host-country responsibility to supervise foreign-bank establish-
ments in their territories as individual institutions. The Concordat, and its
subsequent elaborations, have a strong emphasis on the need for adequate
exchange of information, but have not — to date — sought to establish
an international framework for the cross-border coordination of interven-
tions responding to bank distress. It will not be easy to establish such a
framework.

A host financial system derives benefit from the home supervision of
the parent banks. This provides some assurance to the host supervisor that
the parent bank’s and consolidated group’s soundness comes under regular
scrutiny by the home authority, including in respect of capital adequacy, risk
positions, risk management systems, governance arrangements, and parent
oversight of foreign subsidiaries and branches. Equally, the home supervi-
sor benefits from effective supervisory and bank governance arrangements
in the host country — especially when the home country’s banks have sub-
stantial foreign operations.

In New Zealand, we openly acknowledge the benefit that our financial
system derives from the role played by the Australian and other regulatory
authorities in this regard. However, this does not cause us to be complacent
or to place excessive reliance on the home supervisory authorities. We are
well aware that, although home and host supervisory authorities and cen-
tral banks have broadly complementary interests, they can also have diver-
gences — and even conflicts — of interests in some key respects. Indeed, the
areas of potential divergence or conflict are likely to become most apparent
when the stakes are at their highest — in a bank distress situation.
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6 A. Bollard

The potential divergences and conflicts can arise in a number of ways.
For example:

Home and host authorities may have different statutory objectives to
meet in the exercise of their supervisory responsibilities. In some countries,
depositor protection is a primary goal of supervision. In other countries —
such as New Zealand — the soundness and efficiency of the financial sys-
tem is the primary goal. Such divergences can lead to significant differ-
ences in supervisory policies and in the strategy for responding to financial
crises.

There can also be conflicts of interest between the home and host author-
ities in the allocation of capital and risks across a multinational banking
group. The home authorities have an interest in retaining as much capital
within the home jurisdiction, and particularly within the parent bank, as pos-
sible. Conversely, the host authority would like to see a reasonable portion
of the group’s capital vested in the local subsidiary. A similar dichotomy
of interest applies in respect of the spread of risk across the banking group.
In times of stress, the allocation of capital and risk within the group can be
crucial. Tensions between home and host authorities can quickly become
apparent in those circumstances. This is especially so when the bank sub-
sidiary is under-capitalized and the host authorities are requesting the parent
bank to inject more capital. The situation is even more complicated when
the bank in distress is a branch of a foreign bank.

The home and host authorities may also have different interests in decid-
ing the response to a banking crisis. The home authorities’ primary interest
and (generally) their primary statutory duty is the maintenance of stability
in the home financial system. They have no responsibilities for the stability
of the host financial system. To the extent that they are interested in the
stability of the host financial system, it is likely to relate to the possible
impact on the parent bank’s operations in that system and the likely flow-on
effects to the home financial system. A host supervisor therefore cannot rely
on the home supervisor to act in the interests of the host financial system.
Similarly, host countries do not generally owe any formal duties to home
countries or their supervisory authorities.

The home and host countries can have very different views on the choice
of techniques for responding to bank distress. Clearly, the authorities in each
country will have a menu of choices available, ranging from institutional
bail-outs to liquidation, with intermediate options available in some circum-
stances. These choices have to be made on the basis of an assessment of the
costs and benefits of alternative approaches within each market, and there
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can be no assurance that different countries will — or should — necessarily
come to the same conclusion.

Moreover, home and host authorities may have quite different percep-
tions of when a crisis is systemic. The failure of a bank operating in the
home and host countries may represent a major systemic crisis or a threat
to the reputation of the financial system in the host country, while being of
relatively minor significance in the home country — or vice versa. In the
former case, the host authorities would therefore attach great importance
to a quick and effective resolution of the crisis, while the home authorities
may be less concerned. Again, this could impede the ability to implement
a coordinated response to the crisis.

These matters are not straightforward when there is a largely bilateral
relationship between home and host countries, of the kind faced by New
Zealand. Matters become even more complicated when a parent bank has
many operations in different countries. In these circumstances, the prospect
of a large number of supervisors being able to agree on coordinated action
within a short time-frame is not good. The international record tends to show
that supervisors have effectively been placed in a position where they have
had to act on their own judgment, in the light of their own particular cir-
cumstances, when complex cross-border bank insolvencies have occurred.

3. The Need for Robust Host Supervision Arrangements

For these reasons, and in the absence of any fair and formalized, oper-
ationally and legally robust, international framework, we at the Reserve
Bank of New Zealand think it would be very imprudent for a host authority
to rely on the home authority to protect the host financial system. This does
not mean that we are not still considering the issues with an open mind.
But at this point, we need to continue to place importance on our ability
to supervise the New Zealand banking system and to respond to a banking
crisis in ways that enable us to protect New Zealand’s interests without
placing undue reliance on the actions of the home authorities. That said,
we also recognize that the most effective response to a cross-border crisis
would desirably involve close cooperation and coordination between the
home and host authorities.

We are therefore actively working towards the implementation of
enhanced home/host supervisory and crisis response arrangements, while
still retaining a strong capacity to independently manage a banking crisis.
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Our dual aims are to maintain the capacity to protect the New Zealand finan-
cial system on a stand-alone basis, while also building the framework for
closer coordination between the host and home authorities. Let me highlight
the key features of both aspects of this approach.

Our supervisory tools are similar to those of a home supervisor. While
we have adopted a somewhat less intrusive approach than some supervi-
sors, we require all banks, whether foreign-owned or domestically owned,
to comply with the same basic requirements, including in respect of mini-
mum capital adequacy, related party exposure limits, comprehensive public
disclosure requirements, governance requirements, and so forth. We mon-
itor all banks on a regular basis and consult with the senior management
teams of each bank annually, again, regardless of whether they are foreign-
owned or domestically owned. We also take a close interest in the parent
banks of the systemically important banks in New Zealand, including mon-
itoring their financial condition and meeting with their senior management
teams.

In all of these areas, we have sought to dovetail our supervisory arrange-
ments with those of the home supervisors — particularly Australia — in
order to keep banks’ compliance costs relatively low and to avoid excessive
operational inefficiencies for banks. We are a welcoming, but responsible,
host. This approach is reflected in a range of areas, including in the approach
we have taken to the prudential requirements for banks and in the way we
monitor and assess banks. Looking forward, we see scope for further dove-
tailing of this nature in the context of closer coordination between the New
Zealand and Australian authorities.

However, the dominance of foreign banks in the New Zealand banking
system has resulted in some additional supervisory measures being taken
to ensure that the interests of the New Zealand financial system can be
protected. By and large, these policies are common to many countries,
particularly countries with substantial foreign bank participation. In New
Zealand, they form a key part of being a responsible host supervisor. I would
like to highlight two of our most recent requirements:

e That all systemically important banks be incorporated in New
Zealand; and

e That foreign-owned banks in New Zealand are not overly reliant on
parent bank or other outsourced functionality.

Like many supervisors, we require all systemically important banks
to be incorporated in New Zealand, rather than operate as a branch of a
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foreign bank. Currently, all but one of the systemically important banks in
New Zealand are locally incorporated. We are working with the other bank
to determine how it can meet our requirements.

The local incorporation policy has three main objectives.

First, local incorporation is an important element of being able to
respond to a financial crisis effectively in New Zealand’s interests. It pro-
vides a significantly higher degree of certainty over the balance sheet of a
bank in New Zealand, enabling a statutory manager to assume control of a
failed or distressed bank with greater certainty over legal jurisdiction than
would be the case with a branch.

Second, local incorporation enhances the Reserve Bank’s ability to
supervise the banks on an ongoing basis in the interests of the New Zealand
financial system. It enables the imposition of minimum capital adequacy
requirements and risk limits, and provides a degree of separation between
the subsidiary and the parent, thereby reducing intra-group contagion risk.
Not least, local incorporation makes it much more difficult, legally and
practically, for assets to be removed from the local operation to the parent
bank; any such transaction must be for good value. This is not the case for
a branch.

Third, local incorporation establishes a basis for sound bank governance
in the host country, including a board of directors with a responsibility to
act in the interests of the local bank. This is particularly important in New
Zealand, given the strong emphasis we place on the role of corporate gover-
nance as the foundation for effective risk management. In our supervision
framework, we stress the need for the local board of directors to take ulti-
mate responsibility for overseeing the management of the bank, including
its risk management capacity. Of course, we also recognize that, subject
to complying with the laws and regulations of the country in question, the
parent bank has the right to determine the strategic direction and overall
management of its foreign operations — in New Zealand and elsewhere.
But we wish to ensure that, within this overall constraint, the local board
has much more than a rubber-stamping role.

Another important policy requirement that we are developing to protect
the New Zealand financial system relates to the growing practice of out-
sourcing core bank functionality. Here, I am referring to the tendency for
foreign-owned banks to move large parts of their functionality to the par-
ent bank or to third parties — which are often in another country. In New
Zealand, this has been occurring on a significant scale. And it has not just
been confined to the obvious areas, such as technology systems, accounting
functions, and the like. Outsourcing to the parent banks has also included
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the movement of risk-management capacity, some treasury functions, and
some senior- and mid-level management and technical expertise.

Outsourcing makes it more difficult to supervise a bank effectively
on an ongoing basis. This is especially so where core risk-management
functionality has been migrated offshore. In these circumstances, there is
a limit to what any supervisor can achieve in seeking to promote sound
risk-management structures within the local bank. It also has the potential
to weaken the role of the local board, thereby compromising the ability to
ensure that governance arrangements are adequate to protect the interests
of the local bank.

But when the storm clouds gather, the effect of outsourcing can be very
serious for a host banking system. In a situation where a parent bank is in
acute difficulty, it is likely that its foreign operations will also be in difficulty.
If the parent bank is unable or unwilling to provide financial support to the
subsidiary, and if the home authorities are unable or unwilling to extend
official support to the foreign subsidiaries of the parent bank, then the host
authority needs to have sufficient functionality in the bank in its jurisdiction
to maintain systemically important functions.

A bank that relies substantially on outsourced services to its parent,
or on inadequately outsourced arrangements to unrelated third parties, will
not have that capacity. It will be substantially dependent on the outsource
provider in order to maintain even quite basic functions. In a situation where
the outsource provider is in serious strife, there is no guarantee that the
bank will be able to maintain essential functions. In this situation, the host
authority has limited scope to manage the crisis in its own jurisdiction.

For these reasons, and in accordance with our legislation, we have ini-
tiated an outsourcing policy for application to all systemically important
banks and potentially to some of the other banks. In essence, the policy
will require banks to maintain sufficient functionality within the jurisdic-
tional reach of its board of directors — and of a statutory manager if the
bank has failed — to enable the bank to maintain all essential functions if
the parent bank, or any other service provider, fails. We have no difficulty
with outsourcing, provided that it is done properly and prudently, and that
it meets our required outcomes. We must have the capacity to manage a
bank distress or failure in ways that minimize damage to the New Zealand
financial system.

Managing financial crises. As with any supervisory authority and cen-
tral bank, the Reserve Bank of New Zealand attaches great importance to
the ongoing preparedness to respond to a financial crisis. We have a broad
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range of measures in place and under development to ensure that we have
the capacity to resolve a banking crisis in ways that maintain a robust finan-
cial system, preserve market disciplines, and minimize moral hazard risks.
In this regard, our statutory duty is to protect the soundness and efficiency of
the New Zealand financial system, rather then seeking to protect particular
institutions or depositors.

The tools required by a host supervisor to respond effectively to a bank-
ing crisis are much the same as those required by a home supervisor. How-
ever, in the case of a host supervisor, two elements are worth emphasizing:

e First, there is a need for clear legal and operational capacity to
assume control of, and to maintain operational capacity within,
banks that are in acute distress or insolvent.

e Second, there is a need for balance-sheet certainty for banks oper-
ating in the host country.

As I outlined earlier, our supervisory policies are intended to deliver
these outcomes.

I wish to make particular reference to one aspect of our crisis manage-
ment work — the development of what we currently call “bank creditor
recapitalization”. This is a mechanism that would enable the Reserve Bank
to respond to a bank failure — including the failure of a systemically impor-
tant settlement bank — in a manner that avoids or minimizes the cost to the
taxpayer, while still maintaining systemic stability. It comprises a number
of elements, including:

e Applying a “haircut” to depositors and other creditors of the failed
bank at a level assessed to be sufficient to absorb likely losses;

¢ Giving depositors access to the non-haircut portion of their deposits
within a very short period of the failure occurring, but providing a
government guarantee of those deposits so as to encourage depos-
itors to keep their funds at the bank; and

e Facilitating either the recapitalization of the bank or some other res-
olution option that is consistent with maintaining a sound financial
system.

While we are still developing the concept, we see this failure man-
agement structure as an important potential option for meeting systemic
stability objectives, while preserving — indeed enhancing — market
disciplines.
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4. Enhanced Cooperation and Coordination Between Home
and Host Authorities

Although these measures are all essential, we are mindful that a banking
crisis in a largely foreign-owned banking system should preferably include
coordination between the home and host supervisors and central banks.
This is most likely to occur when there is a well-developed relationship of
cooperation between the parent and host authorities — in good times and
bad, in sickness and in health.

We are therefore now developing our thinking, and building on the exist-
ing relationships we have with the supervisor and central bank in Australia,
as to the arrangements required to ensure that there is effective coordination
between home and host authorities, both in the day-to-day supervisory pro-
cess and, especially, in periods of financial distress. We want to ensure that
there is a clear understanding between the banking supervisors, the central
banks and the finance ministries of both countries as to their respective
roles and responsibilities. We want to explore the scope for more defined
and potentially more formalized cooperation and coordination so that both
sides are better placed to supervise their respective financial systems more
efficiently and effectively. And we want to have well-designed structures for
responding swiftly and effectively to cross-border financial crises in ways
that recognize the respective roles of the relevant government agencies in
each country.

What would be the key elements in these arrangements? Ideally, they
would include a number of attributes, such as:

e Closer cooperation between the home and host authorities in the
design and implementation of supervision policy, possibly includ-
ing areas of policy harmonization and mutual recognition. The
implementation of Basel II provides a good opportunity for this, as
do a number of other supervisory policy areas. Indeed, the imple-
mentation of Basel II is perhaps the greatest “fair weather” chal-
lenge for cooperation and coordination between home and host
regulators for many years. Striking a balance between the consis-
tent adoption of Basel II methodology, while retaining the abil-
ity to set capital requirements that reflect each country’s risks, is
essential. This is not to mention the challenges arising from the
more regulatory intensive nature of some elements of the Basel 11
requirements.
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e Improved coordination of on-site and off-site supervision in some
areas, including the regular candid exchange of information on
banks operating in each other’s jurisdictions.

e Agreement on the allocation of responsibility for the provision
of liquidity support between the home and host central banks in
defined circumstances.

e Formal understandings on the respective roles of the home and host
supervisors, central banks, and finance ministries in responding to
a cross-border bank failure, including protocols for determining
when and how a joint home/host bank resolution strategy could be
used to resolve a cross-border crisis.

e Facilitating coordination of public communication between the
home and host authorities in responding to cross-border financial
crisis, where appropriate.

This framework for coordination and cooperation needs to be pre-
determined in order to be reliable. Memoranda of Understanding between
home and host authorities can be useful, but they might not prove to be suffi-
ciently reliable in a crisis situation. Indeed, most Memoranda of Understand-
ing between home and host authorities tend to take a soft-edged approach
to the respective obligations of the parties, creating too much uncertainty
for them to be useful in a crisis.

Some form of formalized cooperation arrangement between the home
and host authorities is therefore likely to be necessary. This needs to
strike a balance between creating reasonable certainty of coordination in
specified circumstances, while preserving the flexibility for each coun-
try’s authorities to take independent steps to protect their own interests.
It also needs to be structured in ways that recognize that bank ownership —
and hence home country supervision — can change. There is therefore a
need to avoid being locked into arrangements that might later prove to be
unworkable or no longer appropriate. And there is a need for home/host
arrangements to maintain a degree of internal consistency in the supervi-
sory frameworks of the respective countries, so as to maintain clarity and
to avoid conferring any competitive advantages or disadvantages on par-
ticular categories of banks. Creating the right balance in all of this is no
easy task.

Even if formalized coordination frameworks can be developed, their
utility ultimately depends on how effective they are in a crisis. Rather than
wait for a financial crisis to occur to see if the coordination arrangements
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work, it would be better to periodically test their effectiveness. Although
no form of testing can ever fully simulate a real crisis and the tensions
that go with it, we think that periodic crisis simulation exercises involv-
ing home and host supervisors, central banks and finance ministries will
become an important mechanism in testing coordination arrangements.
They could also make a material contribution towards building closer and
more cooperative relationships between home and host authorities and
central banks.

5. Conclusion

Maintaining a sound and efficient financial system and being able to respond
to a crisis effectively is a crucial prerequisite for a country’s economic and
social welfare. This is true whether the financial system is largely composed
of domestic banks or dominated by foreign banks. And it is critical in a
small, open, indebted, economy, such as New Zealand’s, given the potential
vulnerability to international sentiment and cross-border capital flows.

In the absence of any fair and formalized, operationally and legally
robust, trans-national regulatory framework, the financial stability buck
stops at national laws and the supervisor’s and central bank’s duties under
those laws. The financial stability stakes are too high to pass on such a
responsibility lightly. In banking, while the home and host authorities have
some complementary interests, they also have areas of potentially diverging
and conflicting interests, as well as jurisdictional limits.

The Reserve Bank of New Zealand is committed to doing all it can to
maintain a sound and efficient financial system in New Zealand. We believe
that it is essential to maintain the frameworks needed to fulfill our respon-
sibilities. This includes a clear legal and practical basis to supervise the
financial system and the capacity to respond to a financial crisis effectively
on a stand-alone basis if necessary. Equally, we must have a clear legal basis
for providing liquidity support when required, on the basis of bank balance
sheets and capital positions that are as meaningful and clear as they can be
in the circumstances.

But, we also recognize the benefits of mutual recognition and harmo-
nization of regulatory policies where sensible, and the benefits of cooper-
ation and coordination between the home and host supervisory authorities.
The efficiency and effectiveness of our banking supervision will be greater,
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and the crisis management options wider, the closer the home and host
authorities are.

The Reserve Bank of New Zealand is committed to remaining a wel-
coming, albeit responsible, host. However, the regulatory risks and rewards
have never been greater.

*Alan Bollard is Governor of the Reserve Bank of New Zealand.
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Dealing with Stress at Large and Complex
Financial Institutions

Andrew Crockett*
JP Morgan Chase International

1. Contemplating a Systemic Failure

Thinking about the consequences of a failure at a large banking institution is
the financial equivalent of thinking the unthinkable. The disorderly failure
of such an institution would be massively disruptive. The direct losses to
shareholders, creditors, uninsured depositors, insurance funds and employ-
ees would be enormous. But they would be only the tip of a very large
iceberg.

Large financial organizations, especially those with substantial banking
activity, stand at the center of the payment system. The flow of transactions
through such institutions on a daily basis is a large multiple of their capital.
In the event of a sudden failure, all of these payments would be frozen,
causing a huge erosion of liquidity in the system, and leading to failed
payments for a wide range of transactions.

Parties exposed to these transactions would find their own solvency put
atrisk. Even where payments could subsequently be made, the delays would
be enormously disruptive, and costly litigation would undoubtedly ensue.
Other financial institutions would be afflicted with direct and indirect conta-
gion. Fear and uncertainty would cause a withdrawal from credit exposures.
It is not fanciful to imagine that all this would have a significant impact on
economic activity in the short run, and could result in an impairment of
financial intermediation for a protracted period.

A number of recent developments have, moreover, served to rein-
force the systemic importance of large financial institutions. First, the
biggest institutions have become even bigger, mainly as a result of ongoing
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consolidation in the financial industry. In 1993, the largest five global banks
had a combined market capitalization of some $105 billion. Ten years later,
the comparable figure was approximately $800 billion.

Second, large and complex financial institutions (hereafter LCFIs) have
become more interdependent through their operations in the capital markets.
Developments in risk-management techniques require increasing reliance
on derivative instruments, nearly all of which involve networks of multi-
ple claims among financial institutions. Bank for International Settlements
estimates suggest that the market value of derivatives contracts outstanding
reached almost $7 trillion at the end of 2003, having more than doubled in
the previous four years. (Notional outstandings are many times greater, but
this is a misleading measure of gross exposures.)

Third, the technology of data gathering, processing, and transmitting
has created additional vulnerabilities, and reinforced the importance of
those institutions that are at the heart of the payment system. The events
of September 11, 2001, showed how operational problems could ramify
through the system. Such problems would also surface in the situation of
an unanticipated default.

For all these reasons, reducing the possibility of the disruptive failure
of an LCFI is a central preoccupation of public policy. The good news is
that the likelihood of such an eventuality is remote. But this does not mean
that preparations should not be made. And the bad news is that preparing is
not easy.

There are basically two ways of ensuring that no large financial insti-
tution would ever have to be wound up. Neither is particularly attractive.
One is to require LCFIs to carry such a large capital cushion as to virtually
eliminate failure risk. This, however, would be to distort the risk-bearing
propensities that would exist in a competitive system. The result would
probably be to divert risk out of the banking system (or at least out of sys-
temically significant banks) and into institutions that were not constrained
in the same way. This would lead to inefficiencies, and, moreover, would
not necessarily reduce risk in the system as a whole. For risk would sim-
ply migrate elsewhere and could be potentially just as troublesome. A clear
example of the law of unintended consequences.

The second way of ensuring the survival of LCFIs would be to adopt
a policy of “too-big-to-fail”, in which governments would undertake to
stand behind institutions whose failure would otherwise have systemic
consequences. This, too, would severely distort the pricing of risk. If large
institutions and their creditors and counterparties could act as though their
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contractual relationships were protected by a governmental safety net, this
would generate all the well-known problems of moral hazard. Credit risks
would be mispriced, and the competitive climate would be weakened.
Resource allocation would be distorted and ultimately economic perfor-
mance would suffer.

The challenge to public policy, therefore, is to balance prudence with
competitive freedom, and to measure the costs of moral hazard against the
costs of systemic disruption. The aim must be to create an environment in
which risk can be appropriately priced, yet the external consequences of the
failure of an LCFI can be suitably limited and contained. How to do this
involves judgments that can never be absolute.

I will distinguish three distinct aspects to such an approach in my
remarks this evening. The first is the creation of a supervisory regime that
encourages the accurate pricing of risk and the holding of an adequate
cushion of capital. The second is the development of techniques to redress
problems when a bank’s financial position comes under strain. And third is
the establishment of procedures for the orderly winding up of an institution
when it can no longer function prudently.

2. Preventing Stress: The Role of Risk-Based Supervision

I will begin with prevention, and the role of supervision.

It is an axiom of financial supervision that all financial institutions
should demonstrate a capacity to prudently monitor and manage the risks
they incur, and hold adequate capital to protect themselves against unex-
pected losses. Within this broad general statement, however, there is plenty
of room for judgment and interpretation. How does a bank demonstrate
the capacity to appropriately manage its risks? How much capital is suffi-
cient? How far should supervisors enter into risk monitoring activities at
the institutions they supervise?

In approaching these questions, two considerations need to be borne
in mind. First, well-informed market participants are usually better able to
measure and manage risk than a supervisory agency. Financial intermedi-
aries have the incentive and the specialized expertise to develop high quality
risk monitoring systems. They also have strong incentives to develop effi-
cientrisk mitigation techniques, relying on diversification, collateralization,
securitization, and hedging. The more they are encouraged to enhance their
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own risk-management capabilities (as opposed to relying on supervisory
rules) the better.

The second consideration is that the optimal failure risk is not zero.
Any enterprise that adds value in a market-based system does so, in part, by
accepting risk. Thus, even prudently managed companies may encounter
circumstances in which they incur unexpected losses which, in extreme
cases, may threaten their continued viability. The economy at large benefits
by the freedom to develop new business models and processes, not all of
which will turn out to be successful.

Starting from these two premises, the supervisor has two crucial func-
tions. The first is to ensure that markets have sufficient information to judge
the risks run by supervised financial institutions. Such transparency helps
encourage better risk management and thus improves the pricing of risk.
And the second is to require capital holding that strikes the right balance
between the costs of failure and the cost of avoiding all failures. This allows
the pricing of risk to take account of externalities that cause divergences
between the social and private costs of bank failures.

It is easy to state these supervisory objectives in general terms, much
more difficult to put them into practice. An immediate problem is that most
market participants do not have sufficient information to form a judgment
on banks’ prudential policies. And even if they had the information, they are
poorly placed to interpret it. Risk-management systems are complex and
proprietary. It is hard for outsiders to judge how much confidence they can
have in economic capital requirements calculated by banks. Even special-
ized intermediaries, such as rating agencies, do not yet have the data, the
incentives, or the expertise to serve as effective watchdogs over banking
prudence.

It may be more than a question of information and expertise, however.
It is disheartening to observe how little market participants make use of
additional information when banks seek to provide it.

The result is that bank supervision has to be more intrusive than might
ideally be the case. Supervisors cannot rely solely on transparency and
market forces to result in best practice risk management or the optimum
level of capital holding. They must therefore seek other ways to satisfy
themselves that risk-management systems are robust and that banks actually
hold an adequate level of capital.

The recently concluded Basel I agreement (which will enter into force
at the beginning of 2008) aims to do this in a way that is much more
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risk-sensitive than its predecessor. Basel II has, as everyone in this audience
will be aware, three pillars. The first is a minimum required level of capital.
Capital requirements under Basel II, despite the complaints of some shrill
observers, are, I believe, a great improvement over Basel 1. There are many
more risk categories, which allows more granular risk distinctions.

Moreover, banks are allowed to use their own internal risk ratings, sub-
ject to suitable safeguards. Certain credit risk mitigants are more appropri-
ately recognized. And operational risk, a particularly important category of
risk, is explicitly taken into account. All this represents valuable progress
as compared with Basel I. We at JP Morgan have found that the capital
requirement of Basel II will track our internal calculations of economic
capital much more closely than did those of Basel 1.

This is not to say, however, that the minimum capital calculation of
Basel 1 is perfect, or that further evolution is not in store. There is scope to
enlarge the use of banks’ internal risk calculations. Looking further ahead
these will become increasingly comprehensive as correlations among dif-
ferent categories of risk can be more reliably estimated.

The holy grail of risk measurement, still some years away, is the inte-
gration into a single model of all risks and their cross-correlations. In such a
world, the calculation of value at risk and the associated capital requirement
could be the responsibility of each supervised institution. The task of the
supervisor would then be to verify the robustness of the model, and make
any adjustment to capital to take account of the externalities that make the
social costs of a bank failure exceed the private costs.

Some would go further than this and delegate even these supervisory
tasks to market discipline. By using techniques such as precommitted capital
and mandatory subordinated debt financing, the information available to the
market, and the capacity of the market to convey useful signals, would be
substantially improved. It is not part of my theme this evening to discuss
these proposals. I will just say that I find them interesting and potentially
fruitful, but unlikely to be of practical utility for several more years yet.

For the time being, supervisors will rely on pillars 2 and 3 of the new
Basel accord to introduce into capital calculations the flexibility that ratios
cannot provide. Pillar 2 provides for supervisory discretion, which I expect
will be used to look at the adequacy of those aspects of risk management that
cannot be captured by pillar 1’s minimum ratios. These include the quality
of management and internal information and control systems, as well as the
degree of diversification or concentration in a bank’s portfolio. This is a step



22 A. Crockett

in the right direction — that of assessing the quality of systems, rather than
adherence to specific ratios. Pillar 3 will advance the process of disclosing
to the market the information needed to make informed risk judgments.

This brings me to the second aspect of the supervisors’ task, which is to
judge how much capital banks should hold against the risks they run. This is
a matter of balancing the costs of bank failures against the costs of avoiding
them. It is always possible to devise rules that mandate more capital and
greater caution in lending. To push this too far, however, would vitiate the
purpose of banking activity. The function of banks is to take considered
well-judged risks. If banks are too cautious, they will fail to optimize their
function as intermediaries between lenders and borrowers. Worse, they will
lose business to less regulated intermediaries, who may operate in a riskier
fashion.

Thus, supervisors will strive to reduce the risk of bank failure to the
point where the losses that would occur over time as a result of periodic
bank failures is approximately equal to the loss of intermediary efficiency
that would occur by additional prudential requirements placed on banks.

Itis not easy to articulate practical guidelines that help supervisors make
this tradeoff. But two points are relevant. First, the social costs of the failure
of a banking institution may be different from (and typically larger than)
the private costs. The supervisor may therefore find it necessary to insist on
a larger capital cushion than the management of at least some banks would
otherwise hold.

Second, large banking institutions, which stand at the heart of the finan-
cial system, may have greater failure externalities than smaller banks. Thus,
after normalizing for quality of risk management, it may well be justified to
require large and complex financial institutions to hold more capital, relative
to risk, than smaller institutions, whose failure would have fewer spillover
consequences.

3. Dealing with Stress

I noted earlier that the optimum probability of bank failure is not zero.
From time to time, even in a normally functioning system, banks will find
themselves facing losses that erode their market standing. An important
element of supervisory strategy is how to deal with such a situation. The
objective is to either bring a bank back to health, or to secure its orderly
exit, while minimizing moral hazard.
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Two useful concepts in this regard have been developed and imple-
mented in the United States. One is that of “prompt corrective action” and
the other is the closely related one of “structured early intervention”. (The
distinction between the two concepts lies in the relative emphasis given to
speed, incrementalism, and automaticity of responses.)

The concepts reflect the fact that it is generally less costly to begin the
process of restoring a bank to health when it still has the confidence of its
counterparties and a substantial remaining cushion of capital.

The reason is simple. Counterparties know that a bank’s assets will
be worth much less in a “fire sale” liquidation that they are to an ongo-
ing business. If capital declines towards the point at which creditors and
counterparties would face losses in a liquidation, they will naturally try to
protect their interests by withdrawing exposures. This will precipitate the
event they are trying to protect themselves against.

Of course, supervisory authorities are reluctant to take drastic (and
costly) measures in a precipitate way. This is where the doctrine of prompt
corrective action comes in. Bankruptcy risk can be guarded against through
aprocess of graduated intervention, which becomes more intrusive the more
the capital cushion is eroded. Such graduated intervention can begin well
before a bank’s capital falls to the regulatory minimum. Initial measures
might include little more than intensified oversight. Thereafter, supervi-
sors may place restraints on undertaking certain types of business, limits
on balance-sheet expansion, requirements to divest certain types of assets,
and so on.

This approach seems commonsensical. It makes supervisory interven-
tion proportional to the perceived risk to customers and other stakeholders.
And it avoids dramatic choices between closing a bank and allowing it to
remain in business with inadequate capital. Still, it is not easy to imple-
ment, especially in circumstances where a bank still has capital above the
regulatory minimum. It is important, therefore, that the legal framework
that establishes supervisory responsibilities gives supervisors the right to
pursue this kind of graduated intervention.

Moreover, a distinction needs to be drawn between smaller banks, a
large part of whose resources are deposits protected by insurance, and larger
institutions, which are active in capital markets and rely much more on
wholesale funding. Smaller banks are less likely to face a funding crunch.
For them, the graduated measures of structured intervention are likely to
prove sufficient.
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Larger banks, however, being reliant on wholesale funding, are much
more vulnerable to a sudden erosion in confidence. This can occur as aresult
of unexpected reduction in profitability or in the wake of an event impacting
reputation. If some of their funding arrangements have “triggers” that are
activated as a result of a given rating downgrade, they may experience a
sudden loss of resources when triggers occur.

Such institutions need to have plans to deal with a weakening in their
market position before it gets to the stage of being franchise-threatening.
Most large institutions have objectives for their credit rating. It is essential
to maintain a margin above this rating, so as to provide time for corrective
action before rating triggers take effect. It is also essential to have practi-
cal plans to restore capital and credit ratings after an adverse shock. This
may include balance-sheet shrinkage or the sale of lines of business. The
responsibility of supervisors is to make sure that such plans are in place, are
sufficient to address the kinds of problems that can occur, and are activated
in a timely way.

4. Managing the Failure of Banking Institutions

I turn finally to the question of managing a banking failure. I will not spend
much time on how to deal with winding down a non-systemic banking insti-
tution. Such episodes can cause important problems for their customers and
so for the communities they serve. But the failure of smaller institutions
generally has limited spillover costs and is usually efficiently handled by
insurance arrangements and/or by folding the business of the failed institu-
tion into that of a healthy partner.

The failure of a systemically important financial institution is another
matter, however. Such events, by definition, have spillover costs that extend
well beyond the customers of the institution in difficulty. When such a failure
becomes a possibility, therefore, important issues of public policy arise.

The ideal solution is to arrange for a weakened institution to be recap-
italized by its existing shareholders or to be voluntarily taken over by a
healthy institution. However, once the stage is reached at which failure
is a realistic possibility, it is likely to be hard to arrange such a private
sector solution. In its absence, action by the public sector has to be con-
sidered. Such action can range from the provision of liquidity support,
where a bank is solvent, to various forms of financial and nonfinancial assis-
tance to run down a business in the least damaging way. Of course, public



Dealing with Stress 25

intervention introduces the danger of moral hazard, so must be carefully
handled.

It is not possible to prescribe in advance how the policy authorities
should act. This depends too much on the particular circumstances. But it is
possible to outline some of the obstacles to the smooth exit of a failing insti-
tution. This will, in a sense, define the public policy challenges in preparing
financial systems to deal with this kind of threat.

A first obstacle in dealing with a financial crisis is lack of information.
Both supervisors and potential rescuers from the private sector need to have
information about a troubled entity in order to judge how to react. Such
information can be separated into two types. One concerns the structure
of the banking group, including the relationship between the various legal
entities that comprise the group, their supervisory reporting lines, and legal
responsibilities and constraints. The second concerns the group’s financial
position, including the current valuation of all contracts to which it is party.
This may sound simple, but given the complexity of various trading and
hedging strategies, may be very hard to assemble.

It is far from clear that all large financial institutions could produce
the information that would be needed for outsiders to make judgments on
how to value them in times of financial stress. It is also not clear whether
supervisors have the authority to share all relevant information, either with
private entities or even with other supervisors.

Under the auspices of the Financial Stability Forum, “fact books” have
been assembled for most major institutions that give relevant information
about group structure, legal relationships, internal reporting lines, and super-
visory linkages. Such information would be a useful start if it became
necessary to manage a wind-down process. But it is probably far short
of what would be necessary to enable a potential private sector rescue to
take place.

Another obstacle lies in the market dynamics that take over when the
solvency of an institution is called into question. Even if rumors did not
complicate matters (which they usually do) counterparties of a troubled
institution will seek to protect themselves as soon as they become aware
of difficulties. This they can do in a variety of ways, but nearly all of them
involve increasing the cost of, and reducing the access to, funding by the
institution under threat. This accelerates and compounds difficulties. Unfor-
tunately, we have little idea of how market dynamics would play out in a
real-life situation.
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One or two privately sponsored exercises have attempted to simulate
market dynamics, but nothing comprehensive or detailed has been under-
taken by the official community. This is a shame. Such simulations, while
incapable of predicting exactly how a crisis would unfold, can at least reveal
crucial points of weakness in official responses. For example, responsible
authorities may be prevented, by custom or statute, from undertaking certain
actions that would preserve value or reduce contagion. Only by knowing
such obstacles beforehand can action be taken to remove them or minimize
their consequences.

A third obstacle is the divergence between the objectives of different
authorities. At the most general level, there may be disagreement about
the relative importance to be attached to maintaining systemic stability, as
against avoiding moral hazard. There may also be a conflict created by
differing bankruptcy regimes in different countries. In countries that apply
the “multiple entity” regime, the assets of the branch of a foreign bank
are “ring-fenced” in a bankruptcy, with assets of the branch being used to
repay domestic creditors before being released for the use of the domiciliary
liquidator. In other countries, a bankrupt institution is treated as a “single
entity” and world wide assets are placed in a common pool.

Not all these potential sources of conflict can be resolved through super-
visory cooperation. But a greater awareness of their existence and possible
consequences would help to achieve a greater consistency among varying
objectives.

Related to this is the last obstacle I will mention, that of implementa-
tion processes. There is as yet no fully satisfactory template for the sharing
of responsibilities among the multiple supervisors of a large and complex
financial institution. In a crisis, it is highly desirable that a single authority
should take the lead in coordinating responses among supervisory author-
ities (and perhaps governments and central banks as well). Unfortunately,
we are quite some way from this point. Supervisory cooperation is compli-
cated by problems of communication, legal authority, and sometimes even
by bureaucratic jealousies. It would be no easy task to allocate lead respon-
sibility to a single authority. But more effort needs to be made to get as
close to this as current structures allow.

5. Conclusion

I have tried in this keynote address to tie together the three components
of dealing with stress at a large financial institution. They are interrelated.
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The first is to ensure that the risk management of such institutions is sound.
This means supervisors have to strike the right balance between prudent
requirements and competitive freedom. High quality risk-based supervision
will reduce episodes of significant stress to minor proportions.

Still, we should not expect, or desire, that stress will never occur. There
needs therefore to be a mechanism to handle stress, and to foster remedial
actions that can return an institution to health (perhaps with reduced size)
without requiring complex official intervention.

In rare cases, even this may not be enough. Some strategy is there-
fore needed for handling cases in which a large banking franchise cannot
be wound down without extraordinary official intervention. This is where
present arrangements are least satisfactory. The problem is not so much of
certain institutions being too-big-to-fail, but too big, or too complex, or too
internationally diverse to rescue.

It is of some comfort to know that this kind of crisis is highly unusual,
and decades may pass without one. But if it does strike, it would be better
if we were more prepared than I believe is presently the case. The imple-
mentation of Basel II may provide the opportunity to try out collaborative
mechanisms in this domain. Basel II calls for supervisory cooperation of
a high order. Let us resolve to use the collaboration and transparency this
calls for to build a more robust crisis response mechanism.

*Andrew Crockett is president of JP Morgan Chase International. The views expressed are those of the
author and not necessarily those of JP Morgan Chase.
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Changes in the Structure of the U.S. Financial
System and Implications for Systemic Risk

Timothy F. Geithner*
Federal Reserve Bank of New York

My compliments to Michael Moskow for putting together this confer-
ence and for bringing together this formidable group of talent on systemic
banking crises. There are those who regard this type of enterprise — that
of strengthening the regime for managing financial failures — as misdi-
rected. Some think focusing on bank resolution is like devoting resources
to redesigning the morgue rather than improving the hospital. Some think
that by preparing to deal with crises you make them more likely. I think the
wiser judgment is the contrary. In this area at least, if you want peace or
stability, it’s better to prepare for war or instability.

I think this is particularly important for us in the United States. Although
we have arich history of banking crises in our past, and have watched other
countries confront such crises more recently, it has been some time since
we’ve experienced the prospect or the reality of a systemically significant
bank failure in this country. It is important that knowledge among practi-
tioners of this art of bank resolution does not fade with time and is not dulled
by the comfort of the relative stability and financial resilience we have been
fortunate enough to enjoy over the past decade and more.

I want to reflect tonight on the changes in the structure of the U.S.
financial system of the last 20 years or so, and what implications these have
for the nature of systemic risk. For those of us who are responsible for
thinking about the overall stability of the financial system, the questions we
face are, of course, broader than the potential insolvency of a large bank and
the most appropriate resolution methodology. They include not just how to
make the system better able to withstand the failure of a major bank or
financial enterprise built around a bank, but also how to better withstand
the failure of a major nonbank financial intermediary or a systemic liquidity
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crisis that may or may not arise from a solvency problem at a large supervised
financial institution.

The central bank of the United States was legislated into existence in the
wake of the banking crises of the early twentieth century. And the framework
that evolved in the decades that followed was directed specifically at dealing
with the special risks posed to banks and by banks to the economy as a whole.

1. Changing Market Structure

Let me highlight a few of the changes in the financial structure that are
germane to the mandate of the Federal Reserve. They are:

e The greater systemic importance of a smaller number of large bank-
centered financial institutions;

e The greater role played by nonbank financial institutions;

e The growth of the government sponsored enterprises (GSE);

e Greater operational demands on the core of the clearing and settle-
ment structure;

e Anincrease in the complexity of risk management and compliance
challenges; and

e The extent of global financial integration.

These are not all that new, and not all are unique to the United States,
but taken together they are significant.

Most conspicuously, we have seen the emergence of a small number of
very large, complex, bank-centered financial institutions that now account
for a substantial share of the assets and liabilities of the U.S. banking system.
The top five domestic bank holding companies now hold about 45 percent
of banking assets, almost twice the share as they did 20 years ago.

The earnings capacity of these very large banking institutions, the abso-
lute size of their capital cushions, and the diversity of their activities, geo-
graphic and functional, should make them less vulnerable to specific shocks
and better able to absorb larger shocks than has been true in the past. In other
words, the core of the U.S. banking system should be more stable in the face
of a broader range and greater magnitude of shocks. However, the increased
size and scope of these entities necessarily exposes them to a wider array of
potential shocks and risks and means that the failure of one of them could
have a broader impact than in the past and be considerably more difficult
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to resolve. The implications of such a failure would almost certainly fall
outside of the range of experience captured in conventional models.

At the same time, despite their size and scale, banks now account for a
smaller share of financial intermediation in the United States than was true
in the past. Depository institutions now hold about one-fifth of all assets
held by financial institutions, or less than half of what they did in 1984.
This crude comparison understates the importance of banks in the credit
origination process and wholesale financial markets, but the broad picture
it paints of the increased role of nonbank financial intermediaries is still
noteworthy. To put it differently, financial intermediaries that are not subject
to consolidated risk-based capital frameworks and the full complement of
supervisory constraints applied to banks and bank holding companies, now
account for most of the assets of financial institutions in the United States.

There has also been substantial convergence in the types of financial
transactions bank-centered and nonbank affiliated financial intermediaries
perform. This translates into a more competitive and more innovative finan-
cial system, one that is more flexible and resilient, with weakness in one part
of the system more likely to be offset by a capacity for expansion elsewhere.
And, because their overall risk profiles are likely to differ from banks, the
greater importance of nonbank financial intermediaries, and of the capital
markets more generally, offsets some of the potential concern associated
with consolidation in the banking system.

Within the universe of nonbank financial intermediaries, there are other
material changes worth noting. Let me highlight three. First, the role of the
major investment banks in the United States as market makers and providers
of liquidity in a broad range of foreign exchange, securities, and derivatives
markets has continued to grow over the past decade, as has the international
importance of these firms. These institutions are now key participants in the
domestic and international clearance and settlement processes associated
with these activities.

Second, a sustained period of rapid growth in the major mortgage GSEs
has left us with two very large financial institutions, whose balance-sheet
and associated off-balance-sheet positions today account for a much larger
share of the U.S. mortgage market than was the case a decade ago. This
means that the credit and market risks associated with the home mortgage
business in the U.S. are now in some respects more concentrated. It means
that the actions taken by the GSEs to manage interest rate risk can have a
substantial impact on interest rate volatility. And, it means that the exposures
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of major banks and investment banks to these GSEs is larger than in the past,
measured relative to capital, and large relative to other major counterparties.

Together, these changes mean there are a larger number of nonbank
financial intermediaries operating outside the supervisory safety and sound-
ness framework established for banking organizations, that are sufficiently
large or integral to the financial system that their failure or anticipated fail-
ure could have major implications for the functioning of the markets in
which they operate and their financial institution counterparties.

Third, hedge funds now play a more substantial role in the U.S. financial
system. They are a significant source of liquidity in some markets. They play
an important role in making our financial markets more efficient. And they
are likely in some circumstances to help markets equilibrate more quickly in
conditions of stress, as was the case in the summer of 2003, when they helped
meet a substantial increase in mortgage-related hedging demand from banks
and the GSEs. Assets managed by hedge funds have grown very rapidly,
more than doubling since 1998 to current estimates in the range of one
trillion dollars. Gross credit exposure and potential future credit exposure
to hedge funds as a group are probably larger today relative to the capital of
banks and investment banks, although also likely more diversified. Overall
leverage seems lower relative to 1998, and may not look that high relative to
banks and investment banks, but leverage is hard to measure and the quality
of the data is not very good. While hedge funds are large enough to provide
meaningful efficiency and liquidity benefits to some key markets, they are
also large enough that the failure of a major hedge fund or number of funds
could have a significant impact directly and indirectly on the major banks
and investment banks in the United States.

Within the clearance and settlement infrastructure, economies of scale
have led to high levels of concentration in some areas. Two institutions
together now handle the vast majority of clearing business for U.S. gov-
ernment securities and the associated triparty repo market in which over
$1 trillion turns over twice each day. The dramatic increase in the volume
of transactions handled by the core parts of the payments infrastructure
places substantially greater demands on the operations of those institutions.
Moreover, many of the major payment and settlement utilities operate across
national boundaries, raising complicated questions for the appropriate allo-
cation of oversight responsibility.
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Alongside these changes in the relative size of institutions and in market
structure, financial innovation has led to a dramatic increase in the complex-
ity of the risk management challenge. The frontier of financial innovation
inevitably advances somewhat ahead of improvements in the risk manage-
ment and clearing infrastructure. The models used to assess risk in the more
novel areas of finance are, by definition, less grounded in experience and
less valuable in anticipating how prices and correlations change in condi-
tions of stress. Consensus on the appropriate accounting treatment is less
well established. With the dramatic increase in the scope of operations of the
major financial institutions, the challenge of pulling together an integrated
risk management framework that captures exposures across the entirety of
the firm is much greater.

The potential for conflicts of interest and opportunities for fraud are
greater, placing significant burdens on internal compliance regimes. The
changes in regulation and technology that have increased the opportunities
for risk transfer mean that more risk may end up in parts of the financial sys-
tem where supervision and disclosure is weaker and in parts of the economy
less well able to manage it.

Finally, we have seen substantial growth in the integration of national
financial systems. Indeed, a number of foreign and foreign-owned bank-
ing organizations are among the largest financial institutions in the U.S.,
with operations here that run into the hundreds of billions of dollars, and
in some cases representing the majority of their global assets. The major
U.S. banks and investment banks are more global in the scope of their
operations, and their affiliates are a major presence in many of the coun-
tries in which they operate, in some cases with a larger share of financial
activity than they have in the U.S. market. Payments and clearing arrange-
ments are increasingly transnational in scope. But, the legal and supervi-
sory frameworks for financial activity are still national, and are likely to
remain so for the foreseeable future. And despite the development of a
much more intensive and extensive network of cooperation among super-
visory and regulatory and enforcement authorities, and movement toward
an ever-higher standard of convergence in key elements of the regulatory
structure across jurisdictions, the regime is inevitably uneven, with differ-
ent standards across jurisdictions and therefore continuing opportunities for
regulatory arbitrage.
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2. Implications

These broad developments alter the hierarchy of systemic concerns for the
U.S. authorities. The greater systemic importance of a smaller number of
large bank-centered financial institutions, the greater role played by non-
bank financial institutions, the growth in the GSEs, the greater operational
demands on the more concentrated core of the clearance and settlement
infrastructure, the dramatic increase in the complexity of the risk manage-
ment and compliance challenge, and the extent of global financial inte-
gration — these developments change the nature of the potential sources of
stress to the financial system. They change how stress is transmitted. And
they change the impact of tools we use to mitigate risk ex ante and to contain
the broader financial and macroeconomic fall-out of financial distress.

These developments can have both positive and negative impacts. In
many respects, they help to reduce risk. In some ways, they increase risk.
On balance the positive aspects dominate the less positive. Shocks may act
more quickly, but they can be more easily diffused and absorbed. Institutions
and markets seem better positioned to handle a substantial degree of stress.
Shocks may be less likely to result in the type of trend amplifying, self-
reinforcing dynamic for sustained periods of time that can threaten the
stability of the financial system.

But it is important to recognize that we do not know a lot about the
underlying dynamics of financial crises in the context of the evolving
financial system I have described. It is also worth reflecting on the fact that
the favorable judgment of U.S. financial resilience at present is rooted in a
period of lower overall volatility in macroeconomic outcomes, with lower
inflation and less variability in inflation, and shorter and shallower reces-
sions. Financial innovation has brought about a dramatic increase in the
opportunities for diversification and risk transfer and in the sophistication
of risk management, but it is unlikely to have brought an end to the periodic
tendency of markets to experience waves of mania and panic. The systemi-
cally significant financial institutions are larger and stronger than in the past,
but they are not invulnerable, and the impact of a failure would be greater.
And it would be imprudent to expect that the lower overall magnitude of
recent macroeconomic shocks that has contributed to lower volatility in
growth and inflation outcomes will be with us indefinitely.

What are the implications of these changes for how we think about
managing systemic risk in the United States? Let me touch on five broad
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areas, though these cover only part of the landscape of the financial stability
agenda.

First, it is important that the standards applied to the largest finan-
cial institutions at the core of our financial system are calibrated to reflect
their systemic relevance. Relative to the standards appropriate for a smaller
financial institution with a similar risk profile, capital should be targeted
to achieve a greater proportional ability to absorb shocks and thereby
attain a lower ex ante probability of failure. This makes it important that
management of these large firms maintain an ample capital cushion over
and above the high regulatory thresholds. Similarly, the funding and lig-
uidity management framework needs to provide a larger buffer against
potential shocks. The internal risk management regime — for credit and
market risk, operational risk, compliance risk — needs to meet a more
exacting standard. The requirements for operational resilience for tech-
nology systems are necessarily more demanding. Because of the broader
implications of a failure for the financial system and for the economy
as a whole, the supervisory framework for the largest systemically sig-
nificant banking organizations, as well as the firms themselves, needs to
produce a higher level of financial soundness than might be indicated by
measures of economic capital or expected by shareholders and creditors of
the institution.

This is important for banks and financial institutions built around banks
because of their access to the safety net and their special role in the payments
system. Our approach at the Fed seeks to achieve this outcome for the
major institutions for which we are the consolidated supervisor. But the
basic argument for applying exacting standards for risk based capital, for
liquidity management, and for operational resilience applies to a broader
range of supervised and regulated financial institutions whose operations
pose significant systemic implications for the financial system.

This is particularly compelling in the case of the major GSEs, where
the regulatory framework, capital regime and sophistication of the inter-
nal risk management framework need to be upgraded to a standard more
commensurate with their risk profile and the risks they present to the system.

It is as compelling in the case of the institutions — a number of them
specialized financial utilities — that make up the core of the payments infras-
tructure. Here, because of their overall importance to the functioning of our
financial system, we are working to encourage improvement in operational
resilience, to ensure they meet the recently updated international standards
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for risk management and internal financial resources, and to strengthen the
oversight framework.

It is important to note that the Securities and Exchange Commission
(SEC) has itself outlined a framework that would provide a form of consol-
idated supervision of the major investment banks with a risk-based capital
framework based on Basel II. It’s not clear at this point how the SEC’s
regime will work in practice, but it seems to offer the prospect of some evo-
lution in the regulatory framework for investment banks in the direction of
convergence with those that apply to bank holding companies. That is, the
proposed new GSE regime will add a consolidated approach to risk based
capital and an intensified focus on the risk management regime to the tra-
ditional SEC focus on enforcement of laws directed at investor protection
and market integrity.

A second point is that it is important that those who run financial insti-
tutions calibrate the strength of the internal risk management architecture to
the more complicated nature of the risks they confront. Even with the major
improvements in capital, earnings capacity, and in the sophistication of the
risk management framework, there remain many aspects of the changing
financial environment which pose ongoing challenges for management.

The degree of concentration at the core of the financial system means
that financial institutions have to think more carefully about the implications
of the failure of a major counterparty or clearing organization. The increase
in the combined weight of the highly leveraged financial institutions as a
group highlights the importance of both strong counterparty risk manage-
ment disciplines in managing direct credit exposure, and understanding the
impact a disorderly exit would have on other positions held by the firm.
The uncertainty about how markets respond in conditions of acute stress —
uncertainty in terms of how correlations behave, how much liquidity will be
available, the risk profile of counterparties, etc., combined with the inher-
ent uncertainty about the probability of a seemingly remote event, and the
scale of losses associated with such an event — all argue for a more prudent
cushion against risk than would be necessary in a less complex and more
certain state of the world.

Third, our approach to financial stability relies a lot on market discipline
and, as a result, depends significantly on the quality of accounting and pub-
lic disclosure. We see some progress in the extent to which firms provide a
clear picture of their underlying risk profiles, but there is room for improve-
ment. Accounting standards have notably struggled with the challenges of
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incorporating innovations in financial instruments, especially when those
instruments are used to offset the risks inherent in more traditional activities
whose fluctuations in value have not typically been recorded in earnings or
in balance sheet valuations. It is hard to see how we can be comfortable
that we have achieved a reasonable resting place on these issues. In the
long run, it is critical for the cause of market discipline that accounting and
disclosure of financial instruments be consistent with the ongoing direction
of innovation in risk management.

Finally, the broad changes in market structure place a much higher
premium on cooperation among supervisors, market regulators, and central
banks, both nationally and internationally.

Unlike other countries who have moved to integrate supervisory respon-
sibility for banks, investment banks, and insurance companies, the U.S. has
preserved a model with multiple bank supervisory agencies and separate
functional regulation of entities that are banks, securities firms, and insur-
ance companies. And unlike those that have separated supervisory authority
from the monetary policy and lender of last resort functions, the U.S. has
kept them integrated within the central bank. Across the major economies,
therefore, we face somewhat different cooperation challenges within our
markets. We believe the U.S. model has worked quite well, and these differ-
ences in the design of the overall supervisory framework and its relationship
to the central bank are likely to persist. But we share an important interest
in working together across borders to help ensure that we have a framework
for cooperation that matches the increased integration of national financial
markets. This is important for the supervision of international banks as well
as for other global financial institutions. It is important for the payment and
settlement infrastructure. And it is important for how we operate together
in crisis.

The efforts of the Basel banking supervisors are particularly important
in this context. While their efforts have long emphasized the value of inter-
national supervisory cooperation, the improved Basel II framework raises
the bar even further, putting the need for supervisory coordination squarely
on the table if Basel II is to be implemented effectively for a global bank.

3. Conclusion

Let me conclude by emphasizing the obvious importance of the quality of
macroeconomic policy management to the stability of the financial system.
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It probably is possible for a country with an exceptionally virtuous fiscal
and monetary policy framework to experience a systemic financial crisis.
But most financial crises involve a shock whose origins lie in the realm
of macroeconomic policy error, often magnified by the toxic combination
of poorly designed financial deregulation and an overly generous finan-
cial safety net. Probably the most important contribution policy makers
can make to financial stability is to avoid large monetary policy mistakes
or sustained fiscal and external imbalances that increase the risk of large
macroeconomic shocks, and to try to ensure that policy reacts with sufficient
speed and force in the face of those shocks we are unable to avoid.

*Timothy F. Geithner is president and chief executive officer at the Federal Reserve Bank of New York.
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“For every complex problem, there is a solution which is
simple, neat, and wrong.”
H. L. Mencken

1. Introduction

Systemic banking problems exist in a multitude of different forms. Banking
systems can be chronically weak, reflecting entrenched unsafe and unsound
banking practices or structural weaknesses in the institutional framework
of a country. Banking problems can affect only a subset of the banking sys-
tem, with flight to quality from weak to strong banks. Widespread banking
problems can emerge because of external shocks or economic slowdowns
that affect the economy as a whole or particular sectors of an economy. Sys-
temic crises can be triggered by sudden loss of creditor confidence, either
because of economic or political developments.

This paper addresses one issue in this broader context: What are the
crisis resolution tools available once a widespread crisis has broken out and
creditor confidence in the banking system has evaporated? What is the policy
response once creditor runs cause banking system illiquidity and, possibly,
banking system insolvency? Under these circumstances, the authorities’
goal is to reestablish macroeconomic stability and financial intermediation
using a combination of macroeconomic and microeconomic tools.

In this environment, financial difficulties become intertwined with polit-
ical and social problems. Delays in action can generate uncertainty about the
state of the financial system, rumors, and growing panic. This uncertainty

141



42 S.Ingves & D. S. Hoelscher

brings out political rivalries and may lead to social chaos. The social and
political deterioration, in turn, affects economic decision-making. Crisis
management under these conditions becomes both difficult and complex.
Deciding on policy options is often made more difficult by an unclear pic-
ture of the true financial conditions of banks and by limitations in the legal
and institutional framework. Political instability can add an additional layer
of confusion and can limit the range of resolution options.

The fund is often in the unenviable position of being required to act
under conditions of extreme uncertainty and time pressure. The fund is typ-
ically called in only once the crisis has erupted and conditions are rapidly
deteriorating. Fund programs (including their bank restructuring compo-
nent) have to be developed and implemented quickly. The premium is
on rapid containment and effective implementation of a broad strategy.
Staff involved in crisis management need to combine deep country-specific
knowledge and an understanding of the lessons from past crises. Effective
teams, therefore, are composed of local authorities, international experts,
and, where useful, private sector financial consultants.

Crisis management can be organized into three broad stages. The initial
priority is to contain the banking crisis. Deposit runs must be contained
before the authorities can turn to structural reforms. Once achieved, the
authorities must turn to two additional components of a crisis management
strategy: restructuring the banking system and managing assets from inter-
vened and closed banks.

This paper has three objectives. First, the paper will define systemic
crises and describe the tools frequently used to contain and resolve the
crisis. Second, the paper will describe the pitfalls frequently encountered
in applying those tools. It will be argued that crisis management tools can
be extremely powerful and effective but they also carry risks that, if not
considered in the strategic design, can distort the resolution process and
jeopardize the final results. Finally, the paper will outline some of the lessons
learned concerning crisis prevention and resolution.

2. Managing Systemic Banking Crises

A systemic crisis is identified by its threat to the stability of the banking
system. Systemic crises are sufficiently severe to affect adversely the pay-
ments system and, in consequence, the real economy through reductions in
credit flows, or the destruction of asset values. A typical feature of a systemic
crisis is the difficulty in distinguishing between solvent and insolvent banks.
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Accordingly, creditors, including depositors, run from all banks and/or from
the currency, threatening the stability of the entire banking system. The run
is fuelled by fears that the means of payment will be unobtainable at any
price, and in a fractional reserve banking system this leads to a scramble
for high-powered money, foreign currency, and a withdrawal of external
credit lines.

At the outset of a crisis, macroeconomic policies will need to be adjusted
to restore confidence in the currency and the banking system. Systemic
financial crises affect most sectors of the economy and require macroe-
conomic policy adjustments. The appropriate policy mix will depend on
the nature of macroeconomic imbalances and the state of the banking sys-
tem. While this paper concentrates on banking system restructuring, such
restructuring policies must be consistent with supporting macroeconomic
policies. Moreover, measures to contain the crisis and restructure banks may
have macroeconomic consequences that need to be taken into account in
the design of a bank resolution strategy.

Treatment of a systemic banking crisis, where creditors are running
from all banks in the system, contrasts in important ways with the treatment
of individual bank failures in stable periods. Policies considered appropriate
in stable periods may aggravate uncertainties in a systemic crisis, worsening
private sector confidence and slowing recovery. In stable periods, for exam-
ple, deposits have only limited protection, emergency liquidity assistance
is given under very restricted conditions, and insolvent banks are resolved.
In a systemic crisis, however, policies aim at (1) protecting the payment
system; (2) limiting the loss of depositor confidence; (3) developing and
implementing a strategy to restore solvency to the banking system; and
(4) preventing further macroeconomic deterioration.

A variety of tools have been used to achieve these objectives. These tools
include emergency liquidity support, mechanisms for strengthening creditor
confidence, and bank strengthening and resolution techniques. While they
have proven to be effective under some conditions, they are also subject
to limitations. Understanding the conditions under which these tools can
be used is critical to the effective management of systemic crises. In the
following sections, the uses and limitations of these tools are discussed.

3. Crisis Containment

The immediate priority of the authorities must be to contain the banking
crisis. Adequate structural policies cannot be implemented in the face of
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depositor panic, macroeconomic deterioration, or an imminent threat of
interruption in essential financial services. Experience points to the impor-
tance of emergency liquidity support and the potential for using blanket
guarantees as part of the policies to address these problems. When these
tools are ineffective, the authorities may be forced to turn to more intrusive,
administrative measures.

Containment measures buy time but are not by themselves a solution. To
have a lasting result, containment measures must be combined with strong
macroeconomic adjustment policies and comprehensive bank restructuring
strategies. Containment measures alone cannot restore market confidence
when the macroeconomic situation continues to deteriorate, and the political
and social situation is unsettled.

As described below in more detail, moral hazard and weakened market
discipline are intrinsic to all containment measures. Moral hazard arises
because unsafe and unsound institutions are not disciplined by creditors
when the provisions of the country’s safety net are strong and banks have an
incentive for excessive risk-taking. Hence in designing the policy framework
for containment measures, particular design features must be included to
limit the potential distortions to incentive. The decision facing policymakers
is how to balance the benefits of immediate stabilization of the banking
system against the costs imposed by distortions to market incentives.

4. Emergency Liquidity Assistance

Immediate emergency liquidity support is an essential element of crisis con-
tainment. In the early stages of a financial collapse, depositors are running
from all banks in the system. As described above, the inability to distinguish
good from bad banks, together with the fear that bank liquidity will disap-
pear, cause even good banks to fail. Failure to ensure liquidity to banks will
only accelerate the deterioration and collapse of the banking system.

Banks that were obviously insolvent before the emergence of the crisis
must be resolved rather than supported; however, distinguishing between
solvent and insolvent banks once the crisis emerges is difficult. In a systemic
crisis, authorities cannot easily distinguish between solvent and insolvent
banks. Time is needed to evaluate the impact of the economic changes
on the banks’ viability (see below). Under such circumstances, failure to
provide liquidity can exacerbate the crisis rather than stabilize private sector
expectations.
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An example of the importance of providing adequate liquidity in
the early phases of a banking crisis was evident in most crisis cases.
The central banks in all four East Asian countries provided liquidity to
allow the withdrawal of deposits. Most central banks combined liquidity
support with significant and successful efforts at sterilization.! Concern
about the macroeconomic impact of emergency liquidity lending led one
European country to withhold such support. Rather than stabilizing the
situation, however, deposit withdrawals accelerated in the face of uncer-
tainties about the liquidity position of the banking system. Once the central
bank reopened the emergency window (combined with appropriate open
market policies to absorb the excess liquidity) depositor confidence stabi-
lized and the government was able to turn to the medium-term task of bank
restructuring.

Notwithstanding the importance of providing liquidity support, the
instrument carries serious risks.

e Theincrease in monetary aggregates resulting from the use of emer-
gency liquidity support can put pressures on both prices and the
exchange rate.

e Banks that eventually become insolvent may be the most frequent
users of central bank liquidity support, exposing the central bank
to significant losses.

e The usual terms of emergency lending, such as penalty rates, short
maturity, and acceptable collateral, may need to be relaxed during
a systemic crisis to accommodate the implementation of a bank
restructuring strategy. However, such action reduces the safeguards
of the central bank and may introduce moral hazard if the new terms
discourage banks from seeking alternative sources of liquidity.

e Liquidity support to weak banks is prone to abuse, and might in
particular be relied upon to increase the bank’s assets instead of
reducing its depositor liabilities.

e Dollarized economies may not have the luxury of emergency lig-
uidity support. Liquidity support results in a reduction of net inter-
national reserves that may not be replenished through open market
operations.

"Lindgren e al. (1999), p. 18.
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The liquidity support mechanism must be designed in a way that takes
these risks into account.

e The monetary authorities must sterilize monetary pressures.
Macroeconomic policies should be adjusted to prevent any pro-
longed “overshooting” of domestic interest rates.

e Liquidity triggers should be introduced to reduce the likelihood
that liquidity assistance is provided to insolvent banks. As liquidity
assistance increases as a percent of bank capital, increasingly severe
supervisory measures should triggered. Banks are first subject to
special on site inspections, followed by placement of supervisors
on the Boards of Directors. At a point determined by law, liquid-
ity triggers can permit supervisory intervention in the bank, thus
overcoming other deficiencies in the bankruptcy regime.

e Enhanced supervision of banks receiving emergency support is nec-
essary to reduce moral hazard and ensure that central bank liquidity
is used as intended. Attention needs to be paid to corporate gover-
nance in these banks, particular if problems are the result of poor
banking rather than pure contagion.

e Central banks in highly dollarized economies have established (1)
higher liquidity requirements than customary in non-dollarized
economies; and (2) contingent loans from international banks.

5. Blanket Guarantees

Blanket guarantees have proven useful in ending banking panics. Faced
with accelerating deposit runs, many countries have found blanket guaran-
tees effective in restoring private sector confidence in the financial system.
Four of the Asian countries relied on this instrument in the late 1990s,
as did Turkey in its more recent banking crisis. A blanket guarantee gave
the authorities time to diagnose fully the condition of the banking system,
find agreement on the appropriate strategy, and then intervene and resolve
unviable banks without risks of contagion.

But restoration of confidence comes at a cost, which has varied consid-
erably among countries. When credible and effective, the immediate costs
of blanket guarantees are minimal as, once the runs stop, the guarantee is
not called. However, a guarantee also commits the authorities to restoring
the solvency of the banking system. The costs of that guarantee depend
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on a number of factors. Key determinants are (1) the state of the financial
system (its capital shortfall); and (2) the effectiveness of the authorities’
overall banking strategy. Recent analysis of some countries suggest that
delays in addressing the deterioration in the banking system once the blan-
ket guarantee is in place explain a significant portion of total resolution costs.
Moreover, the overall costs may reflect recapitalization needs of large public
banks — an obligation of the government even in the absence of a blanket
guarantee. Finally, countries that have been unsuccessful in the recovery of
assets taken over as part of the resolution process have faced significantly
higher crisis costs. Asset recovery is a powerful tool for reducing crisis
costs. Delays or inefficiencies create lost opportunities for addressing the
limitations in other resolution tools.

While concern about the costs of guarantees is valid, the difficulty poli-
cymakers face is evaluating the counterfactual. The authorities must weigh
the costs arising from the potential failure of a higher number of banks in
the absence of a guarantee against the cost of resolving individual banks
under a blanket guarantee. Several of the countries that implemented blan-
ket guarantees did so in the face of extreme social pressure and collapsing
financial institutions. Announcement of the blanket guarantee halted the
outflows and gave authorities time to reassess the causes of the collapse and
identify a strategy. Had the blanket guarantees not been implemented, the
countries could have faced even deeper collapse of the financial system and
even greater political and social chaos (Table 1).

When deciding on the appropriateness of a blanket guarantee, the fol-
lowing factors should be considered:

e A blanket guarantee must be credible. The private sector must
believe that the government is in a position to honor the guarantee.

e The blanket guarantee must provide only the minimum protection
needed, as excessive coverage only increases moral hazard. Groups
often not covered include shareholders, subordinated debt holders
connected depositors, and depositors in offshore subsidiaries.

e The worse the financial conditions of the banking system, the higher
will be the cost of the blanket guarantee and an adequate fiscal effort
is required.

e The authorities must have adequate legal powers and the tools and
the determination to restructure banks and move quickly to restore
the system’s solvency.
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Table 1. Fiscal costs of selected banking crises (in percent of GDP)

Crisis Period  Gross  Recovery Net Cost Assets?

Outlay
Chile 1981-1983 52.7 19.2 335 47.0
Ecuador 1998-2001 21.7 0 21.7 41.3
Finland 1991-1993 12.8 1.5 11.2 109.4
Indonesia 1997—present  56.8 4.6 52.3 68.1
Korea 1997-present  31.2 8 23.1 72.4
Malaysia 1997-2001 7.2 32 4.0 130.6
Mexico 1994-1995 .o .o 19.3 40.0
Norway 1987-1989 2.5 91.9
Russia 1998 e . 0.0 249
Sweden 1991 44 4.4 0.0 102.4
Thailand 1997-present ~ 43.8 9 34.8 117.1
Turkey 2000—present  31.8 1.3 30.5 71.0
United States  1984-1991 3.7 1.6 2.1 514
Venezuela 1994-1995 15.0 2.5 12.4 28.3

Source: Hoelscher, and Quintyn (2003).
Note: “...” indicates that data are not available.
2Assets of deposit money banks in the year before the first crisis year.

e The authorities must have adequate controls to prevent fraud and
other misuse of the blanket guarantee.

Both emergency liquidity support and blanket guarantees have proven
to be controversial. Concerns about the cost implications of both have led
to suggestions that such instruments not be used in crisis management.
The alternative proposed is to impose haircuts on the creditors of insolvent
banks in the hope that confidence will eventually return and the deposit
runs stabilize.> Were runs to continue in otherwise solvent banks, reflecting
a generalized loss of confidence, this policy option would allow depositors
to continue withdrawing funds until a number of these banks would become
illiquid and be closed.? This strategy aims at leaving only solid banks in the
banking system and limits the resolution costs to the government.

2Haircuts are defined as nominal reductions in the deposit; non-par value (NPV) reductions
through maturity extensions, or interest rate reductions are not termed a “haircut”.
3As an example, this approach is proposed in Kane and Klingebiel (2004).
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There are serious limitations to this alternative resolution approach.
First, as stated above, systemic banking crises are different from bank
failures because of the difficulties in distinguishing between viable and
nonviable banks.* As a result, depositors flee from all banks in the sys-
tem.> Allowing all banks facing runs to fail implies accepting unnecessary
and irreversible damage to some healthy sections of the financial system.
Second, the economic and social costs of this alternative have not been
evaluated. While the counterfactual arguments are difficult to quantify, elim-
inating an excessively large segment of the financial sector will result in
significant disruptions in the distribution of financial services that will hurt
the real sector and thus compromise the economic recovery. Third, govern-
ment authorities have been reluctant to try such an alternative because of
the political and social implications.

Imposing nominal losses (haircuts) on creditors during systemic crises
is particularly disruptive to the financial system. Imposition of reductions
in deposit balances is more costly to the depositor and more intrusive than
modifying contract terms. Restoration of confidence, therefore, becomes
more problematic. Moreover, depositors with residual balances in the bank
may immediate withdraw remaining balances in the bank to prevent fur-
ther confiscation, thus aggravating the banking crisis. The political costs of
deposit haircuts are often seen as prohibitive. For these reasons, this policy
has been used in only a few, extreme cases — Argentina (1989), Estonia
(1992), Japan (1946), and the United States (1933).° Two of the cases (J apan
and the United States) occurred when deposit insurance systems were not
in place and the more recent cases (Estonia and Argentina) were part of a
fundamental restructuring of not just the banking system but the entire eco-
nomic framework for the country. For example, Argentina imposed deposi-
tor haircuts in 1989 following a prolonged period of hyperinflation and both

4Under normal times, failed banks should be resolved and depositors protected only up to
the maximum in the deposit insurance system. Imposing losses under such circumstance
will not cause contagion as other depositors in the system will know the condition of their
banks.

SIn the Argentinean case, for example, deposit withdrawals were suffered by all banks in
the system, including the strong international banks.

6Baer and Klingebiel (1995). They also studied Malaysia (1986) where insolvencies emerged
in financial cooperatives. Cooperatives represented about 3 percent of total deposit taking
institutions. Depositors in insolvent cooperatives received 50 percent in cash and the remain-
ing 50 percent in securities. While representing an NPV reduction, nominal haircuts were
not imposed.
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apolitical and social collapse. The stabilization package reversed decades of
populist macroeconomic policies, stabilizing prices and the exchange rate,
revamping relations between the national and regional governments, and
restructuring public sector finances. Under these circumstances, the nega-
tive impact of deposit haircuts may have been overshadowed by a positive
impact arising from the wide ranging structural reforms.

6. Administrative Measures

Plans for stabilizing systemic crises can go awry. The country may not
meet the necessary conditions for efficient use of the stabilization tools,
mentioned above. Macroeconomic developments can slip, worsening the
crisis and preventing stabilization of private sector expectations. High levels
of dollarization can so limit the effectiveness of traditional resolution tools
that they are not viable options. Political or social developments can impede
prompt crisis resolution.

Under such conditions, administrative measures may be the only alter-
native available to contain the generalized collapse of the financial system.
These measures change the contractual terms of bank deposits, and can
be referred to collectively as “deposits freezes”. In designing these mea-
sures, three basic options are available: restrictions on deposit withdrawals,
an extension of deposit maturities, and securitization of deposits. Such
measures have been used sparingly in recent times. However, Argentina,
Ecuador, and Uruguay have all relied on some form of this contain-
ment tool.

Administrative measures have serious limitations and should be used
with caution. Such measures are disruptive to the payment system and
to economic activity. Moreover, depositors will react negatively to all
administrative measures. The measures, therefore, should be viewed as a
final, desperate measure to stop a run on banks if all other measures fail.
They should also be designed to mitigate as far as possible their negative
impacts.

e Alldeposit freezes are disruptive to the economy as they limit access
to the means of payments. When properly designed, securitization
is the least disruptive in this sense, as deposits are converted into
negotiable instruments that can be redeemed for liquidity in case of
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need, albeit at a discount.” More generally, administrative measures
should always allow for a small amount of funds to be withdrawn
to facilitate financial transactions.

e Deposit restrictions tend to lose effectiveness quickly as market
participants learn ways of circumventing them. Thus, if restrictions
are imposed, they should be in place for limited time-periods and be
used to buy the authorities time to work out a permanent solution.

e Political and social pressures have resulted in exemptions and the
abuse of exemptions.

e Unwinding deposit restrictions can be problematic. While a prema-
ture removal of deposit restrictions exposes the banking system to
the risk of a new run, an excessively drawn out process can harm
confidence in the banking system.

7. Bank Restructuring

The main objective of the restructuring strategy is to restore individual banks
and the system to profitability and solvency. The strategy should identify
measures to strengthen viable banks, improve the operating environment
for all banks, and resolve unviable banks. Bank restructuring is a multi-year
process, often requiring the establishment or revision of laws and institu-
tions; the development of strategies to liquidate, merge, sell, or recapitalize
banks; and the restructuring and recovery of bank assets, operations, and
procedures.

The bank restructuring strategy begins with a diagnosis of the financial
condition of individual banks. The size and distribution of bank losses must
be identified. As supervisory data may be outdated and not reflect the full
economic impact of the crisis, supervisors may attempt to update available
information based on uniform valuation criteria. The supervisors will also
examine information on banks’ ownership structures (public or private, for-
eign or domestic, concentrated or dispersed) to help determine the scope
for upfront support from existing or potential new private owners.

Diagnosis of banking sector conditions in a crisis is typically ham-
pered by data limitations. A frequently used measure of solvency is the

"This, however, can have adverse redistributional effects if the neediest depositors are forced
to liquidate the securities at a discount, while the most affluent ones can afford to hold the
bonds to maturity.
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risk-weighted Basel capital assets ratio (CAR). However, when data limi-
tations delay the evaluation of banks’ capital levels, supervisors may need
to rely on other sources of information to determine bank viability. Inde-
pendent auditors have been useful in developing an impartial view of the
current conditions of the bank, based on uniform criteria. Such audits may be
particularly useful when insider lending is a particular issue. The medium-
term viability of a bank, however, requires an understanding of the bank’s
medium-term strategy.

Banks can provide input in the diagnosis process by presenting business
plans showing a bank’s medium term viability. A bank can be considered
viable if (1) it can remain profitable and earn a competitive return over the
medium term; and (2) the shareholders are committed and able to support
it. Supervisors may require that banks produce forward-looking business
plans using common economic assumptions and that include time bound,
measurable targets for monitoring purposes.

Banks determined to be nonviable and insolvent must be removed from
the system. Depositor protection will facilitate this clean up, as banks can be
closed without fears of contagion. Many countries have been able to move
aggressively in removing failed banks, once the blanket guarantee was in
place.®

The supervisors classify banks remaining in the system and develop
appropriate resolution strategies. Typically, supervisors would differentiate
between banks that are (1) viable and meeting their legal CAR and other
regulatory requirements; and (2) viable but undercapitalized. In the latter
classification, an additional assessment will be needed to determine whether
the existing shareholders can recapitalize their bank within an acceptable
period or if the use of public funding should be considered. Shareholders
of undercapitalized banks must agree to a monitored recapitalization and
restructuring plan with time bound targets. Failure to meet the targets would
be cause for intervention and resolution of the bank. The plan should also
include sufficient restrictions on bank operations as to establish incentives
for shareholders to over perform in their restructuring.

8For example, Korea removed licenses of 19 banks; Indonesia removed the licenses of
over 90 banks, Thailand closed 58 finance companies and intervened 5 banks; and Turkey
removed licenses from 22 banks.
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Restructuring strategies for viable banks in a systemic crisis can be
broadly divided into private sector solutions and public sector assisted
solutions.

e Private sector solutions. Shareholders should always have the
responsibility to recapitalize and restructure their bank. If the share-
holders are unable to recapitalize fully their bank immediately but
they are fit and proper and the bank is deemed viable, consideration
could be given to allowing solvent but undercapitalized banks to
remain in the system under strict conditions.” The bank’s recapital-
ization could be phased in, with tight monitoring and requirements,
including the suspension of dividend distributions until the required
level of capital has been restored. If the original shareholders are
unable to recapitalize, other private owners should be sought. In
this regard, limitations on foreign investors could be removed, thus
increasing the availability of capital for the banking system and
possibly strengthening the banking skills in the system.

e Public sector-assisted solutions. Failure of private sector solutions
and bank insolvency does not necessarily result in bank liquida-
tion. Circumstances can exist where public sector action may be
warranted to limit the costs to the real economy of too large a
number of banking failures. Public sector assistance can use a vari-
ety of techniques: (1) joint recapitalization schemes; (2) resolution
through purchase and assumption (P&A) transactions or other sales
methods, when public funds are used to back transferred liabilities
or guarantee asset values; and (3) nationalization (with a view to
future reprivatization).

This restructuring phase is fraught with difficulties and potential set-
backs. The efficiency with which the authorities implement these steps will
determine both the overall cost of the bank restructuring efforts and the
extent to which a vibrant and efficient banking system emerges from the

“Undercapitalized banks are banks operating below the legal minimum capital adequacy
ratio (CAR). Insolvency is often defined as operating with a CAR of zero or less. In some
countries with prompt corrective action regimes, the law may oblige supervisors to intervene
a bank when its CAR falls below a certain threshold (between 2 percent and 4 percent in
some countries).
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crisis. However, experience points to a number of implementation problems.

Delays. Failure to move expeditiously in restructuring will only
allow the financial condition of the banks to deteriorate further and
increase resolution costs. Banks rarely, if ever, grow out of serious
financial difficulties.

Excessive forbearance. Crisis resolution should not aim at protect-
ing all banks. Viable banks should be closely monitored and nonvi-
able banks should be removed from the system. The judgment on
the viability of a bank is difficult but must be made based on the
best information available.

Loss-sharing of shareholders. In all cases, shareholders must be
responsible for the accumulated losses of their banks. Otherwise,
shareholders have the wrong incentives in managing their bank.
Comprehensive treatment of banks. The resolution of banks must
address all their outstanding problems. Partial resolution (while
“praying for redemption”) rarely works. The supervisors must be
convinced of the inherent strength of the banks that remain in the
banking system.

Inappropriate resolution tools. Supervisors have a range of resolu-
tion tools such as liquidation, sale as a whole or in parts (including
through P&A transactions), and nationalization. Authorities must
ensure that the market conditions are appropriate for the tools used.
For example, reliance on P&A transactions in an environment of
shallow private markets can distort the resolution process.

Lack of political support. Bank resolution necessarily implies
redistribution of resources within the economy. Shareholders are
expected to be first in line to absorb losses up to the full amount of
their stake, but any additional losses might need to be absorbed by
other stakeholders, such as holders of subordinated debt, depositors,
other creditors, and the government (ultimately, the taxpayers). Dif-
ferences within the government on how this burden will be shared
can be exploited resulting in higher fiscal costs and a less efficient
banking system.

Poor communications. Lack of an appropriate communications
strategy can limit the effectiveness of a resolution strategy. Private
sector support is an important factor in implementing bank restruc-
turing. Stability of private expectations gives a period of peace and
calm; understanding of the government’s objectives can generate
important support.
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8. Asset Management and Corporate Debt Restructuring

Asset management and corporate debt restructuring are the final compo-
nent of crisis management. Corporate and financial sector restructuring are
inextricably intertwined, being two sides of the same issue. A key aspect of
this process is the orderly transfer of ownership and management of weak
assets. Strengthening this process may include both legal and institutional
reforms. For this reason, resolution of the banking system issues is ideally
carried out in conjunction with resolution of corporate sector issues.

The objective in establishing an asset management company (AMC) is
to remove the nonperforming loans (NPLs) from the books of the banks,
allowing banks to return to their normal business, and maximize the recov-
ery value. Asset management is complex and one of the important benefits
of establishing an AMC is the managerial. Managing nonperforming assets
is different from managing a lending institution. Techniques for managing
assets may include restructuring of loan terms, disposition through auc-
tions or other sales methods (which transfers management decision to the
purchaser), conversion into equity stakes, and liquidations through court or
administrative procedures.

There are a number of institutional options for managing impaired
assets. Banks can manage them directly, or sell them to a specialized AMC,
either privately or publicly owned. Specialized institutions are necessary
when managing NPLs interferes with the daily running of the bank or when
specialized skills are needed. While each institutional setup has advantages
and disadvantages, experience suggests that, in general, privately owned
asset management companies can respond quickly and efficiently while
government-owned centralized AMCs (CAMCs) may be relatively more
efficient when the size of the problem is large, special powers for asset
resolution are needed or the required skills are scarce. '’

Empirical assessments of the effectiveness of AMCs have suggested
that the most successful ones have had narrow mandates.!! AMCs can have
either narrow or expanded mandates — the former take over and liquidate
assets from closed institutions; the latter purchases assets from going con-
cerns with a view to expediting corporate restructuring. AMCs have had
only limited success in corporate restructuring. Political pressures, limi-
tations of market discipline, and conflicting objectives have hampered the

0Ingves, Seelig, and He (2004).
K lingebiel (2000) and Woo (2002).
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expanded role of CAMCs. Moreover, expanded-mandate CAMCs have been
used to recapitalize financial institutions by buying nonperforming assets
at above market value. This recapitalization option is less transparent than
more direct methods, converts the AMC into a loss-making operation to be
covered by additional fiscal expenses, and provides the government with
less leverage in the recapitalized institutions.'?

In spite of considerable work on establishing and managing AMCs,
success in resolving NPLs has been limited. A number of problems can
arise:

o Weak market demand. Market demand for distressed assets may
be weak, depending on the depth of the local market, openness to
foreign investors, and the type of assets.

e Weak property rights. With unclear property rights and an inabil-
ity of courts to enforce collateral, banks have little incentives to
purchase NPLs or restructure existing NPLs.!3

e Unrealistic expectations about the recovery rate.

9. Conclusions

The management of systemic crises is fraught with difficulties and potential
setbacks. The tools for crisis containment and bank restructuring are pow-
erful but, when misused, can set back the process of reestablishing financial
sector stability. Accordingly, both the benefits and the potential pitfalls of
crisis management tools must be well understood and carefully adapted to
local conditions.

Bank resolution should be as efficient as possible. Bank resolution
strategies should be comprehensive and complete. Moreover, the faster
the recognition and resolution of banking distress, the less costly will
be the resolution. Strong political support is necessary to ensure the full
implementation of the strategies designed. Particular efforts should be made
to ensuring that the legal system is adequate for the strategy adopted. Expe-
rience suggests that the biggest threats to successful restructuring of the
banking system include failure to complete the restructuring, excessive

12Lindgren et al. (1999).
13Sheng (2003).
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forbearance, failure to ensure loss sharing of shareholders, inconsistent
treatment of banks, and lack of political support for the process.
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The Deposit Insurer’s Role in Maintaining
Financial Stability

Jean Pierre Sabourin*
Canada Deposit Insurance Corporation

1. Introduction

Dealing effectively with systemic financial crises and the resolution of large
bank insolvencies has always been an important subject for those working
in the financial system safety net.! But, it is becoming even more critical in
a world of ever greater consolidation and globalization in financial services.
The focus of this paper will be to examine the deposit insurer’s role
in maintaining financial stability and protecting depositors in the face of
systemic financial crises or large bank insolvencies. The paper will address
these issues from a practitioner perspective and use examples drawn from
Canadian and international experiences with the use of deposit insurance.

2. Deposit Insurance Systems

To begin with, it should be stated that every country has some form of deposit
insurance system — whether they acknowledge it or not. Some systems are
explicit; the rest implicit. The growing number of explicit deposit insurance
systems — 85 at last count — attests to their value and importance in any
modern financial system.

Deposit insurance systems are difficult to compare. They have varied
mandates and powers which depend on their stated public policy objectives.
And, these mandates and powers will determine the extent to which a deposit

'A financial system safety net typically includes the functions of prudential regulation and
supervision, lender of last resort facilities and some form of deposit insurance.
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insurer can deal with the resolution of a troubled bank. Moreover, deposit
insurers can only be effective if they are operationally independent and
part of a well-functioning financial system safety net, supported by strong
prudential regulation and supervision, effective laws that are enforced, and
sound accounting and disclosure regimes.

There are three basic categories of deposit insurers around the globe:
“payboxes”, “least-cost” systems, and “risk-minimizers”.

The Canada Deposit Insurance Corporation (“CDIC”) is known as a
“risk minimizer”. It sets conditions of membership, controls entry of new
members, assesses deposit insurance premiums, and takes necessary insur-
ance action — such as risk assessment and management, imposition of
financial sanctions, termination of policy, and early intervention. It also sets
its own standards of sound business and financial practice. The standards
require that CDIC members operate in a sound and prudent manner and man-
age effectively the risks to which they are exposed. These risk-minimizing
powers form a large key to CDIC’s success.”

Limited paybox deposit insurers, on the other hand, play little role
in resolving bank failures.®> This task usually falls to the government and
central bank.

The difference between a least-cost and a risk-minimizing deposit
insurer is that a least-cost mandate refers to finding the least-cost solu-
tion after a bank is in trouble: A least-cost deposit insurer is usually only
called upon to act after the supervisor has exhausted its arsenal of powers.

A risk-minimizing mandate, on the other hand, calls upon a deposit
insurer to assess and monitor the risk posed by providing deposit insurance,
to minimize its exposure to loss on an ongoing basis, and to be prepared to

>The CDIC was established in 1967 by an Act of Parliament. The corporation reports to
Parliament through the Minister of Finance. CDIC is governed by a Board of Directors
which includes all the major financial system safety net players — as well as independent
private-sector directors. CDIC’s objects are to provide insurance against the loss of part
or all of deposits, to be instrumental in the promotion of standards of sound business and
financial practices for member institutions, and to promote and otherwise contribute to the
stability of the financial system in Canada. These objects are to be pursued for the benefit
of depositors and in such a manner as to minimize the exposure of the corporation to loss.
Since its inception in 1967, CDIC has dealt with 43 member institution failures and
protected $23 billion in deposits. Stability has been maintained and no “runs” have occurred.
But, resolving failures has been costly in Canada amounting to almost $5 billion over the
past three decades. Virtually all of these costs have been borne by the industry through
premium collections — and not by taxpayers.
3Throughout the paper the term “bank” is used to refer to all financial institutions which
accept deposits from the public.
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act prior to a bank getting into trouble. A risk-minimizing mandate requires
there be strong collaborative relationships among safety net participants,
free flow of information, and a number of checks and balances between the
supervisor and deposit insurer.

To ensure there is close cooperation and exchange of information, there
need to be specific provisions in legislation to support such arrangements.
Furthermore, both the supervisor and deposit insurer should work closely
to mitigate any unnecessary duplication of efforts.

3. Deposit Insurers’ Role in a Systemic Crisis

The term “systemic crisis” is often used to describe different things. What
may be systemic to one country may not be to another. With that in mind, we
define the term systemic to describe a situation involving a major shock or a
meltdown of a financial system. This would not typically include the insol-
vency of a very large bank unless its failure would lead to a systemic crisis.

Given that deposit insurers do not operate in a vacuum, what role can
they play in a systemic crisis? The practical answer is very little. Resolving
a systemic crisis is the central task of a government. Deposit insurers are
not equipped to deal with the magnitude of such catastrophes but can form
part of the solution depending on the nature of the problem and the insurer’s
mandate and powers.

When systemic crises do occur, governments often respond with blan-
ket guarantees. Though blanket guarantees come plagued with moral hazard
concerns, they are a viable option for a government facing a complete finan-
cial system meltdown. Their ability to buy time to work out problems and
to maintain confidence in the system while it is being stabilized more than
outweigh any problems related to moral hazard.

As situations stabilize, however, some countries have called upon their
deposit insurers to play a vital role in restructuring their banking systems
and in handling nonperforming loans. In other countries, deposit insurers
are established as blanket guarantees are removed, while asset management
companies are created to handle nonperforming loans.

4. How can a Deposit Insurer Help Mitigate the Risk of a Large
Bank Failure?

Perhaps the most successful role a deposit insurer can play in mitigat-
ing a large bank failure is to take proactive steps to assure that a bank
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is “too-good-to-fail”. A deposit insurer can work with other safety-net par-
ticipants to provide incentives for banks to manage their business prudently
and in accordance with sound corporate governance and risk management
procedures. This can include the imposition of financial sanctions when
these procedures are not followed. To this end, CDIC enforces its stan-
dards of sound business and financial practice, which can adversely affect
a member’s standing in our differential premium system.

Every institution should demonstrate that it has good corporate gover-
nance and sound risk management within an effective control environment.
This responsibility ultimately rests with the board of directors and senior
management of a bank. They should also be held personally liable when
a bank fails and the failure can be attributed to mismanagement. After all,
these people are the “directing minds” of the institution and the trustees
of depositors’ money. There is no excuse for malfeasance on their part. In
Canada, if a bank fails and CDIC is satisfied that there is a cause of action,
the Corporation will not hesitate to litigate.

Another important role of a deposit insurer is to instill confidence
and promote stability in the financial system. The deposit insurer should
conduct public awareness and educational campaigns in good times to
ensure that the public understands the benefits — and limitations — of
the deposit insurance system. This will serve well in bad times and mitigate
bank runs.

5. Early Warning and Prompt Corrective Action

Despite the best efforts of safety net participants, banks can and do fail. Thus,
it is necessary to have in place an institutional and legal framework govern-
ing early warning, intervention, and the taking of prompt corrective action.
This framework should consist of clearly defined roles and checks and bal-
ances among the safety-net participants. It must also be clearly understood
by individual banks.

In Canada, a formal “Guide to Intervention for Federal Financial Insti-
tutions” has been published to deal with these matters. It summarizes the
circumstances under which intervention measures may be expected, and it
describes the coordination mechanisms in place between the relevant federal
supervisory authorities. The system uses four stages (1 = early warning,
2 = risk to financial viability, 3 = future financial viability in serious
doubt, and 4 = insolvency is imminent). The guide outlines what banks
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can normally expect when encountering difficulties and serious problems.
However, it is important to note that this intervention process combines both
arules based approach and discretionary elements and is not a rigid regime
under which every bank or every situation is necessarily addressed with a
predetermined set of actions.

The recent Asia-Pacific Economic Cooperation (“APEC”) Policy Dia-
logue on Deposit Insurance, which was held in Kuala Lumpur in February
2004, recommended that policymakers introduce trigger mechanisms for
prompt corrective action when dealing with troubled institutions as these
measures reduce costs to depositors and the deposit insurer, contribute to
financial system stability and help reduce the likelihood of an isolated bank
failure turning into a financial crisis.*

The question remains, however: What should those trigger mechanisms
be? While most countries tend to focus on capital insolvency, waiting for a
bank to become hopelessly insolvent is one of the best ways to ensure for
costly and disruptive failures. For that reason we suggest that a “nonvia-
bility” determination be the trigger for intervention. This can include such
factors as concerns over the bank’s ability to meet capital requirements on
an ongoing basis; a deterioration in the quality or value of assets; liquidity
problems; or severe declines in earnings. Unlike other trigger mechanisms,
this type of approach provides greater flexibility to act promptly, and if
necessary, initiate closure or other proceedings.

Like an intervention guide, trigger mechanisms must also be clearly
defined, transparent and credible, and banks need to understand the circum-
stances under which intervention will occur.

6. Failure Resolution

Failure resolution is a process involving valuing the assets of a failed bank,
finding acquirers for all or part of the assets, liquidating the assets and reim-
bursing depositors. Effective failure resolution mechanisms help deal with
troubled banks early and facilitate orderly resolution options which mini-
mize disruptions and costs. A key challenge in this process — particularly
with respect to large bank failures — is balancing the need to maintain
financial stability with the need to minimize moral hazard and losses to the
insurer and other parties.

“4Asia-Pacific Economic Cooperation (2004).
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There are three basic approaches to failure resolution: closed bank trans-
actions; open bank assistance; and the use of bridge banks.

(1) Closed bank resolution

Closed bank resolutions generally involve purchase and assumption
transactions and depositor payouts. These transactions have the advan-
tage of some degree of finality — that is, of generally not allowing
the problems in the bank to occur again. They also tend to be more
transparent and straightforward than the other alternatives: this holds
particularly true for a deposit payout and liquidation.

However, when it comes to large bank insolvencies; closed bank
assistance can be very problematic. A depositor payout may be too
costly for the insurer and too disruptive of the financial system. A pur-
chase and assumption transaction may be difficult to arrange due to the
size and complexity of the failing bank and the availability — or lack
thereof — of potential acquirers.

(2) Open bank assistance

In an open bank resolution the deposit insurer (or other safety net partic-
ipant) provides financial assistance to the failed bank while it remains
open. This can include capital injection, loans, asset purchases or other
assistance. Private investors could also provide additional capital to
restore the bank to solvency. The advantage of these approaches is that
they keep the bank operating and can help avert a widening of financial
instability.

But, open bank assistance can erode market discipline and lead to
moral hazard problems. This is because it can protect insured and unin-
sured depositors, other creditors and the directors and managers respon-
sible for the problems in the first place. Moreover, at the end of the day
the resolution may not work and end up costing the insurer and financial
system even more.

(3) Bridge bank

A bridge bank is similar to a purchase and assumption but the deposit
insurer acts temporarily as the acquirer, taking over operations of the
failed bank and maintaining banking services to customers. This is
particularly useful in cases where the failure is large and complex. But,
like open bank assistance there are hazards. Running institutions takes
time, expertise and financial resources. And, the final resolution can be
delayed for long periods — which can add to costs.

SBennett (2000).
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In its past, CDIC has made use of three primary methods of failure res-
olution: formal liquidations, in which CDIC pays depositors’ claims and
“stands in their shoes” as assets are normally liquidated; purchase and
assumption agreements, in which CDIC assists another member institu-
tion in acquiring the failed bank; and deficiency coverage agreements, in
which a third party acquires the impaired assets of a member with CDIC
guaranteeing those assets to a specified limit.

The decision over which resolution method to take is made in light of
CDIC’s loss minimization mandate. The CDIC also has the authority to
provide financial assistance such as making or guaranteeing loans, with or
without security for members; acquiring assets; and making or guaranteeing
deposits.

One of the most useful tools CDIC has in its arsenal — especially when
considering the resolution of large insolvencies — are CDIC’s Financial
Institutions Restructuring Provisions or “FIRP” powers. CDIC can apply
for an order vesting the shares of an institution in CDIC allowing us to
take control of a bank. FIRP provides a temporary solution until a more
permanent one can be found. It allows the Corporation to effect a transaction
with a third party and to argue, if necessary, about the value of the institution
to shareholders later. There are many advantages to FIRP. First, it may be
worthwhile to keep a failing member operating for a brief period until a
prospective acquirer can finalize its assessment of the institution’s condition
in order to make a reasonable offer. Second, if it continues to operate in the
normal course, the member can retain much value and there is less disruption
to its depositors and other customers. Third, the moral hazard that arises
as a result of prolonging the operations of a non-viable member institution
is to a great extent eliminated because of the expeditiousness of the FIRP
process — 90 days.

Finally, FIRP expands CDIC flexibility, especially when obtaining vol-
untary concessions from a holding company, other shareholders or subor-
dinated debtholders becomes a difficult and protracted process.

7. The Need for Contingency Planning

Given the fact that failures are costly and can be unexpected, safety
net participants should develop contingency plans and undertake simula-
tions in order to assess their capacity to deal with large failures. Because
the financial landscape is constantly evolving, enhancing systems and
practices and providing training to employees is exceedingly important
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for deposit insurers. What could cause a bank to fail? What situations
could occur to create a “perfect storm”? What options might be available
to respond to such possibilities? These questions need to be answered.
Deposit insurers must be ready and able to deal with failures before
they occur.

8. Legal and International Issues

Crucial to a successful failure resolution is the presence of legal and insol-
vency regimes that permit early bank resolution and, if necessary, clo-
sure. Dealing with cross-border insolvencies requires strong international
information-sharing agreements and ultimately the harmonization of legal
frameworks to deal with bank failures. The latter task is by no means insur-
mountable, for it would require the harmonization of bankruptcy or insol-
vency laws only for international financial institutions, not for all firms in
general.

It is also important to note that in many countries individuals working
for deposit insurers and other safety net participants are held personally
liable for the decisions they make in the normal course of carrying out their
duties — even when those decisions are taken in good faith. For obvious
reasons, this type of regime can inhibit the “will to act” and stymie any
attempts to take the sorts of prompt corrective measures necessary to deal
with a large troubled bank.

All the risk-minimization techniques and early intervention powers in
the world will be of no use if individuals do not have the proper incentives to
apply them. The importance of this principle was recognized in the outcome
of the APEC Policy Dialogue on Deposit Insurance which recommended
that legal protection be provided for individuals working for deposit insurers
and other safety-net participants.

Finally, the International Association of Deposit Insurers (“IADI”) is
currently developing guidance on the resolution of bank failures — large
and small — from the perspective of deposit insurers. That research will
complement some of the excellent studies in this area being undertaking
under the Bank for International Settlements umbrella, at the International
Monetary Fund, the World Bank, and other international organizations.
Dealing with bank failures will be an important topic at IADI’s upcom-
ing third annual conference, taking place from October 26-27, 2004, in
Brunnen, Switzerland.
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9. Conclusion

In closing, it should be emphasized that deposit insurance alone cannot
resolve a financial crisis. What deposit insurance systems can do, however, is
contribute to financial stability and to the orderly resolution of failures when
mandated to do so and when working with other safety-net participants.

The importance of risk mitigation, early warning systems and prompt
corrective action in dealing with troubled banks should also be recognized.
To mitigate risk, strong incentives must be provided by the safety net to
promote sound governance and risk management practices at all banks.

The early detection, intervention and closure of problem banks help
reduce costs to the insurer and the financial system. Procedures for doing
so must be transparent, well defined and understood by safety net partici-
pants and the financial industry. Early trigger mechanisms for intervention
and failure resolution need to be instituted, and they must be well defined,
transparent and credible.

Moreover, in order to ensure that there are strong incentives for effective
prompt corrective action on the part of authorities, individuals working
for deposit insurers and other safety-net participants should receive legal
protection for actions taken in good faith.

With respect to failure resolution, an effective failure resolution process
must take care to minimize disruptions and costs. At the same time, no bank
is “too-big-to-fail”. Boards and management must not emerge unscathed
from any resolution process and must bear their fair share of the losses. And,
the capability of deposit insurers to undertake effective failure resolutions
can be significantly enhanced by following a strategy of proactive readiness
and undertaking contingency planning for potential failures in the event
they do occur.

Finally, deposit insurers and other safety-net participants around the
world need to continue to work together to share information and experi-
ences in dealing with bank insolvencies.
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The IMF-World Bank Financial Sector
Assessment Program: A View from the Inside

Paul Kupiec
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The International Monetary Fund—World Bank (IMF-WB) Financial Sector
Assessment Program, or FSAP, evolved as a response to the Asian financial
crisis of the late 1990s. The FSAP program was designed to strengthen
the IMF’s capacity to perform financial sector surveillance, to identify
emerging financial sector vulnerabilities, and help identify financial sector
development needs that could be addressed through the IMF-WB technical
assistance programs. Internal IMF-WB documents have articulated FSAP
program goals that include “help[ing] countries enhance their resilience to
crisis and foster[ing] growth by promoting financial stability and financial
sector diversity”.!

Formally launched in May 1999 as a pilot program with 12 country
participants, the FSAP was accepted as a regular IMF-WB function in 2002.
By spring 2005, more than 100 FSAPs and FSAP updates will be completed
or underway. Participating countries include many that are home to global
financial centers (United Kingdom, Germany, Switzerland, Japan, Hong
Kong, Singapore, and Luxemburg), many countries with advanced financial
sectors (The Netherlands, Italy, Sweden, Finland, Norway, France, Canada,
Ireland, New Zealand, Austria, and Iceland) as well as many countries with
transitional and developing financial sectors.

When the FSAP program was approved in 2001, the IMF-WB opera-
tional goal was to complete about 24 FSAPs a year. Experiences following
the pilot program showed that this goal was overly optimistic, and subse-
quent to a 2003 program review, the targeted number of FSAPs was reduced

!Financial Sector Assessment Program — Update. September 11, 2002.
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to 17 countries per year. At this pace, it was envisioned that every member
country could receive a full financial sector assessment about once every
ten years.

Participation in the FSAP program is voluntary, but in some cases the
IMF has exerted pressures to encourage the participation of member
countries. The FSAP is in large part a surveillance program, and some
have suggested that participation in the FSAP could be made mandatory
under the IMF’s Article IV powers. Developing countries, as a general
rule, have been forthcoming as volunteers for the FSAP in part because
of the program’s promise of follow-on technical assistance for supervision
and financial sector development. As the FSAP developed from its original
1999 pilot program, the IMF was keen on expanding the program to include
member countries that incorporate the world’s primary financial centers.
Notable holdouts in the voluntary process (as of September 2004) include
the United States, China, and Australia.

A country that participates in the FSAP is the recipient of a financial
system stability assessment (FSSA). The FSSA process involves a signif-
icant commitment of time and staff resources for the preparation of self-
assessments and questioners as well as the review of materials prepared
by the IMF and WB. FSSAs typically are scheduled in a period between a
member country’s Article IV missions.” Most FSSAs require a participating
country to host two major missions. These missions include IMF and WB
staff as well as financial sector experts that are either borrowed from member
country central banks and supervisory organizations or hired on as IMF-
WB temporary contract employees.> Some FSSAs, notably those for the
United Kingdom, Japan, Italy, and France, were implemented over a larger
number of missions that were smaller in size and focused on only a subset
of the FSSA’s areas of interests. Other FSSAs have been accomplished in
a single mission, notably New Zealand and Saudi Arabia. Following the
preparation of the FSSA, the mission leader typically will participate in the
next IMF Article IV mission to presented and discuss the missions’ findings.

2While most FSAPs have been completed with a single Article IV cycle, some have taken
longer have spanned multiple cycles (Japan and Singapore are two examples).

3FSAP financial sector experts that are hired on contract typically are recognized experts who
areretired from member country central banks and supervisory organizations or international
organizations.
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The output of an FSSA exercise includes official IMF and WB reports
that are presented to national authorities. The IMF document is called a
“financial system stability assessment” (FSSA), and all FSSAs are dis-
cussed by the IMF board of directors as a part of the Article IV review pro-
cess. FSSA documents are not automatically made public. Countries may
choose to publish their FSSA reports and ask for the deletion of sensitive
materials according to the protocols that apply to Article IV reports. Mem-
bers are not obligated to make FSSA or Article IV reports public. Through
September 2004, 48 of the completed FSSA reports have been published
by the IMF.

Among the FSSAs that have been undertaken, many share characteris-
tics that can be classified into one of a few stylized types. Some developed
countries seemingly undertake an FSSA with a goal to promote and rein-
force a specific financial sector domestic agenda. Other countries seem to
have undertaken an FSSA to achieve a “high grade” as signal that will
reinforce investor perceptions of stability. Other developed countries have
undertaken an FSSA as a response to peer pressures. While experiences
differ, many developing countries embrace the FSAP as a mechanism for
transferring knowledge regarding international best practices for financial
sector legal, regulatory, and supervisory standards.

The FSSA report includes two basic dimensions. One dimension is a
financial sector stability assessment of the member country. This segment
ideally will include an analysis of the underlying trends and vulnerabilities
in the macro economy and a discussion of the implications of these tends
for the financial sector. Ultimately the report should make an assessment
regarding the balance of financial sector risk exposures that are present
and the offsetting quality of supervision, crisis management, and regula-
tory infrastructure that are in place to safeguard financial sector stability.
The report should identify any acute supervisory weakness or economic
vulnerability that could disrupt the smooth functioning of the financial
sector. The report will also include a set of prioritized recommendations
that are designed to improve and maintain the health and resiliency of the
financial sector.

A second dimension of the FSAP report is a detailed assessment of
selected aspects of a country’s legal, crisis management, supervisory, and
regulatory practices. Financial sector practices are compared with “best
practice” as articulated by various international standard-setting bodies and
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cooperative supervisory associations. While each FSAP will include a dif-
ferent set of assessments among all the possible codes and standards that can
be evaluated, FSAP assessments most commonly include the Basel Core
Principles for Effective Banking Supervision, the Committee on Payment
and Settlement Systems—International Organization of Securities Commis-
sions (CPSS-IOSCO) Recommendations for Securities Settlement Sys-
tems, and the IMF Code of Good Practices on Transparency in Monetary
and Financial Policies. Other codes and standards that are also frequently
assessed include: the IOSCO Objectives and Principles of Securities Regu-
lation; the International Association of Insurance Supervisors (IAIS) Insur-
ance Core Principles; Core Principles for Systemically Important Payment
Systems; and the Financial Action Task Force (FATF) Recommendations
for Anti-Money Laundering and Combating the Financing of Terrorism.*
Although far less common, some FSSAs also include assessments of: the
Organization for Economic Cooperation and Development (OECD) Corpo-
rate Governance Principles, The World Bank Principles for Effective Insol-
vency and Creditors Rights, and the International Accounting and Auditing
Standards.

As is evidenced in part by the length of the list of possible codes and
standards that might be included in an FSSA, the international standard-
setting business has been a growth industry. My personal FSAP experience
suggests that not all codes and standards assessments are of equal value
regarding their ability to identify vulnerabilities and associated remedies
that safeguard financial sector stability. From a stability perspective, an
assessment of the Basel Core Principles for Effective Banking Supervi-
sion is the most relevant. Because banking systems are the fundamental
part of all financial sectors, the Basel Core Principle assessment is crucial
for forming an overall opinion on a countries financial sector health. Out-
side of countries that host major international financial centers, payments
system specifics, while important, are unlikely to be identified as an acute
source of potential instability. Similarly, few countries have the deep and
active securities markets for which the IOSCO codes were designed. The
I0OSCO assessment methodology has grown in size and complexity and
now includes very detailed analysis of legal and organization issues that

4Following the events of September 11, 2001, the assessment of the FATF Anti-Money
Laundering Standard became mandatory.
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are benchmarks for financial sector development but seemingly have little
immediate relevance for financial sector stability.

The proliferation of the number and complexity of internal standards
and code assessment methodologies was mirrored by an increase in the
number of standards and codes that were assessed in FSSAs following the
1999 pilot FSAP program. Standards assessments are very time-consuming
for both the participating country and the IMF-WB staff, and FSAP costs
increased commensurately. Following the 2003 IMF-WB internal FSAP
program review, guidelines recommend that future FSSAs be limited to
three codes and standard assessments.

The FSAP codes and standards assessments are usually conduced by
subject matter experts borrowed from member country central banks and
supervisory organizations. Among the codes and standards, only the Basel
core principles assessment mandates that the assessment be conducted by
two experts. The use of member country experts interjects a peer review
component into the FSSA process. This peer review feature is a very posi-
tive aspect of the FSAP, as member countries gain valuable knowledge on
international best practices not only by having an FSSA, but also by sending
their staff to participate as mission experts on other countries FSSAs.

Prior to receiving an FSSA mission, participating countries are asked to
conduct a self-assessment of the codes and standards that will be reviewed.
These self assessments are shared with the FSSA mission experts. The FSSA
assessment of codes and standards builds on a country’s self assessment.
Subject area experts evaluate a country’s legal and regulatory frameworks
against recognized best practice standards according to standardized eval-
uation methodologies. Assessments also evaluate a country’s supervision
and enforcement history against the country’s stated legal standards as well
as internationally recognized best practice standards.

Overall, the FSAP record of performance is strong concerning the
assessment of legal and regulatory frameworks. This part of the process,
while time intensive, is straight-forward for the most part, as a countries
written regulations and legal codes and traditions can be readily assessed.
Performance is somewhat weaker regarding assessments of actual supervi-
sory practices. The ability of FSSA experts to study supervisory case his-
tory is limited, and by their nature, many supervisory enforcement actions
are kept confidential. The quality of the supervisory practice assessment is
heavily dependent on the cooperation and candor of a country’s supervi-
sory community and in the investigate talents and detective instincts of the
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assessing experts. These final components are subject to significant varia-
tion across FSSAs. Subject experts, moreover, are typically short-term con-
tract IMF-WB employees who are allotted only a limited (and not overly
generous) amount of time to complete lengthy assessment documentation.
Defense of an allegation of lax supervisory practice is time consuming and
often contentious. Assessments that include views that are not shared by
a country’s supervisory authorities require many time-consuming rounds
of draft assessment commentary and rebuttal. Short-term contract employ-
ees do not face incentives that encourage the pursuit and defense of tough
supervisory practice assessments.

The reports on participating countries’ assessments of codes and stan-
dards are perhaps the most valuable part of the FSAP process. Not only
does the peer review feature of this process foster an improved interna-
tional understanding of differences in financial regulatory philosophies and
practices, but the process itself can be a very useful input and stimulus for
orchestrating domestic regulatory reform. Among other findings and assess-
ments, FSSA reports have, for example, supported changes in financial sys-
tem legal frameworks; the creation of new supervisory authorities; changes
in the governance structures of existing supervisory agencies; increased
supervisory powers; and increased resources for existing financial sector
agencies. In many countries, an IMF-WB recommendation can be a pow-
erful stimulus to promote the passage and implementation of financial sector
reforms.

The stability assessment component of the FSSA is based on a frame-
work with two primary modes of analysis. One component, the so-called
financial stability indicators, or FSIs, is a list of financial sector diagnostic
statistics. The second FSSA mode of assessment is a stress test analysis of
selected features of the financial sector environment or on a selected set of
institutions in the financial sector. The expectations that have placed on the
FSAP stability analysis are optimistic. The FSSAs have in some cases sig-
nificantly overstated financial sector vulnerabilities and in other cases that
have been unable to identify important risks that subsequently have lead to
financial crisis.

FSI analysis is essentially the discussion of a list of financial sector diag-
nostic indicators that include inter alia, data on bank capitalization ratios,
profitability, nonperforming loans, banking sector loan concentrations, as
well as measures of banking sector exposures to foreign exchange, inter-
est rate risk, and credit risks from various financial sectors. While the IMF
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staff has produced a number of papers that represent the FSAP FSI as a
methodology for assessing financial sector stability, in reality the compila-
tion of FSIs is an ad hoc exercise. There is little or no research, either within
the IMF-WB or externally, that truly outlines a scientific methodology for
linking FSAP FSIs analysis to reliable assessments of the health financial
sector. The quality of an FSSA stability assessment depends largely on the
quality of economic intuitions and instincts of the FSSA mission team.

There is no doubt that FSSA missions have the need to compile financial
sector statistics as a means for conveying information on the health of the
financial sector. What is perhaps less clear (externally at least) is that there
is no standardized IMF-WB methodology for assessing financial sector
health using FSIs. In many FSSAs, the link between FSIs and financial
sector health is either completely obvious (and the country circumstance
already well known) or completely lacking regarding FSIs that are reported
in an FSSA.

While many FSSAs include common measures of banking sector health
and performance, the list of compiled FSIs is not standard across FSSAs.
Indeed the FSIs that are reported depend largely on the financial sector data
that is made available by national authorities. Even if the set of FSI statistics
collected were to become standardized, difference in national laws, account-
ing, or other practices may render many FSIs non-comparable across coun-
try experiences or to international averages. To take two specific examples,
differences in legal loan write-off rules can complicate the interpretation of
bank non performing loan measures. Differences in national treatment of
the accounting for goodwill may distort comparisons of bank profitability
measures. Other idiosyncratic national features can complicate the interpre-
tation of FSI statistics. The upshot is that even a standard set of FSIs need not
have a standard interpretation. Again, the quality of the FSSA will depend
of the FSSA team’s ability to identify material variances in practices and
standards and adjust the economic analysis accordingly. One particular area
that has been problematic in some FSSAs has been a failure to appreciate
nuances in and the enforcement of national accounting standards.

One case were accounting issues became particularly problematic was
the FSSA for the Dominican Republic. The Dominican Republic’s FSSA
was completed in May 2002 without the identification of any serious
financial sector risks or vulnerabilities. In March 2003, it was revealed
that the country’s third largest bank had kept a double set of books for 14
years. The bank had diverted a large volume of its resources into gifts and
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nonperforming loans to government officials. The bank was insolvent and
resolved in July 2003. Bank liabilities were paid in full and taxpayers were
forced to cover losses in excess of 15 percent of gross domestic product.
These large losses and dissatisfaction with government policies triggered a
loss of investor confidence. Inflation soared to 43 percent in 2003 and the
peso lost more than half of its value against the U.S. dollar. The financial
sector crisis triggered the first recession in the Dominican Republic since
1990, and through mid-year 2004, central bank 14-day certificates of deposit
were still carrying an interest rate of 60 percent. The fact that an FSSA was
unable to detect such a massive fraud is troubling. When fraud is perpetrated
on a massive scale, a scale large enough to bring on a financial crisis and
subsequent recession, one might imagine that it should leave some trail or
hint of its existence in the history of the banking sector’s performance or in
the monetary aggregates and an FSSA could identify such a trail.

Stress testing analysis is the second component of the financial stability
analysis. Stress tests are used to identify potential vulnerabilities in selected
institutions or financial sectors. Stress tests often are designed with the coop-
eration of the national authorities with a goal to quantify the systemwide
exposures that may result from a significant change in financial market fun-
damentals. The scenarios are usually specified as partial equilibrium “what
if” type exercises where estimates of the balance sheet consequences of a
financial event are quantified using data from a number of institutions or
with aggregate data. Stress tests usually focus on the banking system, but
some FSSA stress tests include the insurance sector. The potential exposures
that arise in stress scenarios may be estimated by IMF—WB staff, national
authorities, or in some cases by individual institutions themselves.

Similar to the FSI component of the financial sector analysis, there is
no standardized methodology for the construction, estimation, and inter-
pretation of FSSA stress tests. While stress tests are often thought of as a
diagnostic tool of discovery, there is little reason to believe that FSSA stress
tests have unique value for identifying latent financial sector vulnerabili-
ties. The vulnerabilities that are investigated in FSSA stress test scenarios
typically are either already obvious in the data or they have been identified
by the authorities or through mission specialists’ analysis of the financial
sector. In reality, the FSAP stress test serves as a tool for quantifying the
magnitude of a risk that is already evident. The production of an estimate of
the potential losses that may arise in an agreed upon stress scenario, how-
ever crude the estimates, is merely a useful device for focusing regulatory
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attention on a specific set of issues or exposures. Rarely if ever has an FSSA
stress test been the method that identified a financial sector vulnerability.

The view that FSAP stress testing has little independent value as a tool
of discovery is certainly not a view that was widely held at the start of FSAP
program. Many IMF-WB staff held wildly optimistic expectations for the
FSSA stress test. For many, the stress test was envisioned a macro version
of a bank value at risk model. Like the FSIs, FSSA stress-testing has been
promoted as if it were an integral part of a well-formulated methodology
for identification of financial sector vulnerabilities.

Stress-test estimates typically are based on balance sheet data for the
banking sector. Exposures that may arise from off-balance-sheet and deriva-
tive positions are rarely quantifiable. Data on these positions are either
unavailable, or if they are available, the data are in a form that does not
allow estimates of potential stress losses (for example, only notional data, or
the net market-to-market values on derivative aggregates). Data limitations
make it virtually impossible to assess the full implication of a stress-test
scenario. Stress tests are also partial equilibrium exercises that focus on one
aspect of the financial sector in isolation. Often, this approach has led to a
distorted view of risk and ongoing sources of banking sector profitability
that are not highlighted in a stress scenario are ignored. For these reasons
among others, it is probably better to think of an FSSA stress test as a way
of crudely quantifying a known potential source of financial sector risk.

Notwithstanding significant weaknesses in the FSI and stress testing
analytical tools of the FSAP, the FSSA process does create significant
surveillance information that is not collected in the Article IV process.
The value-added in the FSSA arises primarily from the professional assess-
ments made by a mission’s financial sector experts including many who
are experts borrowed from member country central banks and supervisory
agencies. In competent hands, the FSIs and stress-test exercises are tools
that are useful for telling a story and supporting conclusions that have been
deduced from a holistic review of the financial sector. The FSIs and stress
tests do not, however, constitute a standalone methodology for detecting
vulnerabilities. The quality of the FSSA stability assessment is determined
by the quality of the judgments that are made by financial sector experts
reviewing a member country.

While time and resource intensive, FSSAs have value-added in part
through the information dissemination benefits that arise through the pro-
cess of peer evaluation of regulatory and supervisory codes and standards,
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from the support that they can provide for domestic reform agenda that are
consistent with FSAP findings, and perhaps to a lesser degree, from the
value-added they provide in the identification of financial sector vulnera-
bilities. While the FSAP has some important benefits, it also has potential
costs that could create serous economic consequences for a member coun-
try. To date, there are not any obvious cases in which the FSAP process has
created serious costs or distortions in member countries.

One potential FSAP cost is in part generated by the incentive structure
within the IMF. This structure rewards guarded assessments that emphasize
the potential for negative economic outcomes. There is little or no internal
reward for being the first to identify an impending economic boom, but there
may be significant career consequences for failing to identify an impend-
ing financial crisis or recession. Such an incentive structure promotes a
downward bias in the average FSSA assessment. Moreover, once a country
receives a negative assessment, it can be exceptionally difficult to get agree-
ment within the IMF to reverse a negative assessment.” While such a bias
may be of little consequence for a large widely-followed developed country,
it potentially may have negative consequences for smaller nations whose
domestic conditions are less widely followed by private sector analysts.

An example of culture-induced negative bias in assessments is the 2001
Iceland FSSA report which warned of acute financial sector vulnerability.
Iceland had recorded exceptionally strong credit growth for a number of
years and the consumer sector was highly indebted by traditional measures
including a large component of foreign exchange borrowing. Iceland was
experiencing rising inflation and pressures were evident in the currency
market. Financial sector supervision was in need of a modern legislative
framework and increased powers and funding. The FSSA’s conclusion was,
essentially, we’ve seen these conditions before in other countries and we
conclude that they are a recipe for financial sector disaster. The stress test
estimated that large losses would accrue in the banking sector should the
currency depreciate. Particularly at risk were foreign exchange denominated
borrowings. The FSSA recommended a number of reforms that were in large
part consistent the central bank’s existing reform agenda.

SWithin the IMF, the Policy Development and Review (PDR) department is unique in that
it has an independent voice at IMF board discussions. PDR seemingly faces no downside
risk or cost when it objects to another department’s report that attempts to reverse a prior
negative IMF assessment.
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Following the 2001 FSAA, financial sector pressures in Iceland
increased and the doomsday scenario envisioned in the FSSA materialized.
The currency was devalued. The change in the terms of trade led to reduced
imports, export growth, and a large current account surplus. While a reces-
sion in the domestic consumption sector led to increased unemployment and
an increase in bank nonperforming loans, all but a few small savings banks
remained profitable throughout the stress period. While the FSSA correctly
anticipated the stress scenario, it badly misestimated the consequences of
the resulting financial market correction.

Following Iceland’s financial sector adjustment, in part because of the
FSSA report’s dire predictions, Iceland was reevaluated in one of the first
FSSA updates. Notwithstanding FSSA findings of a profitable and well
functioning financial system, and credit upgrades by major credit rating
agencies, many staff of the IMF were reluctant to recognize the strength
and resilience of Iceland’s financial sector and remove the earlier negative
assessment of Iceland’s financial sector condition.

Other potential costs of the FSSA are costs associated with the potential
for the dispensation of misguided policy analysis. This issue is particularly
problematic for developing member countries; these countries must adhere
to IMF recommendations as a condition for receiving assistance. In the case
of an east African country FSSA, the IMF-WB mission’s preliminary find-
ings identified significant vulnerabilities in the banking sector. The vulner-
ability assessment and associated policy recommendations however were
revised before the FSSA was completed.

The FSSA at issue initially alleged that a restatement of loan loss
reserves consistent with international practices would lead to undercapital-
ization in a large part of the banking sector. The FSSA recommended that
the country’s largest bank that included more than half the system’s deposits
be resolved. The bank, jointly owned by the government and a European
bank of moderate size and capitalization, was assessed to be seriously under-
capitalized and exhibiting a pattern business practices that suggested that
it was headed toward larger losses should resolution be postponed. The
European partner bank had resisted repeated recommendations that it inject
additional capital into the bank in part because the European bank disputed
the IMF’s findings on loan quality and reserves, and in part because the
government was unable to fund a pro rata share of the recommended capital
injection.
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When the IMF area department officials were informed of the prelimi-
nary assessment and the recommendation that the countries largest bank be
resolved, they immediately asked for second opinion. A senior IMF banking
sector expert was dispatched to form an independent assessment and review
the FSSA mission’s findings and this expert reached an alternative conclu-
sion. He found that the country’s largest bank was well managed and viable,
and he recommended that it remain open. While the bank was less than
optimally capitalized, its undercapitalization was unrelated to its ongoing
business practices. The capital shortfall instead owed to a dispute involving
government misrepresentations about the quality of the bank’s loan portfo-
lio that dated back to the time when the European bank originally purchased
its shares from the government. After much internal discussion within the
IMF, the second IMF expert’s opinion prevailed and the new assessment and
associated recommendations were adopted by the FSSA. The costs asso-
ciated with such a large bank’s unnecessary resolution were averted and
the bank remained open and its capital position improved markedly over
the following quarters.
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1. Introduction

Financial stability has long been a cornerstone of public policy in general
and central banking policy in particular. Indeed, it predates monetary sta-
bility as an objective of central banks in most countries, including in the
United States and the United Kingdom. The past few years have, if anything,
seen a deepening and a strengthening of the public policy focus on financial
stability matters. There is no sign of a let-up. Indeed, one school of thought
has it that, in an environment of monetary stability, such financial stability
events could come thicker and faster in the future than they have in the past
(Crockett, 2000).

Despite this increased public policy focus, many of the key tenets of a
framework for financial stability remain relatively vague. How is financial
stability best defined and measured? What are the causes and welfare con-
sequences of different manifestations of instability? And what instruments
are best placed to mitigate these costs? Answers to these questions have, to
date, largely eluded policymakers and academics.

Unlike monetary stability, financial stability has no off-the-shelf def-
inition. Myriad definitions have been proposed in the literature (see, for
example, Houben, Kakes and Schinasi, 2004). A great many of these defi-
nitions view financial stability through the prism of financial crises. Indeed,
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some interpret financial instability even more narrowly, as a large-scale
unanticipated collapse of the banking system which reduces the stock of
money (for example, Friedman and Schwartz, 1963).

In this paper we take a somewhat broader definition. Financial stability
can be thought to be, on the one hand, about enabling individuals to smooth
consumption across time (for example, by saving and borrowing) or across
states of nature (for example, through insurance contracts); and, on the
other, about efficient financing of investment projects with saved resources.
At root, it is about the saving—investment nexus (Haldane, 2004).

On this definition, financial instability could be defined as any devia-
tion from the optimal saving—investment plan of an economy deriving from
imperfections in the financial sector. The advantage of this definition is that
it is generic. It nests financial crises and specifically banking crises as a
special case of financial instability; a drawing, if you like, from the tail of
the financial instability distribution. Or put differently, a systemic bank-
ing crisis is a severe disturbance to the intermediated saving—investment
nexus.

The relationship between systemic banking crises and financial sta-
bility more generally is clearly multi-dimensional. There are transmis-
sion channels working in both directions. Widespread banking insolvency
may be sourced in general system-wide shocks to asset prices or real
activity — a link from financial instability to banking crises; while sys-
temic insolvency will itself typically have important implications for asset
prices and real activity — a link from banking crises back to wider finan-
cial stability. We call this complex and interacting set of relationships
the “solvency—stability” nexus; it is a subset of the saving—investment
nexus.

This paper aims to explore this solvency—stability nexus, focusing in
particular on the role of public policy in mitigating the welfare costs of
financial instability. In Section 2 we consider some of the empirical evi-
dence on links in the solvency—stability chain, most of it drawn from cross-
country experience. Section 3 considers some of these same links using a
calibrated, micro-founded model of the macro-economy. Section 4 provides
a taxonomy of the various public policy instruments potentially available
to the authorities to deal with instabilities; and it considers, in particular,
different tools for resolving banking crises and the cross-country empirical
evidence we have on the efficacy of those tools. Section 5 provides a gen-
eral conceptual framework for assessing the welfare costs and benefits of
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different degrees of public sector intervention in resolving banking crises.
Finally, Section 6 concludes with a forward-looking discussion of some of
the open issues on the banking resolution front which have yet to be tackled
comprehensively.

2. Empirical Evidence on the Solvency-Stability Nexus

The solvency-stability nexus embodies two distinct set of relationships,
from stability to bank solvency and vice-versa. To date, these two relation-
ships have tended to be considered separately, at least from an empirical per-
spective, using distinct methodological approaches. Both sets of approach
have to tackle the difficult identification problem of isolating the effects of
an (at least weakly) exogenous shock to either asset price/activity or to the
banking sector.

Empirical work on the relationship from broader macroeconomic insta-
bility to banking stresses has evolved rapidly over recent years; it is
described in some detail below. This work focuses on the effects of draw-
ings from the tail of the distribution of macro outturns to banking profits and
capital. In general, these “stress tests” have tended to unearth a high degree
of robustness of banking sectors over recent years, at least in developed
countries, other than Japan.

Empirical work on the relationship from banking stress to the economy,
which is also described below, uses as its identification criterion drawings
from a distribution of banking stress — that is to say, systemic banking crisis.
In general, these “event studies” have tended to uncover a large output cost
of banking crises — or at least large output losses are associated with these
crises — in both developed and developing countries.

2.1. From financial instability to the banking system

Assessing the impact on banks of possible changes in the external environ-
ment is something that banks themselves carry out as part of their scenario
planning. Increasingly, it is also being considered by supervisors as part of
their regular supervisory processes. Recent policy initiatives have given an
added impetus to such stress-testing exercises. For example, stress tests are
now routinely carried out as part of the International Monetary Fund’s (IMF)
financial sector assessment programs (FSAPs). These are health-checks on
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the financial sector, which the IMF carries out on member countries as
part of its surveillance activities. Stress-testing will also be an important
element of Pillar 2 of the new Basel Accord. For example, macro stress-
testing should help give an indication of whether a recession will result in
a shortfall in banks’ risk-weighted capital. This is relevant to the debate on
the procyclicality of the new Basel Accord (see, for example, Kashyap and
Stein, 2003).

To quantify the impact of a deterioration in the macroeconomic/financial
environment on banks’ solvency, a number of issues need to be consid-
ered. Single factor sensitivity tests or macroeconomic scenarios need to be
devised. The former assess the impact on banks of changing one particular
factor, assuming the rest of the economic environment remains unchanged.
These tests are used most frequently to assess the vulnerability of banks to
market risk — for example, a step increase in interest rates, a change in the
slope of the yield curve, or an exchange rate depreciation.

Macroeconomic scenarios instead assess the impact on banks of a com-
bination of changes in macroeconomic and financial variables. Scenarios
are required that are low probability (“tail”’) events. In choosing these events,
there is inevitably a tradeoff. Set the probability too high — and thus the
size of shocks too low — and nothing would be learnt about how the bank-
ing system would fare in a period of stress. Set the probability too low and
a complete collapse of the banking system will result, even though there
would be almost no possibility of this event occurring.

Banks and financial authorities adopt a variety of approaches to devising
scenarios. One approach is to develop a hypothetical adverse scenario, such
as the impact of an extremely large rise in world oil prices. Another approach
is to take a historical scenario — such as the early 1990s recession in the
UK — and apply it to banks’ current portfolios. A third approach is to devise
scenarios from a quantitative model. This approach has the advantage of
being able to isolate the original shock and ensure that its impact on the rest
of the economy is consistently traced through according to the parameters
of the model.

The impact of such scenarios on the banking system as a whole
can either be built-up from banks’ individual portfolios (a “bottom-up”
approach) or from the average balance sheet positions of the bank-
ing system as a whole (“a top-down” approach). As part of the UK’s
FSAP, a hybrid approach was adopted. Specific macroeconomic scenar-
ios were derived using an extension of the Bank of England’s medium-term
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macroeconometric model.' The outputs from these scenarios were supplied
to ten large UK banks as inputs to their own assessments (the “bottom-up”
approach). These results were compared with the Bank’s own analysis of
the impact of the scenarios on UK banks using aggregate reduced-form rela-
tionships linking changes in macroeconomic variables to banks’ aggregate
loan loss provisions (a “top-down’ approach).

One of the stylized facts from these types of stress tests, which have
been carried out in a number of developed economies, is that a scenario usu-
ally needs to involve a large decline in output to cause a significant increase
in banks’ write-offs. This is consistent with historical patterns, as major
fluctuations in write-offs and provisions in banking systems have tended to
mirror the economic cycle. Another feature is that it is difficult to devise
plausible scenarios that threaten the solvency of banking systems at the
present time — or, indeed, even threaten individual large banks within the
system. In the stress tests carried out as part of the UK FSAP, for example,
the estimated potential losses in no case exceeded UK banks’ annual profits
or represented a large fraction of banks’ capital.

Clearly, some caution needs to be attached to these estimates. There
may be sharp discontinuities in economic behavior and relationships in
crisis periods both in how the initial shock affects the macroeconomy and,
in turn, how the macroeconomy affects banks’ balance sheets.

These estimates are also sensitive to the assumed monetary policy
response. For example, in the stress tests carried out for the UK FSAP, the
impact of a decline in aggregate demand was attenuated by the assumed loos-
ening in monetary policy required to prevent price inflation falling below
target. This policy response served to limit the adverse impact on the sta-
bility of the banking system. In addition, stress tests do not usually take
into consideration the response of banks and their creditors, including other
banks, to a balance-sheet deterioration. For example, although individual
bank actions might be designed to reduce potential losses, their collective
responses might intensify economic stress — for example, through a credit
crunch. If the shock were big enough to cause the failure of a large bank,

'The initial shocks assumed in each scenario were a 35 percent decline in world and
UK equity prices; a 12 percent decline in UK house and commercial property prices; a
1.5 percentage point unanticipated increase in UK average earnings; and a 15 percent unan-
ticipated depreciation in the trade-weighted sterling exchange rate. For more details, see
Hoggarth and Whitley (2003).



88 A. G. Haldane et al.

this might have a direct impact on the capital, or even solvency, of other
(counterparty) banks.? It might also be the case that banks hold capital as
insurance against much more extreme events than are usually considered in
these types of scenarios.’

2.2. From banking sector weakness to the macroeconomy

Over the past quarter of a century, unlike the preceding twenty-five years,
there have been a number of episodes of systemic banking problems
around the world. For example Caprio and Klingebiel (2003) document
117 episodes of systemic crises and 51 cases of borderline or non-systemic
crises in developed and emerging market countries since the late 1970s.
“Systemic” is defined as pertaining to cases where all or most of the capital
in the banking system has been exhausted.

Most cross-country comparisons quantifying the adverse impact on the
economy of banking crises measure the fiscal resolution cost to the govern-
ment. These include the various types of expenditure involved in rehabilitat-
ing the banking system, including both bank recapitalization and payments
made to depositors (either implicitly or explicitly) through government-
backed deposit insurance schemes. Estimates of these costs are shown in
Table 1 below for 33 recent systemic banking crises. On average these costs
are large — cumulatively, around 15 percent of annual gross domestic prod-
uct (GDP). They are higher in emerging-market economies, especially when
accompanied by a currency crisis.* For example, the cumulative resolution
cost of the Indonesian crisis which began in 1997 was around 50 percent of
GDP, while the recent Turkish crisis has so far cost the authorities around
30 percent of GDP.

These fiscal costs of bank resolution may simply measure a transfer of
income from current and future taxpayers to bank “stakeholders”, rather

2See Elsinger, Lehar, and Summer (2003) and Wells (2002).

3The UK shocks were calibrated to be in the order of a 1 in 200 event (that is 99.5 percent
confidence) whereas our discussions with major UK banks suggest they hold capital to
withstand 99.98 percent (3999/4000) events.

4A currency crisis is defined here, as in Frankel and Rose (1996), as a nominal depreciation
in the domestic currency (against the U.S. dollar) of 25 percent combined with a 10 percent
increase in the rate of depreciation in any year of the banking crisis period. The latter
condition is designed to exclude from currency crises high inflation countries with large
trend rates of depreciation.
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Table 1. Fiscal costs and output losses in thirty three systemic banking crises
1977-2002°

Number Length Non- Bank GNP per  Cumulative  Output Output
of Crises of Performing  Credit/ Head Fiscal Costs Losses 1¢ Losses 2¢
Crisis Loans Annual (U.S.$000s, of Banking (Percent (Percent
(Years), (Percent GDP PPP Basis)  Resolution of GDP), of GDP),
Average  of Total ~ (Percent)®, atthe Start of (Percentof Median  Median
Loans)b, Average the Crisis, GDP)d,

Average Average Average
All countries 33 43 26.7 442 6.6 15.0 7.1 23.1
Banking 10 4.6 23.7 44.9 7.3 7.8 2.4 15.7
crisis alone
Banking and 23 42 28.2 439 6.3 17.4 11.6 322

currency crisisf

Sources: Caprio and Klingebiel, 2003; Hoelscher and Quintyn, 2003; Hoggarth and Saporta, 2001; Honohan and
Klingebiel, 2003; OECD, 2002; and IMF, World Bank, and Bank calculations.

4A systemic crisis is defined as when all, or nearly all, the capital in the banking system is eroded. The crises are Finland
(1991-1993), Japan (1992-), Norway (1988-1992), South Korea (1997-2000), Spain (1977-1985), Sweden (1991),
Argentina (1980-1982), Argentina (1995), Brazil (1994-1996), Bulgaria (1996-1997), Chile (1981-1983), Colombia
(1982-1987), Cote d’Ivoire (1998-1991), Czech Republic (1989-1991), Ecuador (1996-2001), Ghana (1982-1989),
Hungary (1991-1995), Indonesia (1997-), Malaysia (1997-2000), Mexico (1994-1995), Paraguay (1995-1999),
Philippines (1981-1987), Philippines (1998-2000), Poland (1992-1995), Senegal (1988-1991), Slovenia (1992—
1994), Sri Lanka (1989-1993), Thailand (1983-1987), Thailand (1997-2000), Turkey (1982-1985), Turkey (2000-),
Uruguay (1981-1984), Venezuela (1994-1995).

bEstimated at peak. Data available for 19 countries only. Comparisons should be treated with caution since mea-
sures are dependent on country specific definition of non-performing loans and often non-performing loans are
under-recorded.

€At the beginning of the crisis. Credit to the private sector from deposit money banks (IFS code 22d) as a share of
annual nominal GDP (IFS code 99b).

dBank recapitalization, government payouts to liability holders and public sector purchases of nonperforming loans.
€Output losses| is the cumulative deviation in the growrh of output during the crisis period from its pre-crisis ten-year
trend. Crisis ends when GDP growth returns to pre-crisis trend or if not occurred estimated up until 2002. Output
losses 2 is the cumulative deviation in the level of output during the crisis from its ten-year pre-crisis trend. Crisis
end based on qualitative judgment of country experts, see Hoggarth and Saporta (2001). Data exclude Cote d’Ivoire.
Because of data limitations, a three-year and six-year pre-crisis trend was used for Czech Republic and Slovenia
respectively.

fA currency crisis is defined as a nominal depreciation in the domestic currency (against the U.S. dollar) of 25 percent
combined with a 10 percent increase in the rate of depreciation in any year of the banking crisis period.

than measuring the cost to overall economic welfare.> Governments are
presumably willing to incur these fiscal costs to limit broader welfare costs.
Conversely, the government may incur only small fiscal costs yet the adverse
economic effects of a banking crisis could be severe. For example, a banking
crisis was an important feature of the Great Depression of 1929-1933 and
yet fiscal costs were negligible since there was little capital support for the
failing banks and no deposit insurance.

SHowever, raising (non-lump sum) taxes may have a large distortionary impact on economic
welfare.
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One rough proxy for the broader welfare costs associated with banking
crises is the loss of GDP during the crisis period compared with a measure of
trend or potential output. On this measure, cross-country estimates suggest
that output losses during banking crises have been large — over 10 percent of
GDP, see for example Bordo, Eichengreen, Klingebiel, and Martinez-Peria
(2001) and Hoggarth, Reis, and Saporta (2002).

Such estimates are also reported in Table 1 for a sample of 33 recent
systemic crises. The measure “output losses 1 is the sum of deviations in
GDP growth from the pre-crisis ten-year trend, whereas measure “output
losses 2” is the sum of output levels lost in the crisis period compared with
the previous ten-year trend.® The cumulative output loss during periods of
systemic banking crises are also usually very large when a twin banking and
currency crisis occurs. The latter may intensify banking system fragility if
banks, or their customers, have large net foreign currency exposures.

These output measures give a useful benchmark for the magnitude
of economy-wide losses associated with banking crises. But they do not
explain the precise cause of the loss. One potential channel is through banks
not fulfilling their intermediary function in the aftermath of a crisis. For
example, in a sample of 36 developed and emerging-market banking crises,
Demirgii¢c-Kunt, Detragiache, and Gupta (2000) find that real bank credit
fell markedly in the first three years after the crisis, despite some recovery
in real output. This highlights the difficulty of getting banks to intermediate
in the aftermath of a crisis, partly reflecting the persistence of low borrower
creditworthiness and lack of good collateral.” Some banks may also have
switched their portfolio into more liquid and safer assets. In Indonesia, for
example, at end-September 2003 (the latest data), and despite some recovery
since the crisis, loans still accounted for only 30 percent of total banking sys-
tem assets — less than the value of their government recapitalization bonds
(33 percent). Caution is needed in interpreting credit data during crises.®
But overall, in the aftermath of the most recent systemic crises, bank lend-
ing remained depressed for several years afterwards, which is likely to have
contributed to the fall in output.

For a discussion of the issues in measuring the output costs of banking crises see Hoggarth
and Saporta (2001).

"There is a difficult identification problem of knowing the extent to which the decline in
the amount of credit and its share of total assets reflects either (1) a desire for banks to
reduce lending, (2) a constraint, such as insufficient capital, on the ability of banks to lend,
or (3) a fall in loan demand by banks’ customers.

80ne problem in interpretation is that credit data include write-offs of bad loans.
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3. Model-Based Evidence on the Financial
Stability—Solvency Nexus

The estimates in Section 2 were drawn largely from reduced-form or quasi
reduced-form empirical models. In particular, banking behavior was either
suppressed or latent. The empirical estimates also considered separately the
two relationships embedded within the solvency—stability nexus.

In this section, we describe an approach which is founded on microeco-
nomic behavior by all agents, including banks. This means that bank behav-
ior is endogenous, with banks making profit-maximizing choices including
about future expected returns on the loans they extend. This approach also
allows us to study the two sets of relationship between solvency and stability
in an integrated framework rather than separately. As such, this model-based
approach is some ways better placed to assess welfare-theoretic and public
policy questions. At the same time, quantitative calibrations of this model
throw up their own puzzles and peculiarities.

3.1. The model by Chen

Banking sector intermediation exists to mitigate informational asymmetry
problems — financial frictions — between borrowers and lenders (Freixas
and Rochet, 1997). So to model the economic impact of bank behavior
we need, at a minimum, a dynamic model of the economy with embedded
financial frictions. Ideally, the model would embed a banking sector with
multiple, heterogeneous banks connected to each other through an inter-
bank market — thus enabling an analysis of contagion through direct inter-
bank links — and would allow for borrower, bank default and insolvency.

Unfortunately, the literature on dynamic general equilibrium models
with micro-founded financial intermediation is still nascent. One important
exception is Chen (2001) which embeds a representative financial inter-
mediary in a standard model of the macro-economy.’ The model has been
recently modified and applied by Aikman and Vlieghe (2004). Haldane,
Hall, Saporta and Tanaka (2004) have also used the model to evaluate the
welfare implications of financial frictions.

9Although, unsurprisingly given the state of technology, the model falls short of the “ideal”
model described above.
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At the heart of Chen’s model is a double moral hazard problem in
the spirit of Holmstrom and Tirole (1997) — an information asymmetry
between entrepreneurs and banks on the one hand, and between banks and
depositors, on the other. Entrepreneurs gain private benefits from embarking
on bad projects (for example, they might initiate a corporate takeover that is
unprofitable but gives them the pleasure of expanding their “empire” — see
Jensen, 1986). Banks deter such behavior through monitoring. But moni-
toring is costly for banks, and depositors cannot verify whether banks are
doing this job correctly when using their deposits to fund projects. So both
entrepreneurs and banks are potentially subject to a moral hazard problem —
entrepreneurial incentives to undertake bad projects and banks’ incentives
to “shirk” from monitoring.

Aggregate output is maximized if households lend all of their money
to entrepreneurs via the financial intermediaries. But given asymmetric
information, households are willing to deposit their money in a bank only
when they can be sure that the bank has adequate incentives to moni-
tor the entrepreneurs. These frictions mean that not all of the economy’s
capital is channeled to the productive sector. Entrepreneurs face a credit
constraint. Equilibrium output depends on the magnitude of this credit con-
straint, which, in turn, depends on the size of the frictions. For example,
when monitoring is very costly, banks have little incentive to monitor their
borrowers, so households are unwilling to hold bank deposits. This reduces
bank lending to entrepreneurs, thereby lowering steady state output.'®

3.2. From macro shocks to output loss via the financial sector

The framework by Chen allows us to investigate how shocks to the macroe-
conomy can be magnified by the financial sector. This is ultimately the aim
of the “stress-test” approach outlined in the previous section. But unlike
the stress tests, a model-based approach allows us to explore the full nexus
between macro-shock/banking-sector-health/output loss.

Figure 1 (reproduced from Aikman and Vlieghe, 2004) shows how
the key variables in the model respond to a persistent negative shock to
productivity. The productivity shock lowers output, bank capital and ex
post entrepreneurial returns immediately. In the absence of frictions that
generate credit constraints, the Modigliani—Miller (1958) theorem holds

'9Haldane ef al. (2004) show that the impact on output of even moderate monitoring costs
(as a percentage of output) can be very significant.
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Figure 1. Response to productivity shock

Note: Responses to a 1 percent fall in the level of productivity, with an autocorre-
lation of 0.9 (that is, 90 percent of the shock persists into the next period and so
on). Units along the vertical axis are percentage deviations from the initial level
of each variable. The solid line in the bottom right panel represents the response
of aggregate output when credit constraints are binding; the dashed line represents
the output response when credit constraints are non-binding. The time scale along
the horizontal axis represents quarters. And the shock occurs after one quarter.

and the effect on output stops there (the dashed line in the bottom right
panel of Figure 1). Banks are entirely passive in this scenario and have no
impact on output dynamics.

In the presence of frictions, this is no longer the case (compare the
dashed line with the solid line in the bottom right panel of Figure 1). Finan-
cial effects — working through two channels — magnify the effect on out-
put of the initial productivity shock significantly. The first channel is often



94 A. G. Haldane et al.

referred to as the “bank capital channel”; it works as follows. The first-round
effect of the productivity shock on bank capital and entrepreneurial returns
means that bank owners have less of their own money at stake (that is, less
equity capital on the liability side of banks’ balance sheets) and face fewer
profitable opportunities (that is, lower expected returns on the asset side of
their balance sheets). Both effects increase the riskiness of banks in the eyes
of depositors. Fewer deposits and less capital imply a contraction in the sup-
ply of bank loans which in turn has a second-round negative effect on output.

There is also a second channel at work too — the so-called “entre-
preneurial-net-worth channel”. With less net worth and lower expected
returns, banks view entrepreneurs as having less at stake in ensuring good
project outcomes. They therefore cut back lending even further. As a
result, entrepreneurs are able to buy less capital for use in the following
period, which lowers expected future returns from capital. This depresses
entrepreneurial net worth further, amplifying further the impact of the
macro-shock.

3.3. From banking sector problems to output

The model by Chen also allows us to explore the other aspect of the
solvency—stability nexus. In particular, we can trace the behavioral response
of the economy to a large exogenous shock to bank capital and measure
accurately its impact on output — the equivalent of a systemic banking cri-
sis. Figure 2 (also reproduced from Aikman and Vlieghe) shows the effect
of such a shock on key variables in the model.

As with the productivity shock, the effect on output is magnified relative
to the frictionless economy (comparing the dashed with the solid line in the
bottom right panel of Figure 2). But the quantitative effect on output is
more modest and less persistent (compare the scale of the vertical axes in
the bottom right panels of Figures 1 and 2). Aikman and Vlieghe provide an
illuminating discussion of why this is the case. In a nutshell, the difference
is due to the fact that exogenous shocks to bank capital have no first-round
effect on the expected profitability of banks. Indeed, after the shock has hit
the economy, depositors expect banks to earn a higher return on capital than
before, which in turn is perceived to help improve bankers’ incentives to
monitor entrepreneurs. As a result, the impact on bank loan supply following
the shock to net worth is less persistent than is the case with a productivity
shock (compare the middle right panels in Figures 1 and 2).
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Figure 2. Response to a shock to bank capital

Note: The figures show the percentage deviations from long run equilibrium for
each variable following a once-and-for-all shock that reduces bank capital by
25 percent (that is, were loans to remain constant, the capital-to-asset ratio of
the banking sector would fall from 8 percent — the assumed long run value —
to 6 percent). The solid line in the bottom right panel represents the response of
aggregate output when credit constraints are binding; the dashed line represents
the output response when credit constraints are non-binding. The time scale along
the horizontal axis represents quarters. And the shock occurs in quarter one.

3.4. Discussion

The identification problems that plague the reduced-form and quasi-reduced
form approaches described in Section 2 are reduced with a model-based
approach. Applications of the model by Chen illustrate this. The “bank
capital channel” can be clearly identified and its impact — which, in turn,
depends on the source of the shock — can be accurately quantified.
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Although illuminating, the model-based results do, however, throw up
some puzzles, especially when compared with the reduced-form results. In
particular, the model-based approach appears to suggest that the adverse
impact of a direct shock to the banking sector is more modest than if the ini-
tial shock emanated from the real economy. The literature that has adopted
the reduced-form has reached the opposite conclusion.

The comparison between the two approaches should not be taken lit-
erally for (at least) three reasons. First, the reduced-form approach cannot
distinguish the source of the shock — that is, whether the shock to bank
capital is direct (for example, due to losses on credit exposures with foreign-
ers) or emanates from a shock elsewhere in the real economy. Second, the
reduced-form estimates on the output costs of banking crises study “tail”
outcomes — banking crises. Although Aikman and Vlieghe calibrate the
shock to bank capital to be large — a once-and-for-all shock that reduces
capital by 25 percent — it is unlikely that this is strictly comparable to the
events analyzed in the reduced-form banking crises literature. Table 1 sug-
gests that, on average, non-performing loans as a percentage of total loans
during banking crises are around 25 percent. Given that typical net worth
to loan ratios for banks in the UK are around one-tenth, this suggests that
observed shocks to bank assets during banking crises might be significantly
larger than the shock simulated above. Third, in the model by Chen the
default rate of entrepreneurs who borrow from banks is set exogenously.
There is no mechanism through which a reduction in the supply of loans —
a credit crunch — can influence lender default rates which, in turn, can
further reduce loan supply.

Despite these caveats, it would be worthwhile continuing to fine-tune
model-based estimates of the solvency—stability nexus, to disentangle the
true scale of the interactions between the banking sector and the real econ-
omy. Debate still rages on the scale of these interconnections and micro-
founded models provide a better basis for seeking an eventual quantitative
consensus.

4. Financial Stability Instruments

4.1. A taxonomy of instruments

Sections 2 and 3 helped establish that the stability—solvency nexus is behav-
iorally complex and that spillovers between the two may be quantitatively
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non-trivial. That takes us very naturally to the question of what role public
policy might play in mitigating these spillovers and their attendant welfare
costs.

When thinking about the instruments of financial stability policy, it is
useful to consider a three-way classification (Large, 2004): surveillance;
infrastructure; and crisis management. These tools serve potentially differ-
entroles at different points along the financial stability transmission process.
Some tools are also better equipped for dealing with different of the links
embedded within the solvency-stability relationship.

Consider first, for example, the link from broader financial instabilities,
or macro shocks, to banking crises. The two tools best equipped to deal with
those spillovers are surveillance and infrastructure. Surveillance serves as a
form of long-range radar on incipient instabilities. Its role is to spot shocks
before they occur — or at least before their deleterious effects begin to take
hold. Detection of, and transparency about, those shocks may itself help
engineer an orderly, preemptive response by private market participants
(see Gai and Shin, 2003). This, in turn, should lower the probability of a
full blown banking crisis. In essence, that is the rationale behind central
banks publishing Financial Stability Reports.!! At the same time, trans-
parency about risks may be a double-edged sword, as the revelation of bad
news could itself risk triggering a banking crisis. For that reason, effec-
tive surveillance is probably necessary, but is unlikely to be sufficient, to
minimize the adverse spillover effects of macro instability to banking crises.

The second instrument, financial infrastructure, comprises a rather dif-
ferent set of tools. These do not forestall shocks, but rather prevent them
generating systemic failure if and when a shock occurs. For example, tar-
get ratios for capital or for liquid assets across banks can help cushion
the effects of shocks, thereby helping avert system-wide banking crises.
International initiatives by the Basel Committee on Banking Supervision,
both on liquidity provision and on target capital ratios, are intended to meet
this need.

The third tool in the box is crisis management. The usefulness of this
tool is greatest when dealing with the second link in the solvency—stability
chain — from bank insolvency to broader financial and macro stability.

ncluding the UK (since 1996), Sweden (1997), Hungary (2000), Norway (2000), Austria
(2001), Spain (2001), Belgium (2002), Denmark (2002), France (2002), Canada (2003),
Finland (2003), and Australia (2004), together with the International Monetary Fund and
the Bank for International Settlements.
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Effective banking resolution can help minimize disruption to asset prices
and real and financial activity. But what approach is best suited to minimiz-
ing such disruption? And in what circumstances?

4.2. Methods of resolving a banking crisis

There is a range of options for resolving insolvent banks. At one extreme, a
bank can be kept open through an injection of capital. At the other, a bank
can be closed, its assets sold and depositors and possibly other creditors
paid off. Between these extremes, a bank’s license may be removed but
with the bank sold off to another bank, in full or part, to preserve the bank’s
activities. The extent of involvement by the authorities may also vary. It may
be limited to encouraging or organizing private sector support, or extended
to official financial support, in the limit through government takeover.

When a bank is financially distressed, it is widely accepted that there
should be a preference for private sector solutions. These are likely to place
existing capital holders in a first-loss position and impose no direct costs
on the taxpayer. If an unassisted private sector solution cannot be found,
a decision next needs to be made about whether to liquidate the bank or
provide some form of government assistance. In exceptional circumstances,
if there is a systemic threat, governments might consider a takeover or
guarantee of the failed bank.

Plainly, the choice of policy options in a banking crisis is sensitive to the
type and size of shock affecting the financial system, in particular whether
failures are thought likely to have systemic effects. If the situation is non-
systemic, the focus of the resolution is likely to be on the individual failed
bank’s balance sheet. For example, the failed bank could be merged with a
healthy bank or liquidated.

In a systemic situation, however, the immediate aim of the authorities
is usually to restore stability of the system as a whole. Guarantees are likely
to be necessary to liability holders of the failed bank(s), and perhaps to
the financial system as a whole, to avoid or reduce depositor panic. In these
circumstances, the aim s first to stabilize the liabilities of the banking system
and thereafter to consider restructuring the assets of the failing banks.

It is possible to put these informal ideas about banking resolution into
a structured framework. In essence, systemic crises can be analyzed along
two dimensions: (1) the breadth of the shock that hits the financial system
(for example, is the impact of the initial shock confined to one or two
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SHOCK
Idiosyncratic ——————® Common
A B
(Small-medium bank): (Sectoral or regional
N Barings, BCCI banks):
o
widespread S&L(US)
contagion
TRANSMISSION
OF
SHOCK C D
(Isolated LCFT failure): (System-wide crisis):
Potential Continental Illinois Small. banks (U.K.)
widespread Nordic countries (early 90s)
contagion Japan (90s)
East Asia (late 90s)

Figure 3. Types of shocks to the financial system

banks or does it affect many banks?); and (2) the extent to which the initial
bank failure(s) then affects the rest of the financial system. Such contagion
or spillover effects could reduce the value of other banks’ assets through
direct exposures to the failed bank, or indirectly, by depressing the price of
marketable assets held by other banks. In addition, on the liability side, an
initial bank failure could trigger a withdrawal of deposits from other banks
thought to face problems similar to the failed bank. A stylized representation
of this framework is shown in Figure 3.

Quadrant A comprises of an idiosyncratic shock to one bank where
the contagion effects for the system are thought to be small, such as the
failure of a small or medium-sized bank because of management failure or
fraud (for example, Barings). Quadrant B shows situations where there are
common shocks hitting a number of banks, but where the spillover effects
are likely to be small. This would apply when a group of banks have limited
interlinkages with the rest of the financial system, such as a specific shock
to a region (for example, New England in the early 1990s) or sector (for
example, the U.S. savings and loans crisis in the 1980s). Quadrant C shows
situations where the shock is specific but the linkages are thought to be
strong. This might involve a large complex financial institution (LCFI).
Quadrant D depicts a situation where several banks suffer a common shock
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that could affect the whole system (for example, the Nordic countries in the
early 1990s or Japan through the 1990s).

If an idiosyncratic shock causes the failure of a small or medium-sized
bank — quadrant A — the policy response itself, or the bank’s reaction to
the policy action, should have a minimal direct short-term impact on the rest
of the financial system. Its borrowers, for example, should be able to switch
to other lenders. Other similar banks thought to be weak could lose deposits,
but there is likely to be a flight to quality within the financial system rather
than a reduction in the aggregate deposits of the system.

The pictures changes if one very large bank fails (quadrant C), or a
number of banks fail at the same time (quadrant D). If the LCFI failure is
due to a specific factor, such as fraud, the systemic threat will depend on
the size and type of direct linkages that the failed bank has with the rest of
the financial system. But a more general shock could threaten unconnected
banks. In case C — the failure of one large bank — the focus is to main-
tain the activities of the problem bank or, failing this, to unwind it in an
orderly fashion, so as to limit the impact on other financial institutions and
markets.'?

In case D — a system-wide crisis — the key immediate aim of the
authorities is usually to stabilize the financial system as a whole (at minimum
fiscal and moral hazard cost) and only then to focus on restructuring the
failed banks. Most recent systemic crises have typically been caused by
an adverse macroeconomic shock weakening the whole financial system,
rather than resulting from the impact of contagion following the failure of
just one individual bank (see Borio, 2003).

This restricts the policy options. In a systemic crisis, no well-capitalized
domestic private banks may be available to buy the failed banks, leaving
takeovers by foreign banks or the government as the only option. In recent
systemic crises, some countries have relaxed rules on foreign entry to allow
takeovers by foreign banks — such as in Finland and Mexico — while others
have relied more on government ownership. For example, following the
banking crisis in Norway, and more recently in South Korea, the government
became owner of more than half of the banking system.

It may also be more difficult to penalize stakeholders in a system-wide
crisis. In principle, existing shareholders’ capital can, and should, be written
down during system-wide crises. But evaluating the underlying value of

12In the United States, for example, the FDIC would probably set up a bridge bank imme-
diately following the failure of a (deposit-taking) LCFI (Bovenzi, 2002).
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impaired assets may be harder than during normal market conditions. Esti-
mates of cash flow, interest rates and underlying business conditions will be
uncertain, as will the value of collateral. This may lead to an understatement
of losses, thus imposing costs on taxpayers rather than on existing share-
holders. Such understatements occurred recently in Mexico and Indonesia.

In most systemic banking crises during the 1990s, central banks pro-
vided liquidity support to problem banks, to offset withdrawals by deposi-
tors and other creditors. Central banks have often made losses on this lending
to banks that turned out to be insolvent. Blanket guarantees to depositors and
other creditors have also often been provided, albeit sometimes temporarily.
Confidence in the banking system has in most cases revived quickly. But in
highly dollarized banking systems, the lender of last resort (LOLR) has been
limited by the level of international reserves and offering guarantees to hold-
ers of foreign currency deposits may not in these circumstances be credible.
More generally, the credibility of a blanket guarantee may be undermined
if the government has a large debt burden.!3 In the recent Argentinean crisis
(2001-2002), for example, a blanket guarantee to liability holders was not
given. Such guarantees would not have been credible given that the source
of the crisis was the unsustainability of the fiscal position. Instead, to prevent
bank runs, a temporary deposit freeze was imposed.

To what extent does empirical evidence bear out these conclusions when
dealing with systemic crises? Table 2 shows the relationship between (open-
ended) liquidity support and government guarantees and the output losses
incurred during 33 recent systemic banking crises. Open-ended liquidity
support is defined as support provided for more than twelve months which is
greater than the aggregate capital of the financial system; while blanket guar-
antees are either explicit ones or where state banks account for more than
75 percent of the banking system’s assets (Honohan and Klingebiel, 2003).

After controlling for the importance of bank intermediation in the econ-
omy (measured by bank credit/GDP), open-ended liquidity support is asso-
ciated with larger declines in output during a banking crisis.'* This still
appears true after allowing for other factors that may affect output losses,
such as whether a currency crisis also occurs (Table 2, Equation 1). But
there is no evidence, either positive or negative, of an association between
deposit guarantees and the output losses of crises (Table 2, Equation 2).

13See Hoelscher and Quintyn (2003) for a discussion of resolution policies in economies
with highly dollarized banking systems and large government debt burdens.
“Qutput losses are measured on the basis of the two methods discussed earlier.
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Table 2. Impact of liquidity support and government guarantees on output losses

1. YLOSSES1?
A. Liquidity Support (LOLR) B. Blanket Guarantee (GUAR)

(D )
LOLR® 4.5 (1.2)
GUAR® 0.7 0.2)
CRGDP! 034 (5.6) 035 (5.6)
CUR® 94 2.3) 10.5 (2.6)
R2 0.56 0.54
DW 2.0 1.9
Number of 32 32

observations

2. YLOSSES2!
A. Liquidity Support (LOLR) B. Blanket Guarantee (GUAR)

(1 2
LOLR® 28.2 (1.9)
GUAR® —12.4 (0.8)
CRGDP! 0.99 “4.3) 1.1 4.5)
R~2 0.42 0.36
DW 2.7 2.4
Number of 32 32

observations

Sources: (Honohan and Klingebiel, 2003), IMF and Bank calculations.

Note:

t-statistics in parentheses.

*YLOSSES1: Cumulative deviation in the growth of output during the crisis period from
its ten-year pre-crisis trend.

"LOLR: one where liquidity support provided for more than twelve months that is greater
than the aggregate capital of the banking system, O otherwise.

‘GUAR: one where explicit government guarantee or implicit one (where state banks
account for 75 percent or more of banking system assets), O otherwise.

4CRGDP: Bank credit to the private sector/annual GDP ( percent) at the outset of the crisis.
¢CUR: one where currency crisis, O otherwise. Currency crisis is a nominal depreciation
(against the U.S. dollar) of 25 percent combined with a 10 percent increase in the rate of
depreciation in any year of the banking crisis period.

fYLOSSES2: Cumulative deviation in the level of output during the crisis period from its
ten-year pre-crisis trend.
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Provision of open-ended liquidity support may testify to some countries’
reluctance to allow banks to fail (see Bordo et al., 2001). Support was in
some cases given to insolvent banks, not just those that were fundamen-
tally sound but illiquid. This may have increased moral hazard, enabled
some banks to gamble for resurrection and facilitated continuing financing
for loss-making borrowers. The upshot may have been a more protracted
period of output loss. But these conclusions are necessary tentative and the
results event-specific. And there may be other channels at work. In the next
section, we sketch a general framework which might be used to help assess
the optimum size and shape of government intervention in a banking crisis.

5. A Framework for Assessing Public Intervention in
Bank Resolution

There are few issues more controversial than whether policymakers should
shoulder the losses of failing financial institutions in full, in part or not at
all. The debate is highlighted by two important recent papers: Gorton and
Huang (2004) show that there are circumstances in which full coverage is
appropriate, while Allen and Gale (2004), in a not dissimilar framework,
argue that financial crises may be naturally-occurring, contingent phenom-
ena in a constrained-efficient equilibrium that need not call for any response
by the authorities at all. The aim of this section is to provide a simple frame-
work within which the optimal degree of coverage can be determined.
There are several arguments both in favor and against public guarantees
upon, or insurance of, claims on banks. Of those in favor, four stand out:

e Depositors are risk averse, and often quite unaware of troubles
facing banks. They would suffer a direct loss of welfare unless
covered;

e Individuals who lose deposits in failing banks may be unable to
borrow or liquidate other assets, forcing them to cut consumption
sharply;

e The absence of cover could deprive the economy of some of the
benefits of financial intermediation;

e Depositors in other, probably solvent, banks may take fright, pre-
cipitating a systemic crisis.

In most countries the public authorities provide deposit insurance sug-
gesting these arguments have force. At the same time these objectives could
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be met in different ways. For example, the first argument might be met in
part by making losses on deposits in failed banks tax deductible, though
that would only provide partial insurance. The second problem might be
solved by offering bank crisis victims loans, not grants, but this might fail
to meet the first argument. The third argument rests on the idea that as bank
deposits come to appear safer, more ex ante profitable investment opportu-
nities will be exploited through additional bank lending. It is unclear that
deposit insurance is the ideal vehicle for remedying such a problem if it
exists. The fourth argument carries perhaps the greatest weight. A big run
on banks wrongly thought insolvent could turn into a set of self-fulfilling
expectations.

There are two main counter-arguments to the provision of government
guarantee of deposits:

e Moral hazard which affects both banks and their depositors;
e The fiscal and wider macro costs of generous guarantees may be
large.

The first argument stresses that guarantees are equivalent to the pub-
lic sector issuing a put option on banks’ assets. If monitoring efforts are
unobservable and privately costly, and taking up this put option is treated
as free at the margin, those running banks may change behavior, in such
a way that banking crises become graver and more likely. Depositors will
also be tempted to take less care about where they lodge their funds, with
safer banks cross-subsidizing weaker ones as a result. So if today’s crisis is
resolved with unexpected leniency, relevant parties may alter their actions
and make it likelier that the crisis is repeated.

While this moral hazard argument has received considerable attention,
the second, about its wider macroeconomic and fiscal consequences, has
not. It seems perhaps to have been accepted that the conferment of public
guarantees, or bailouts for insolvent deposit insurers, involves only mod-
est amounts of additional government debt, or maybe that, for Ricardian
equivalence reasons perhaps, the consequences of any additional public
borrowing can be ignored.

As discussed in Section 2, the additional public sector borrowing that
accompanies severe financial crises is far from trivial. The direct fiscal costs
of recent crisis resolution in Indonesia, Mexico, and Thailand, for example,
are of the order of 20 percent or more of annual GDP. Amortizing new debt
on this scale at a real rate of interest of 5 percent over, say, 20 years (which is
equivalent to assuming the annual recurrence probability of a similar crisis
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is 5 percent), implies a need to raise an additional 1.5 percent of GDP or
so each year in tax revenues, if governments cannot or do not reduce their
other outlays.

If the country in question taxes all income, including profits, at a flat
rate, with no deduction for investment, its output and capital stock depend
negatively upon that tax rate.'> The rate of tax will have to rise to service
the additional debt, assuming that the country is taxing below the point of
maximum yield. If a crisis is unexpected and/or resolved at an unexpectedly
large fiscal cost, long-run output will probably have to fall. And the drop is
larger if the way a current crisis is resolved makes agents expect an increased
frequency and gravity of future crises. This might account for the stylized
facts presented earlier whereby output stays depressed for several years
after a banking crisis, the more so when accompanied by state guarantees.

The steady state link between tax receipts (R) and the income tax rate, s,
would then be a Laffer curve, first rising with s, and then, after a maximum,
say at s*, sloping down.'® And with s at either of its extreme values, O or I, R
vanishes.!” If the production function is Cobb—Douglas, s* = 1 — y, where
y is the competitive profit share. This creates a long run link between output
per head, f(k), and 518

The third link between R and the degree to which financial crisis losses
are absorbed by the state. Let the authorities bear the fraction & of such losses
(1 = & = 0), and let the probability of a crisis in any year be [N x (§ ML
with x’ < 0: greater generosity increases the incidence of crisis, given moral
hazard effects. Moral hazard may also affect the gravity of losses, z, in a
financial crisis too, so z = z(&).

We need to distinguish between a primary crisis of z, and a systemic
crisis. Denote a crisis by z(1+p(1 — §)), where p > 0 is a parameter
capturing “systemicity”. Let the primary crisis of total size z affect a

13S0 we assume that this country, like most, does not follow the advice of Lucas (1990) or
Kaldor (1956) to exempt profits or deduct net investment from the tax base.

16For sufficiently low s, R is increasing in s, but beyond s*, the curve starts to slope down.
7The assumptions behind this Laffer curve include: a given discount rate for utility, 8, in
continuous time; exogenous population, technology and labor supply, with infinitely lived
and homogeneous individuals; perfect competition, with output per head an increasing,
concave function of capital per head, k; a steady state with stationary consumption; and all
income taxed at the rate s.

8Perfect competition and stationarity, meanwhile, will imply f’(k) = B/(1 — s), so that
g = fk) = f(f~"(B/( —s))). Under Inada conditions, f (k) vanishes at s = 1, and this
explains why R = O(= sf (k)) here too. As s falls below this, output rises, and the relation
is concave if capital’s share of income is less than one half.
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fraction 7 of the population and assume a systemic crisis affects everyone
else. The extra fiscal revenue needed annually to meet crisis resolution costs
is AR = £h(£)z(§)(1+ p(1—§)), where h(§) = {1 —(1+) "N ®}~ s
the cost of amortizing an additional $1 over N y (&) years at a net-of-tax rate
of B. So, R = R(&), with R’ typically (if not invariably) positive. Greater
official liberality in covering financial crisis losses goes hand-in-hand with
a higher tax rate, a higher pre-tax interest rate, and lower capital and output.

This gives the case against generous official coverage of crisis losses.
Crises are bigger and more frequent (though less systemic), and output
per head is typically squeezed by the need to increase the rate of income
tax. What about the advantages? Generosity helps to sustain crisis victims’
consumption when the crisis hits. With no coverage, crisis victims would
lower their consumption sharply, if only briefly. The more risk-averse they
are, the greater the social gain from cushioning them from some of the loss
they would otherwise face. On top of this, more official generosity implies
a reduced chance of a run on other banks.

What each of the primary crisis victims will lose in such an event is
(1 — &)z(&)/7; each of the others loses (1 — £)? pz(&)/(1 — 7). If the social
welfare function is Benthamite (average utility) and writing their respective
crisis consumption levels as cy and cy, and the coefficient of relative risk
aversion, assumed constant, as «, the marginal benefit of loss coverage in
any year in which a crisis occurs will be:

MB = [c*(2(§) — (1 = §)Z'(§)) + ¢ p(1 — §)(22(5)
- —S)z/(é))][NX(E)]_I- ey

Here the frequency of crises is [N x(§ )71, so the expression for
marginal benefit should be multiplied by that.

Meanwhile, the marginal cost of loss coverage consists of two elements:
(1) the loss in steady-state consumption due to the rise in (distortionary)
taxation needed to service and amortize the extra debt; and (2) the loss in
welfare from the increased frequency of crises. This can be expressed as:

e [z(s)a +p(l - s»c“} { " (1 LE©  pe
Nx(®) r T2 T Trra-9
/ 1 _
_ENh(E)Z — M)} @)
x(&)
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where ¥ = “_S)},M —sand Z = Nx(§) + [(i)a — 1]+ T[(i)a -

(%)a] > 0. Y must be positive if s is to the left of the Laffer curve maxi-
mum.
If the public authorities are concerned to maximize a representative

agent’s expected steady state utility, the maximand will be

W=[NxEA—-a)] " {(Nx@&) (c"*=1)
+ ey =) (e —ey )}, 3)

and steady state consumption (in non-crisis years), ¢, equals g minus gov-
ernment spending, G, which we take as constant. With ¢ Cobb—Douglas
(g =k”,1 > y > 0), capital’s marginal product, yk”~!, equals the long
run rate of interest grossed up for tax, 8/(1 — s). So the marginal effect of
s upon c is —yq/(1 — y)(1 — s). A balanced budget for the government
implies sq = Do + A + G, where Dy is recurrent debt independent of
crisis amortization costs, and A equals these costs. The variable Awill equal
Ez(&)h(1 + p(1 — &)). So maximizing equation 3, subject to the constraint
Min[&, 1 —&] > 0, normally entails equating marginal benefit and marginal
cost, equation 1 and 2. This will describe an interior solution (1 > & > 0)
if the welfare curve, W, is humped in this range, as a function of &. If W
is always increasing, full coverage (§ = 1) is best; if always decreasing,
optimal coverage should be zero.!”

If there is a single interior optimum, £* what influences its size? We
may infer:

(1) A rise in the knock-on effect parameter — making the crisis more
systemic — will raise optimal coverage of government guarantees;

(2) Exogenous increases in the coefficient of relative risk aversion, «, or
the size or probability of the crisis z and N, or downward-flexibility

9Tf W is M shaped, the optimal coverage is given at the higher hump, and a W-shaped welfare
curve could indicate full, interior or zero coverage, depending on which gave highest welfare.
These strange cases are in fact quite conceivable, because we cannot be quite sure that the
marginal benefit curve slopes down, nor that the marginal cost curve slopes up, throughout
their lengths. The MC curve can misbehave because of the influence of the systemicity
parameter, pp. Intuitively, greater coverage could be cheaper than less if this lowers the
knock-on effects the financial crisis has on other banks enough. So the second order condition
for an interior optimum, that MC cuts MB from below, is important. Furthermore, if either
x (&) or z(§) were undifferentiable, the W curve would display discontinuity.
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of G during or immediately after the crisis also increases the optimal
coverage ratio;

(3) An exogenous rise in the income tax rate, s, will reduce optimal
coverage;

(4) Optimal coverage falls if moral hazard effects strengthen (raising z’ or
making x’ more negative), and also if crisis victims are able to sustain
consumption at times of shock by borrowing on their own.

These results describe time-consistent, optimum policy in a recursive,
certainty—equivalent setting. The authorities might be tempted to act time-
inconsistently. What would that imply? If preoccupied with dealing with a
crisis here and now, they may not pay much attention to longer-run effects.
In particular, they may discount the terms in z’ and x’. This will raise
perceptions of marginal benefit and lower those of marginal cost. They be
more generous in covering the crisis. The short-run discretionary optimum
value of & will be larger than the £* that equates equations 1 and 2; it might
jump to its maximum of unity. That might also happen if policy makers
discounted the future faster than the private sector.

An unexpectedly severe crisis may provoke quite different reactions
from a “standard” one. Victims’ marginal utilities of consumption will be
huge when the crisis hits. The risk of recurrence of a crisis on this scale may
be judged remote, so that the current, abnormally high value of £ may not
just be warranted, but also leave future expectations of lower & unaffected
and thus do little, if any, damage through moral hazard effects. But the
consequences will involve an unanticipated and enduring rise in income
tax rates. That will depress capital and output, over time. If labor were
endogenous (we have simplified our model, by assuming it is not), and if
o > y (a highly plausible assumption), agents will react by supplying less
labor right away, and though this effect is not permanent, it will undoubtedly
depress the time path of output in the immediate aftermath of the crisis and
beyond.

Many other refinements could be made to the model, to incorporate
monetary variables explicitly, to open the economy, to depart from cer-
tainty equivalence, to micro-found the z(£), x (§) and p (&) functions, and to
explore the dynamics. Even in its simple form sketched above, nonetheless,
the framework serves as a way of organizing thoughts about the intricate,
important and controversial issue of how much state coverage of banking
system losses is appropriate in crises. In principle, it might be possible
to calibrate the model, say the z(§), x(§) and p(§) functions, to conduct
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comparative static experiments. If nothing else, the model makes clear that
there is no one-size-fits-all answer to the question of optimal public inter-
vention in a banking crisis. Different solutions befit different situations. The
framework presented here outlines the key factors that might determine this
public policy choice.

6. Open Issues in Bank Resolution

We conclude with some thoughts on two issues on the banking resolution
front where there remains uncertainty or ambiguity, not all of which is
probably constructive. These issues could form part of a forward-looking
agenda for policymakers.

6.1. Judging “systemic”

Academics and policymakers are largely agreed that systemic importance is
a key criterion when judging how best to respond to crises. What they have
been unable to agree upon, however, is a coherent quantitative definition
of “systemic”. In some ways it is striking that so little progress has been
made on this question. It would be the equivalent of monetary policymakers
acting without a coherent yardstick for the prices of goods. On the other
hand, the conceptual and measurement problems associated with measuring
systemic risk are much more acute than for consumer prices.

There are several aspects of systemic risk that might bear further consid-
eration. First, how far is it possible to judge systemic importance ex-ante? If
systemic risk is a public bad, regulation can be used as an ad valorem tax on
systemic risk to minimize provision of that bad. But to set such a tax sched-
ule would require ex-ante quantitative measures of systemic risk. Because
systemic risk is rooted in externalities across institutions or markets, it can-
not be measured by balance sheet size alone. Simulation, sensitivity analysis
or stress-testing would be necessary, all of which are relatively embryonic
in a banking context.

Given this unresolved measurement problem, it is perhaps not surprising
that there has been no attempt in practice to quantify regulation on the basis
of systemic risk. Rather, current practice is to key regulation — for example,
capital and liquidity ratios — off idiosyncratic risk. While measurable, this
risk does not necessarily equate with a market failure or externality, unlike
systemic risk.
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Second, how far is it possible to judge systemic importance ex-post?
After a crisis has struck, it is perhaps situations, rather than institutions per
se, that are systemic. The reason is that time — or rather the lack of it — blurs
the distinction between liquidity and solvency in real crises. When time is
short, the two may effectively be one and the same. Policy authorities may
often be willing to take actions when time is short which they would not
countenance if given a longer window for action. For example, they might
extend liquidity when there are genuine concerns about solvency, but there
is not the time to assess this properly nor to wind-down the firm in an orderly
fashion. This means that, even if ex-ante criteria for systemic importance
were defined, these may need to be overridden in crisis circumstances if
the time interval is short. Ex-post measures of systemic importance are
inevitably event and time-specific and as such are unlikely to be amenable
to simple quantification.?’

Third, is systemic importance better measured using monetary or wel-
fare units? The two need not and often will not deliver the same outcome.
LTCM was systemic by dint of the sheer size of its positions, even though
end-investors in LTCM were both small in number and rich enough to bear
the consequences without a significant loss of welfare. The savings and loans
institutions were systemic less because of their size and more because of
the adverse welfare implications of their failure for thousands of end-savers
and borrowers. 2! Where regulators draw that line is a difficult judgment.

All three of these issues present real choices and challenges to policy
makers. There is an urgent need for further conceptual and quantitative
research to better enable policymakers to make these choices.

6.2. Dealing with large complex financial institutions (LCFIs)

Recent years have seen the emergence of a new type of financial entity —
large complex financial institutions (LCFIs). The challenges these new enti-
ties pose are partly the consequence of them being “large”, but are most acute
as a result of their “complexity”. The scale of LCFI operations inevitably
raise traditional concerns about “too big to fail”. In equal measure, how-
ever, they have raised fears about “too big to save”. In other words, we

20Better disclosure, accounting and auditing standards, however, can help mitigate, to a
degree, the difficulty in making these ex post judgments.

21A similar argument can be made when comparing the systemic importance of a banking
crisis affecting a low income country vis-a-vis that of higher income country.
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may be about to enter an era where financial crises, while less frequent
than in the past, are also on a larger scale when they do arrive — an era of
“super-systemic” crises (see Haldane, 2005).

The complexity of LCFIs derives from their crossing traditional bound-
aries, both functional (commercial banking, investment banking, insurance,
fund management, etc.) and geographic. Though the former is the devel-
opment most often focused on the latter poses at least as many headaches
from a regulatory perspective. Cross-border financial institutions have tra-
ditionally been regulated on a “home country” basis — that is to say, lead
regulation is undertaken by the authorities where the institution is legally
incorporated. This approach has some logic from a financial stability per-
spective, as it would be the home legal jurisdiction that would dictate the
terms and conditions of any winding-up of that entity.

That logic begins to fray, however, when we consider stressed situations
short of genuine insolvency. Who provides the liquidity and/or the capital to
mitigate problems in those situations? The home country may in some cases
have neither the resources (for example, in the case of a liquidity problem
in a foreign jurisdiction) nor the incentives (for example, in the case of a
solvency problem in a foreign jurisdiction) to act optimally. Put at its most
general, LCFIs potentially give rise to situations where there is a disjunction
between those charged with limiting systemic risk (the home country) and
those bearing that risk (the host). And that, in turn, calls into serious question
the home-host model of international supervisory cooperation.

In a world of LCFlIs, further thought needs to be given to how, and
by when, liquidity and capital might be provided to a distressed entity in
the context of banking resolution. By definition, this is likely to require
some international agreement among policy authorities, both home and host.
This will not happen quickly. But if super-systemic crises indeed become a
reality, the pressure for such an agreement will tend to increase rather than
diminish with time.
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A Note on Financial Stability

Craig H. Furfine*
Federal Reserve Bank of Chicago

In this short note, I present a framework for thinking about the issues that
Ingves and Hoelscher (2005), Sabourin (2005), Kupiec (2005), and Haldane
etal. (2005) have introduced. Luckily, these four papers have alot of common
ground. First, they all demonstrate quite convincingly that banking crises
are bad, systemic banking crisis are very bad, and suggest that contagious,
systemic banking crises are extremely bad. The areas of agreement across
these four papers, however, do not just stop there. When faced with the onset
of a banking or financial crisis, the four papers would argue that (a) complete
solutions are preferable to incomplete ones, (b) quick solutions are preferable
tothose thattake a great deal of time, (c) private sector solutions are preferable
to those that involve some sort of explicit financial backing from the public
sector, but also (d) that, for a variety of reasons, the private sector is neither
sufficiently quick nor sufficiently complete in offering solutions.

Of course, this would not be an interesting topic on which to base this
conference were it true that policymakers generally agreed on everything
of relevance. In broad terms, the areas of disagreement can be segmented
into (1) how best to prevent crises, (2) how best to intervene, given a crisis,
and finally, (3) how best to exit, given policymakers previous intervention
into a crisis.

1. Financial Stability versus Institution Stability

To begin thinking about the appropriate framework to consider, it is impor-
tant to acknowledge that what concerns policymakers is financial stabil-
ity, and not necessarily the stability of any given institution (Borio et al.,
2001). The subtitle of this conference is “resolving large bank insolvencies”
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and although we might question whether it is purely size that determines
importance, it seems clear that policymakers would not bother to gather
together at a conference subtitled “resolving small, insignificant, bank insol-
vencies”. With this simple insight, we can immediately derive some policy
implications and apply the lessons from those that have just spoken as they
relate to these implications.

So what is financial stability? I think policymakers ought to define the
goal of financial stability as one where you try to limit the costs to an economy
from financial distress, but that these costs must include those that arise from
any moral hazard induced by your actions. In general, financial system out-
comes are necessarily and critically determined by the interactive behavior
of a multitude of different individual institutions. Traditionally, policymak-
ers such as banking supervisors typically believed their mission was to limit
the likelihood of failure of individual institutions. This more “micro” view
would then treat systemwide outcomes as exogenous from the perspective of
the individual institution. Although financial stability and institution stability
have been defined to be on opposite sides of a spectrum, inreality policymaker
objectives obviously lie somewhere in between these two endpoints.

Now this very simple distinction between concern for the financial sys-
tem as opposed to concern about a financial institution has some immediate
implications. First, the structure and intensity of regulation and supervision
of financial institutions should be related to the systemic importance of the
institution. For example, large institutions may require year-round exami-
nation staff while other institutions may only receive relatively infrequent
off-site examinations. Second, when assessing risks to the financial system,
relevant stress tests are more appropriately delivered from the top-down
rather than aggregated from the bottom-up. That is, policymakers need to
identify the relevant stresses that they observe in the financial system (for
example, a rapid increase in commodity, equity, or real estate prices), and
then ask institutions to conduct stress tests based on specified scenarios.
While stress-testing has become more popular in the supervisory commu-
nity recently, in many cases, the tests are chosen by bank managers looking
at bank-specific risks. To the extent that the identified risks at the bank level
are somewhat diversified across banks, systemwide aggregation of bottom-
up stress-testing cannot provide policymakers with assurances regarding
the likelihood of systemic problems.
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2. Three Phases of Policymaker Effort

The four papers generally discussed elements of what we might call a sys-
temwide analysis. Broadly speaking, there are three parts to such an analysis.
First, there is the “prevention, surveillance, or the risk-assessment” phase.
Second, there is the “infrastructure, or supervision and regulation” phase.
Finally, the management and resolution phase.

Turning to the first phase, policymakers have already begun increas-
ing their market surveillance and risk assessment in the wake of the most
recent set of financial system crises. The Bank of England’s financial stabil-
ity reports, the Canadian Deposit Insurance Corporation’s standards guide,
and the International Monetary Fund and World Bank’s financial sector
assessment programs are some examples where policymakers attempt to be
transparent in their views of where they perceive risks and vulnerabilities
to exist in the financial system.

The second phase of the framework for financial system stability details
how best to provide the appropriate infrastructure to minimize the risk of
instability. Perhaps the most publicized element of the regulatory infrastruc-
ture is bank capital regulation. Even though the process that has become
known as Basel II has explicitly included the important role of supervision
and market discipline — the so-called second and third pillars — attention
remains focused on the details of pillar one, minimum capital. Analysis of
this issue remains focused on individual institutions. The Basel Committee’s
quantitative impact studies primarily are concerned with whether or not the
rules have unintended capital consequences for any given surveyed financial
institution. If we assume that a more risk-sensitive approach to measuring
required capital will be most beneficial to those institutions that can measure
and manage risks using current best practices, it seems logical to conclude
that these benefits will accrue to the largest and most sophisticated banks
in the world. If one further believes that supervisors are comfortable with
the aggregate amount of bank capital, then the implication is that smaller,
less sophisticated institutions might be expected to hold higher capital lev-
els in the future. While this might seem desirable from the perspective of
individual institutions, this may result in an unwelcome outcome from the
systemwide point of view if capital shifts away from systemically important
institutions in the aggregate.
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The final phase of promoting financial system stability is to implement
policies and procedures before a crisis occurs that detail how policymak-
ers expect to manage and resolve financial system problems when they
inevitably occur. Policymakers often support quick containment and quick
restoration of confidence (Ingves and Hoelscher, 2005), even though the
expectation of a quick intervention may introduce moral hazard. It is not
enough, however, to dismiss the moral hazard ramifications of quick con-
tainment by pointing out the fact that one never observes the counterfactual
collapse that your intervention has prevented. In a study of the Fed’s role
in promoting the ultimate recapitalization of Long-Term Capital Manage-
ment (LTCM), Furfine (2006) finds evidence consistent with the belief that
the market interpreted the resolution of this now-infamous hedge fund as
being beneficial to large institutions, especially those that were not directly
exposed to LTCM. Aside from, but in many ways related to the moral haz-
ard issue, is that policymakers must decide whether a particular instance
of financial trouble rises to the level of systemically important. In practice,
however, policymakers typically err on the side of caution rather than risk the
potential for even worse calamity if they do not intervene (Edwards, 1999).

After making the determination to intervene, the policymaker has to
make additional tough decisions. For example, which banks should stay
and which should go? Analogous to the classic question of distinguishing
illiquidity from insolvency, this, too, often is determined at least as much
by social, political and legal influences than by economic evidence that is
either insufficiently timely or incomplete or quite likely both.

3. Using the Framework in Practice

To consider how to implement the framework, consider these two hypo-
thetical scenarios. Suppose you are the policymaker overseeing a financial
system of 10,000 institutions. One of the largest 10 institutions is clearly
insolvent, is facing a massive deposit run, and you fear that over 1,000 other
institutions are holding deposits at this troubled institution in excess of their
capital. Do you intervene?

This description is not unlike that which U.S. policymakers faced in
1984 when the problems at Continental Illinois led to concerns of a sys-
temic collapse (Herring, 1987). In fact, this episode led to the explicit for-
mulization of the too-big-to-fail policy that policymakers in the U.S. have
spent the better part of two decades trying to disassemble (O’Hara and
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Shaw, 1990). Of course, looking at the Continental Illinois building across
the street from the Federal Reserve Bank of Chicago, one now sees Bank
of America. Although it is arguable whether a private sector purchase was
feasible in 1984, it seems more likely that faced with a similar situation
today, choices made by U.S. policymakers may well be different.

In another hypothetical scenario, suppose you are the policymaker over-
seeing a slightly larger financial system, say encompassing 50,000 or so
institutions. Roughly one percent of them may be in trouble because they
were geographically undiversified and their particular geographic location
received a large negative shock. Although 500 institutions is a fairly large
number, these troubled institutions are very small relative to the size and
scope of the entire financial system. Our framework for financial stability
suggests that you may well be inclined to let these institutions fail. Perhaps
you inquire as to why it was the case that these institutions were undiver-
sified, but in the end, if it is possible that other, larger, more diversified
institutions can participate in this particular region, then from a systemwide
perspective, that should be sufficient.

The analogy to the real world being drawn here, however, pertains to the
recent Asian financial crisis. Relative to the financial stability of the globe,
the financial systems of Thailand, Korea, Indonesia, and Malaysia need
not have been relevant. What made these systems important to local and
international policymakers is that no alternative mechanisms could have
provided the necessary financial services to support these countries had
the crises been ignored by the world’s policymakers. So perhaps additional
effort should address what is a disconnect between economic answers and
political realities. Policymakers can ask whether there would have been a
crisis in Thailand, for example, if the largest three Thai banking institutions
were UBS, Deutsche Bank, and Citigroup.

4. Final Thoughts

What does seem clear is that we as policymakers don’t yet have all the right
answers. The four papers have done a good job describing many of our exist-
ing tools for surveillance, recapitalizations and privatizations, supervision
and regulation, and how these tools have improved and how they can still
be further improved. This is obviously an important step towards financial
stability.



120 C. H. Furfine

References

Borio, Claudio, Craig Furfine, and Philip Lowe, 2001, “Procyclicality of the finan-
cial system and financial stability: issues and policy options,” Bank for Interna-
tional Settlements, paper, No. 1.

Edwards, Franklin R., 1999, “Hedge funds and the collapse of Long-Term Capital
Management,” Journal of Economic Perspectives, Vol. 13, No. 2, pp. 189-210.

Furfine, Craig H., 2006, “The costs and benefits of moral suasion: Evidence from
the creditors of Long-Term Capital Management,” Journal of Business, May,
forthcoming.

Haldane, Andrew G., Glenn Hoggarth, Victoria Saporta, and Peter Sinclair, 2005,
“Financial stability and bank solvency,” in Systemic Financial Crisis: Resolving
Large Bank Insolvencies, D. Evanoff and G. Kaufman (eds.), Singapore: World
Scientific Publishing Co. Pte. Ltd.

Herring, Richard, 1987, “Continental Illinois Bank and Trust Company,” New York
University, Salomon Center, case study.

Ingves, Stefan, and David S. Hoelscher, 2005, “The resolution of systemic banking
system crises,” in Systemic Financial Crisis: Resolving Large Bank Insolvencies,
D. Evanoff and G. Kaufman (eds.), Singapore: World Scientific Publishing Co.
Pte. Ltd.

Kupiec, Paul, 2005, “The IMF-World Bank financial sector assessment program:
A view from the inside,” in Systemic Financial Crisis: Resolving Large Bank
Insolvencies, D. Evanoff and G. Kaufman (eds.), Singapore: World Scientific
Publishing Co. Pte. Ltd.

O’Hara, Maureen, and Wayne Shaw, 1990, “Deposit insurance and wealth effects:
The value of being ‘too-big-to-fail’,” Journal of Finance, Vol. 45, pp. 1587-1600.

Sabourin, Jean Pierre, 2005, “The deposit insurer’s role in maintaining financial
stability,” in Systemic Financial Crisis: Resolving Large Bank Insolvencies,
D. Evanoff and G. Kaufman (eds.), Singapore: World Scientific Publishing Co.
Pte. Ltd.

*Craig H. Furfine is an economic advisor in the Research Department of the Federal Reserve Bank of
Chicago.



The Cost of Inefficient
Resolution of Large
Financial Institutions



This page intentionally left blank



Impediments to Fair and Efficient Resolution
of Large Banks and Banking Crises

Edward J. Kane*
Boston College

When applied to policymaking, economic efficiency becomes an elusive
touchstone. Its value lies in allowing us to use the welfare—economics dis-
tinction between improvements in allocating and distributing resources to
analyze the quality of political or bureaucratic decision-making. Mishan
(1969) stipulates that good policy decisions produce outcomes that are
simultaneously Pareto-efficient and “distributionally preferred” (that is, pro-
mote egalitarianism).

Policy decisions that maximize social welfare balance marginal bene-
fits and marginal costs across relevant opportunities, individuals, and time
horizons in an economically consistent fashion. However, in practice, short-
run political, bureaucratic, and careerist pressures can operationally narrow
the term “relevant” in nonegalitarian ways that foster strategies that prove
Pareto-inefficient when evaluated over longer periods and, even in the short
run, are welfare-reducing in the Mishan sense.

In most nations, incentives for authorities to appropriately balance
social benefits and costs rely on the alleged independence, professional
ethics, personal honor, and reputational risk aversion of high officials, ordi-
nary bureaucrats, and private watchdogs. Unfortunately, when policymakers
face either a systemic banking crisis or the insolvency of a major bank, the
first and last two controls create incentive conflicts that dispose authorities
to concentrate on avoiding blame for either causing, spreading, or prolong-
ing bank insolvencies. Few policymakers train themselves or their staffs to
confront the incentive conflicts posed by multiple or large-bank insolven-
cies. The result is that such events throws them into an ad hoc framework of
loss distribution that, to generate quick action, overly constricts the opportu-
nities, individuals, and horizons that their decisions take into consideration.
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A systemic banking crisis occurs when a number of individual economic
insolvencies surface at the same time. A crisis is marked by open depositruns
and urgent bank (and borrower) pleas for debt relief. It may be envisioned as
a political and economic struggle over how to design a tax-transfer program
that serves to unwind the losses troubled banks have accumulated and to
distribute these losses and returns from continuing loss exposures between
taxpayers and other bank stakeholders.

Every struggle may be likened strategically to a game. When insol-
vency resolution is played as a crisis game, it becomes an anti-egalitarian
contest, in which money and political power dictate the outcome. Espe-
cially in the short run, regulators and the average taxpayer lack the infor-
mation, the expertise, and the political and economic weapons needed to
defend taxpayer interests effectively against the strategic pressure that can
be exerted by savvy large depositors and politically well-connected bankers
and borrowers.

Section 1 introduces the concept of safety net capital and explains briefly
why and how banks accrue this capital. Section 2 describes the conditions an
ideal crisis-resolution strategy must meet and indicates that authorities could
combine standstill agreements, relicensing arrangements, and prompt cred-
itor haircuts to promote these conditions. Section 3 identifies impediments
to adopting fair and efficient insolvency resolution policies and attributes
the persistence of these impediments to difficulties of adapting a country’s
regulatory culture to evolving weaknesses in its private contracting envi-
ronment. Section 4 reviews the four major policy lessons this paper seeks
to communicate.

1. Bank Insolvency, Contracting Theory, and Safety Net Capital

Banking is a risky business. Risk-taking can lead to insolvency and insol-
vency reduces a bank’s capacity to redeem its deposits and other debt. In
a risky enterprise, contracting theory emphasizes that outside stakehold-
ers must control incentives for opportunistic risk-taking by managers and
owners (Jensen and Meckling, 1976; Diamond, 1984).

Given the speed with which a bank’s condition may sour, regulators and
depositors have good reason to police bank risk-taking and capital positions.
Economic analysis presumes that the desire to preserve their wealth would
lead a bank’s counterparties to negotiate an efficient set of pledges and
deterrent rights that protect their stake in any bank. In these negotiations,
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the bank has an incentive to reject a proposed restriction on its behavior if
the marginal cost of the safeguard to the bank promises to exceed whatever
reduction in financing costs the safeguard can generate.

Because contractual controls are never perfect, one’s first defense
against being victimized is to screen potential counterparties’ past behavior
for evidence of good character. Even where information flows are spotty
and unreliable, a banker or borrower can lower its marginal cost of bonding
its contract performance by investing in a strong reputation. The marginal
benefits of these investments are larger the weaker is the regulatory and
legal environment and the more strongly that cultural norms imbedded in
the economic environment reward truth-telling and honest dealing. A coun-
terparty’s word can be an effective bond only in circumstances where the
value of preserving one’s honor is extremely high or where counterparties
can punish noncompliance in timely and possibly brutal ways.

For depositors, individually negotiating and enforcing safeguards may
be inefficient. In principle, a properly incentivized third-party regulator can
lower the costs of monitoring and policing bank behavior in two ways: (1) by
centralizing the task of extracting and analyzing relevant bank and borrower
data; and (2) by better and more promptly coordinating actions designed to
curtail bank risk-shifting. Recognizing the threat posed by residual weak-
nesses in private and regulatory contracting, taxpayers expect governments
and institutions in every country to bond their performance by contributing
to a formal or ad hoc safety net.

From an economic perspective, an enterprise becomes insolvent when
its ability to issue and service debt can no longer be sustained from its own
prospective earnings. Economic insolvency is very different from account-
ing insolvency, which occurs when the book value of an institution’s assets
falls below the book value of its liabilities. Economic insolvency is a more
fundamental problem whose visibility is obscured by discretionary leeway
in whether and when losses and loss exposures must be recognized. In
practice, accounting insolvency seldom occurs until long after enterprise-
contributed net worth is exhausted. This is because an insolvent bank can
stay in business as long as it can maintain the capacity to transfer potential
depositor losses to implicit and explicit elements of the country’s safety net.

Financial safety nets stitch together three policy strategies designed to
help troubled banks to withstand (at least temporarily) customer pressure for
immediate closure: (1) procedures for sustaining a troubled bank’s liquid-
ity; (2) procedures for delaying the recognition and resolution of economic
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insolvencies; and (3) procedures for drawing other parties (especially tax-
payers) into the process of absorbing bank losses. Whenever market and
regulatory discipline are suboptimal, each of these procedures expands
opportunities for banks to shift risk. An inadequately constrained bank can
profit by increasing its insolvency risk: expanding its leverage and/or fatten-
ing simultaneously the positive and negative tails of its return distribution.
When it is successful, risk-shifting conveys to bank stockholders an intan-
gible claim that Kane and Wilson (2002) call “safety net capital”, Sy.

Sy capitalizes safety net subsidies. The crisis game promises to gen-
erate contingent subsidies even if a country’s procedures for helping trou-
bled banks are entirely implicit (that is, merely conjectured) rather than
being spelled out explicitly in policy guidelines or formal statutes. Although
not recorded on a bank’s conventional balance sheets, the value of Sy is
impounded in its market capitalization.

2. Benchmarking the Costs and Benefits of Egalitarian
Crisis Resolution

Kane and Klingebiel (2004) portray the resolution of an insolvency crisis as
a multiperiod optimization problem that unfolds over three phases: imme-
diate damage containment, medium-term industry restructuring, and a long
aftermath.! For implicit and explicit expenditures on containment strate-
gies (Cy) to be optimal across the three phases, authorities must consider
not only the net benefits that containment expenditures yield during phase
one (Bj); they must also take account of whether and how the resources
expended could have been used instead to increase the discounted value
of the maximal restructuring benefits (R;) achievable during the next two
phases. Restructuring benefits may be modeled as a portfolio of second-
phase and third-phase policy options that are either preserved, opened, or
closed by the containment policies employed. The value of restructuring
options depends to a first approximation on the value of the resources that

I'This section draws heavily on Kane and Klingebiel (2004), a paper that seeks to convert
case-study information on crisis management in 12 countries into rudimentary frequency
distributions of crisis-resolution actions and their consequences. In this sample, crisis man-
agement strategies followed in the philosophically more egalitarian countries of Scandinavia
proved superior to those pursued in other regions.
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are put aside to spend on them (Rys) and on the volatility (V) of the subse-
quent banking environment.

Assuming that authorities’ decision-making horizon extends across all
three phases, a time-consistent and egalitarian containment strategy would
maximize a two-piece social welfare function:

W = Bi(Cs) + Ri(Rs, V), (D

subject to budget restraint 7 given by the explicit and implicit fiscal
resources that can be assigned to implicit and explicit crisis-management
expense:

Cs+Rs=T. ()

A major impediment to adopting this ideal strategy is the overly opti-
mistic presumption that fair and efficient crisis-containment strategies can
be devised in the turmoil and conflict experienced during an actual crisis.
In fact, because the occurrence of a crisis strongly threatens the survivabil-
ity of the incumbent government and the professional reputations of high
officials, it tends to dramatically shorten authorities’ policymaking horizon.
Officials are tempted to adopt containment policies that favor the govern-
ment’s political supporters and to assign insufficient weight to how these
policies harm the restructuring options available to decision-makers in the
second and third phase of the crisis.

A banking crisis resembles a spreading fire. Banks suffering open
deposit runs may be deemed to be on fire. Supervisory personnel resemble
firefighters seeking to control the fire. Containment strategy, like firefight-
ing, seeks to locate individual fires and to stabilize the situation.

Efficient crisis management begins with an admission that, like a multi-
alarm fire, a systemic financial crisis can hit anywhere and with little advance
warning. Again, like a major fire, the damage a crisis ultimately works on
the financial sector, on the real economy, and on the average taxpayer can
be contained by timely and skillful treatment. To be able to efficiently stop
an emerging crisis from escalating, emergency response teams must be
assembled in advance and trained on a standby basis (Kane, 2001b). It is
unreasonable to ask emergency response teams to learn to use the financial
equivalent of gas masks, multi-storey ladders, and high-pressure hoses on
the fly.

During the containment phase, authorities seek to assess and arrest the
damage the system is experiencing. Like firefighters, their duties are to sort
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out which of the institutions that are on fire can and cannot be saved and to
minimize the damage to other structures by spraying on enough liquidity
to restore public confidence in salvageable banks’ ability to meet legitimate
customer demands. Alternative containment policies differ in the time and
resources devoted to the sorting activity and in how interim liquidity is
generated and disbursed.

How well and how cheaply the many damaged institutions can be reha-
bilitated depends very much on how the firefighters approach their jobs. The
sooner and more accurately they can identify hopelessly burnt-out banks,
the better.

Financial sector restructuring resembles the follow-up task of rebuild-
ing a fire-damaged neighborhood. Restructurers use sophisticated methods
to estimate asset values and to shore up salvageable institutions’ profitability
and reputation. Their task is to identify, clean up, and consolidate the portfo-
lios of insolvent banks and to see that the capital position of the reconstituted
firms is adequately restored by financial engineering.

3. Mechanisms for Decreasing Public Loss Exposure: Standstills,
Relicensing, and Haircuts

Containment treatments consist of haircuts, standstill requirements, loans,
credit lines, and guarantees. Haircuts reduce the value of creditor claims
to realistically collectable values that lie below contractually specified
amounts. Standstills put the claims of various private parties on hold for
a specified period of time. Other treatments create a series of immediate
or deferred government obligations. The credibility of these obligations
depends on the government’s ability to service them. This fiscal capacity
depends in turn on officials’ ability to scale back other planned expenditures
and to collect new taxes.

Emergency loans to troubled banks help the macroeconomy by provid-
ing funds with which to service customer demands for immediate liquidity.
Credit lines are meant to relieve customers’ anxiety and to curtail their
immediate demands by committing the government to provide future lig-
uidity support as needed. Long-lasting commitments make it reasonable for
customers to believe that they can successfully extract funds from troubled
institutions whenever in the future they might need them.

Guarantees are credit enhancements. They allow damaged banks to
borrow from other parties on the credit of their governments. The amount
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by which the guarantee lowers a bank’s cost of funds measures the gross
value of the “bailout” the guarantee delivers to the bank.

To the extent that government loans and credit lines are written at a
below-market interest rate, rescuers implicitly pump free equity into the
recipient’s capital structure. When the government does not plan to ask
banks to compensate it fully for the costs of supporting the credit enhance-
ment, some of this free equity capital is transferred from taxpayers to stock-
holders and creditors of recipient banks. Honohan and Klingebiel (2003)
define the capital that emergency treatments assign to troubled banks as the
bailout cost of the containment strategy (C').

At the margin, increased expenditures on containment entail two trade-
offs. They reduce the restructuring budget. They also promise to reduce
volatility V during the second phase, but this benefit comes at the expense
of raising industry volatility and safety net subsidies during the aftermath.
Assuming ”5?“2/
nity costs and benefits of shifting the last dollar of available fiscal resources
between containment and restructuring, so that:

< 0, optimal containment policy would balance the opportu-
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Blanket guarantees cover all liabilities and all banks regardless of their
economic viability. Issuing blanket guarantees violates the intertemporal
optimization condition in Equation 3 and ultimately explodes the intertem-
poral budget restraint 7' by relieving firefighters of their target-selection
responsibilities and deferring all triage activity to the restructuring phase.
By issuing blanket guarantees, a government can avoid having to desig-
nate the liabilities of burnt-out institutions as unworthy of government sup-
port. However, no matter what political and administrative benefits blanket
guarantees generate, keeping moribund institutions fully licensed generates
excess costs to taxpayers over the crisis as a whole. Moreover, because it
cedes control over future restructuring costs in part to the machinations of
the country’s weakest institutions, the loss tends to increase the longer the
guarantees are kept in place.

Governments that try to contain a spreading financial crisis by guaran-
teeing the liabilities of hopelessly insolvent banks paint themselves into a
corner. Their first challenge is to convince skeptical depositors that author-
ities possess the political will and fiscal capacity to make good on the full
range of their guarantees. Otherwise, emergency guarantees will appear
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inadequate and feed new and hotter fires. The problem with indiscrimi-
nate guarantees is that, as long as a deeply insolvent bank remains fully
licensed, clever depositors can cut their losses by removing or collateraliz-
ing their deposits. These actions decrease the “haircut” that the government
can impose on them when the bank’s insolvency is finally resolved.

Assuming its guarantees are credible, the government faces three
follow-on challenges: to control the amount of new debt that wounded insti-
tutions load onto the balance sheet of the government, to control how pru-
dently guaranteed institutions invest the funds they receive, and to cut back
or eliminate the guarantees once the restructuring process goes forward.
Licensed banks whose credit is fully guaranteed can issue the functional
equivalent of new government debt as long as they remain open. This tempts
managers of insolvent banks to abuse their access to government assistance
by taking on extremely high-risk projects. Although abusive “gambles for
resurrection” reduce the nation’s capital stock, they make sense to owners
and managers of insolvent banks. The government guarantor accepts the
full downside of these banks’ future losses, and at least in the short run the
guarantor is very likely to capture all but the most outsized positive returns.

Standstill requirements. The simplest standstill requirement is a brief
timeout taken to allow government forensic analysts and private auditors to
assess the depth and character of troubled banks’ structural problems. The
purpose of a several-day “banking holiday” is to allow specialists time to
diagnose individual-bank insolvencies and to recommend and impose pre-
liminary haircuts on formally uninsured depositors and nondeposit credi-
tors before these parties can liquidate or collateralize their exposure in the
bank. To assure prompt markdowns, authorities in all countries would be
well-advised to follow New Zealand’s lead. New Zealand is establishing a
computer-actuated capability at individual banks that could pass changes in
the accounting value of creditor claims through their balance sheets virtually
in real time (Harrison, 2004). (Governments might even specify in advance
that deposits withdrawn during the last few days of a holiday-causing run
would be reversed and subjected to haircuts as well.) In any case, haircuts
reduce the depth of each bank’s insolvency by cramming down the enforce-
able size of its debts. Haircuts protect taxpayers by lessening the extent to
which restructuring has to depend on taxpayer-financed loans, credit lines,
and guarantees.

Using the holiday to prepare a program of limited guarantees and to
write down insolvent banks’ uninsured deposits to values that their earning
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assets can genuinely service promises simultaneously to restore public con-
fidence both in the government and in the banking system. Examining
the aftermaths of pre-1992 systemic crises in which governments assigned
losses to depositors of insolvent banks, Baer and Klingebiel (1995) find that
the positive benefits of reducing depositor uncertainty relatively quickly
overcame the negative effects that surviving banks experienced from the
deposit write-down.

The social goals of fairness and avoiding civil unrest are best served by
minimizing the haircuts imposed on very small depositors. Small depositors
are unlikely to be sophisticated enough to have discerned in timely fashion
that their bank was not well run and, in any case, maintaining low-income
households’ ability to feed and house their families over the near future
deserves high priority.

The same two goals dictate that, at the end of the holiday, larger unin-
sured depositors be promised a just degree of immediate fractional access to
their transactable deposit balances (Kaufman and Selig, 2000). Of course,
when a bank’s portfolio proves particularly difficult to value, term deposi-
tors and nondeposit creditors (particularly foreign ones) might be forced to
wait longer.

Far-broader timeout strategies are possible, and might prove useful in
countries that lack U.S.-type bankruptcy protections for sustaining the cir-
cular flow of income and production. In an economy undergoing widespread
corporate distress, a government might mimic U.S. Chapter 11 protections
and conserve productive assets by instituting a grace period during which
major creditors of any important nonbank corporation would be required
to let the debtor delay payments of principal and interest due on existing
bond or loan contracts. These delays would grant important borrowers and
their creditors time to work out — aided perhaps by administrative courts
or qualified mediators or arbitrators — a replacement contract structure.
The new contracts would cram down the obligations of damaged debtors to
levels that they or their successor corporations or receivers can fairly and
realistically be expected to service in the wake of the crisis.

Forcing private parties to renegotiate unenforceable contracts is some-
times termed a “bail-in strategy”. As with the haircuts imposed on bank
creditors, reducing the formal obligations of bank borrowers or converting
their debts into equity positions before issuing government bailout loans or
guarantees would trap creditors that financed weak institutions into partici-
pating more fully in the intersectoral loss-absorption process. The strategy
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seeks to prevent better-informed private stakeholders in insolvent banks and
businesses from using covenant and other contractual rights to seize col-
lateral or accelerate their particular claims on banks and bank customers at
the expense of other claimants and of the level of current production.

The speed and accuracy with which containment haircuts can be sized
and banks relicensed depends on the extent to which appropriately trained
valuation professionals exist and can be shifted from their “day job” and
deployed in emergency teams by the supervisory agency (Pomerleano,
2002; Kane, 2001a, b). Especially in countries that combine weak account-
ing standards with feeble contract enforcement, a margin for error must be
built into haircut and relicensing decisions. To protect the average taxpayer,
the margin should increase with whatever gap exists between the complexity
of the insolvent bank’s positions and the skills of the appraisal team.

Explicit netting agreements and rights of set-off that foreign creditors
enjoy in offshore jurisdictions tend to reduce the size of the haircut they can
be made to absorb. Foreign creditors pose additional problems in that they
may be better informed than domestic creditors and be able to move funds
out of the country just before the crisis breaks. Even in the midst of a banking
holiday, they may be able to undertake trades on multinational networks that
further reduce their haircut exposure. The need to confront these problems
explains why controls on capital movements are often included in crisis-
containment strategies.

A depositor timeout that lasts for weeks or months is called a “deposit
freeze”. As long as even a partial deposit freeze lasts, it curtails the liquidity
of affected customers and reduces the nation’s aggregate money supply. To
minimize customer inconvenience and macroeconomic fallout, salvageable
banks should be relicensed and even at banks that are delicensed and placed
in the restructuring program, insured depositors should be granted access
to their funds as soon as this becomes administratively feasible. It must be
emphasized that crisis managers are bound to mishandle holidays, freezes,
and relicensing if they have not engaged previously in disaster planning
exercises and crisis management simulations.

Relicensing and liquidity support. Walter Bagehot’s (1894) time-tested
policy advice for managing aggregate liquidity during a systemic crisis is
for the central bank to lend freely to solvent banks — albeit at a penalty
interest rate and only on good collateral. This policy limits the taxpayer
burdens that emergency lending can generate and creates an incentive for
borrowing banks to repay their loans promptly when the crisis eases.
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The obverse of this advice is for governments to avoid lending to insol-
vent banks at all, even on good collateral and certainly not at below-market
interest rates. Such banks’ ability to raise and invest new funds must be
curtailed by delicensing. Collateralized loans to insolvent banks unfairly
undermine the positions of depositors and the deposit insurer by stripping
away some of the bank’s best loans and investments from the already under-
sized pool of assets on which other claimants must rely for repayment.
Collateralized government loans to insolvent banks harm holders of these
banks’ pre-existing liabilities in two ways: directly by increasingly limiting
their chances for repayment to recoveries from poorly performing assets
and indirectly by generating incentives for borrowing banks to invest any
new funds these deals raise in excessively risky ways.

The time frame over which insolvent institutions extract liquidity sup-
port typically begins several months before the onset of system-wide depos-
itor runs. The very noisy and unserviceable runs that bring a systemic crisis
to a head are preceded by less-disruptive “silent runs” on individual institu-
tions. The trigger for a silent run is that the aggregate size of capital short-
falls at insolvent banks becomes so large that savvy large-denomination
depositors begin to doubt that the government has the fiscal capacity to
honor its implicit and explicit guarantees of troubled institutions’ outstand-
ing liabilities.

Once individual depositors of an insolvent institution doubt the govern-
ment’s ability to underwrite bank losses, they have an incentive to quickly
collateralize their deposits or redeem them at par before an open run can
close this option to them. The deeper they suspect a bank’s insolvency to be,
the stronger this incentive becomes. Even in countries with well-developed
capital markets, troubled institutions cannot easily sell customer loans for
fair value prior to maturity. This means that an insolvent institution’s first
line of defense against a silent run is to take out collateralized loans secured
by its best assets from various counterparties, including especially the cen-
tral bank and stronger institutions (often foreign ones).

As the fraction of depositors seeking redemption and collateralization
grows, an insolvent bank’s use of liquidity enhancements becomes larger
and larger as well. For this reason, supervisory authorities should require
banks to file daily or weekly reports on positions whose growth can signal
the existence of a silent run: collateralized deposits, repurchase agreements,
and central-bank and foreign borrowings. When their early warning signals
flash, authorities should send valuation experts to investigate the quality
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of the ailing banks’ loan portfolios and reporting systems. Even though
this fact-driven examination strategy might advance the onset of systemic
pressure, it would constrain the ultimate size of aggregate insolvencies by
blocking last-ditch gambles for resurrection. It would also reduce the gov-
ernment’s overall loss exposure by making it harder for sophisticated depos-
itors to escape their fair share of bank losses.

To embrace Bagehot’s advice, a crisis government must have planned
for crisis by assembling an administrative staff that can distinguish quickly
between deeply insolvent banks and those that are solvent enough to be
salvageable. (It might also prepare itself to enlist a multinational team of
experts to supplement in-house skills.) To access the budgetary resources
necessary to cull insolvent banks promptly, officials’ commitment to the
norms of egalitarianism and honest dealing must be strong enough to resist
the strong political pressures a crisis unleashes to rescue powerful special
interests at taxpayer expense.

4. Determinants of Safety Net Capital

The magnitude and frequency of safety net support varies both across coun-
tries and over time. The marginal costs and benefits an individual bank
experiences in expanding or narrowing the risk-shifting options imbedded
in Sy are affected by the ways in which over time a country marries its
bank-customer contracting environment with the limitations on government
monitoring and enforcement activity inherent in its regulatory culture.

4.1. Dimensions of a country’s contracting environment

A major feature of any country’s contracting environment is the mechanisms
that firms and governments use to strengthen the enforceability of nominal
stockholder and creditor claims to corporate cash flows. These mechanisms
include contractual credit enhancements (such as collateral and third-party
guarantees) and less-specific guarantees implicit in the quality of a firm’s
management and corporate governance.

A country’s narrower bank-customer contracting environment has three
principal dimensions: (1) the quality of the information that banks and
counterparties exchange (informational transparency, 7); (2) the strength
of the performance bonds and deterrent rights counterparties can negotiate
to protect their stake in individual banking deals (deterrency, D); and (3) the
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extent to which regulatory arrangements do or do not effectively compensate
for weaknesses in 7" and D.

Information may be defined as knowledge or news about broad mar-
ket forces and individual-borrower prospects that a competent economist
could use to produce an unbiased estimate of the opportunity-cost value
of a bank’s tangible and intangible net worth. Governments regulate trans-
parency by requiring banks to submit to outside examinations and to pub-
lish regular financial statements under penalties for fraud and negligent
misrepresentation. Despite these safeguards, banks routinely engage in
“window-dressing” and government examiners are expected to treat adverse
examination data as confidential. When the industry is weak, authorities typ-
ically go even further, helping banks to put a favorable “spin” on whatever
unpleasant facts are leaking out.

The risk-shifting opportunities a bank enjoys depend on the vision and
deterrent rights that its counterparties and supervisors possess and on these
parties’ incentives and ability to exercise their risk-control options promptly.
Because regulatory discipline tends to displace at least some private disci-
pline, the net social benefits that society derives from enhancements in
government supervision are easy to exaggerate. The extent (R) to which
regulation actually compensates for weaknesses in the bank customer con-
tracting environment tends to be greater in ordinary times than when a
crisis threatens or ensues. The implicit elements in a country’s safety net
become directly observable only in crisis circumstances. During crises,
government enforcement of risk-control measures typically deteriorates as
political pressure for government-sponsored bailouts of powerful parties
becomes intense.

In turn, the safety net capital that surfaces in a crisis establishes prece-
dents that promise to worsen future bank behavior. To weaken this effect,
taxpayer pressure for improved disclosure and supervision encourages
authorities to strengthen chartering criteria, disclosure requirements, and
capital regulation to some degree when a crisis is past. Still, the precedent
established by rescue operations reinforces the perception that governments
and multilateral institutions will do what it takes to protect major banks dur-
ing future crises. Patterns of regulation that decrease the probability that a
bank will ever be liquidated simultaneously lessen private counterparties’
incentives to invest time and energy in monitoring their banks or to respond
promptly to evidence of bank weakness. Regulators’ reluctance to fail and
unwind large domestic banks inefficiently encourages managers of these



136 E.J. Kane

banks to grow by absorbing smaller competitors and delivers benefits to
foreign banks that deal with these banks and their major customers.

4.2. Effects of a country’s regulatory culture

It is reasonable to suppose that how well the incentives of top regulatory
officials align themselves with societal interests during the crisis game
depends on officials’ accountability (A) for policy mistakes and ethical
lapses. Accountability expresses the extent to which officials can be made to
answer after the fact both for losses and loss exposures that regulators failed
to recognize or deter in at timely manner during the precrisis period and
for having accepted corrupting benefits from banking interests for resolving
insolvencies in industry-subsidizing ways.

Opportunities for a bank to engage in precrisis risk-shifting may be said
to vary inversely with the quality of its contracting environment (£) and the
quality of regulatory oversight (R). This means that, at any time, Sy should
be a decreasing function of E and E itself should be an increasing function
of transparency, deterrency, and regulatory accountability.

E = E[T, D; R(A)]. 4

The semicolon in equation 4 expresses the hypothesis that other equations
exist in which variation in A and R both influence and respond to the level
of T and D.

Bank regulation and supervision often constitute a complex game of “cat
and mouse”. Bankers routinely conceal from external auditors and govern-
ment examiners at least some adverse elements of their firm’s economic
condition and performance and at least a few of the unhedged elements in
their risk-management program (for example, the extent to which recourse
is implicitly conveyed to investors in credit-card securitizations). Troubled
banks are usually masters of concealment, persuasively mischaracterizing
lasting problems as temporary difficulties that are going to be cured by
(projected) future profits.

Insolvency resolution cannot be fully efficient unless banking regulators
faithfully perform four duties of “public stewardship” that I believe common
law imposes on all public servants:

1. Vision (maintaining a capacity to recognize risk-taking and capital short-
ages in timely fashion);

2. Prompt corrective action (being committed to control the value of
implicit and explicit guarantees);
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3. Least-cost resolution (efficiently curing insolvencies that corrective
action fails to avert); and

4. Truth-telling (keeping taxpayers informed about the opportunity costs
of regulatory strategies).

Before insolvency resolution can begin, regulatory personnel must
unearth and competently analyze enough hidden information to declare
the bank legally insolvent. This search for hidden evidence as well as the
ways in which regulators respond to this evidence are limited by a coun-
try’s particular regulatory culture. In the U.S., the Federal Deposit Insurance
Corporation Improvement Act of 1991 establishes accountability only for
the middle two duties. Not enforcing the duty of vision makes it easier for
regulatees to keep an informational edge on regulators. Not enforcing the
duty of truth-telling enables regulators to keep taxpayers and politicians
poorly informed about defects in regulatory structure and performance.

Anthropologists define a culture as ways of living that are built up by a
group of humans dwelling in a perceived community and transmitted across
generations. By analogy, a country’s regulatory culture is a set of traditions,
values, and beliefs that dictate how members of a country’s regulatory com-
munity are supposed to act. The norms of this culture must be consistent
with national standards of fair play and with limits on the use of government
power embodied in a country’s larger political and legal environment.

Regulatory cultures differ in the regulatory rights they convey, in how
they convey these rights, and in how they constrain the exercise of these
rights. Important differences affect six component processes of rule-making
and enforcement:

e Statutory authority and reporting obligations,

Formulation and promulgation of specific rules,

Technology of monitoring for violations and compliance,
Penalties for material violations,

Ex ante accountability: Due process with assigned burdens of proof
(to guarantee fairness), and

Ex post accountability: Rights of appeal (to bond the fairness
guarantee).

Cultures do not remain static. Over time, the effectiveness of a given
regulatory culture may be undermined by innovations in regulatees’ con-
cealment capacities and increases in regulatees’ political clout. To func-
tion efficiently in a world of rapid technological and political change, each



138 E.J. Kane

component process must be able to adapt promptly and appropriately to
changing circumstances. However, regulatory norms are designed to accom-
modate industry political interference and to limit the speed and extent of
regulatory response to emerging problems and new ways of doing things.

In modern nation states, norms that restrict regulatory authority and its
exercise are rooted in a distrust of governmental power that traces back to
cruelties unleashed on the populace in the near or distant past when the
country was occupied, colonized, or run by ruthless monarchs or one-party
governments. Four such regulatory norms are nearly universal. Together,
they allow an economically insolvent bank to extend its life beyond (usually
far beyond) the point of economic insolvency:

1. Industry-support norm: This norm allows innovations in concealment
capacity or risk-taking to expand until their adverse effects can be proven.

2. Mercy norm: This norm grants supervisory and regulatory favors to
bankers whose losses appear to trace to “bad luck” that are denied to
bankers who aggressively or fraudulently flout the rules.

3. Presumption-of-innocence norm: In applying the mercy norm, this pre-
sumption gives individual banks the benefit of any doubt. It demands
that bank examiners and higher government officials treat accounting
and control weaknesses as evidence of bumbling rather than bad faith
until their trust in a bank’s management team has completely and con-
vincingly evaporated.

4. Job-simplification norm: This norm generates a particular aversion to
failing and unwinding large or complex banking organizations or to
engaging in detailed crisis planning that fair and efficient insolvency
resolution demands.

5. Summary Implications

This paper sounds four themes. First, delays in confronting and resolving
financial distress increases the depth and duration of banking crises. Sec-
ond, norms that prolong these delays are to varying degrees built into the
regulatory structure of individual countries by endogenous political and
bureaucratic forces. Third, these same norms support unfair and inefficient
patterns of initial crisis containment that increase the overall cost of crisis
management (Honohan and Klingebiel, 2003) and the extent to which the
average taxpayer is made to shoulder this cost (Halac and Schmukler, 2004).
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Fourth, regulators and supervisors could lessen these costs by planning
explicitly for crises and debugging these plans by conducting simulated
exercises in crisis containment and resolution at regular intervals.?

Requiring supervisory personnel to manage a simulated crisis has sev-
eral advantages. The process would force top officials both to plan in detail
and to staff for actual crises. In setting up a crisis-containment fire drill,
planners would be able to design their agencies’ response protocols in full
recognition of the limitations on actions imposed by their regulatory cul-
ture, but in the absence of the disruptive distributional politics they would
face in an actual crisis. They would also be able to test and coordinate the
protocols they formulate without risking irreversible damage to either the
national economy, their agency’s budget, or their individual careers. At the
same time, these exercises would provide a way to drill into institutional
memory the lessons learned in temporally and geographically distant crises.
Finally, publicizing the protocols in advance of any actual crisis can impart
to agency personnel the confidence to apply these lessons aggressively.
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The resolution of bank crises in the transition economies, at least until the
late 1990s, differs from resolution elsewhere. Transition banking experi-
enced a birthing stage in which a decentralized private banking system
was carved out of the vestiges of a public monobank structure. The banks
carved out of the state monobank were often undercapitalized and, most
importantly, were expected to support the state-owned enterprises (SOEs)
in the evolving market economy. Furthermore, the state-owned commercial
banks (SOCBs) were often joined by poorly capitalized and loosely regu-
lated new entrants. In essence, the birthing process provided the seeds of
a banking crisis. However, calling transition banking a special case begs
the issue of understanding how these countries corrected the situation rela-
tively quickly. Although the transition experiences in dealing with financial
fragility were often costly and sometimes drawn out by a slow learning
process, most countries in the region now have remarkably strong banking
systems.

In this paper, we examine the experiences of transition economies with
financial fragility. In the first section, we characterize the birthing process
and the three essential features of banking crises in transition economies.
In the next section, we examine the experiences of seven important tran-
sition countries in order to identify the salient features of their efforts to
resolve banking crises. Our reflections on these experiences are found in a
concluding section.
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1. Banking in Transition Countries: The Birthing Process

Banking sectors in transition economies (TEs) underwent a birthing stage
in which a decentralized private banking system was carved out of the
vestiges of a public monobank structure. In some TEs, a single new bank
assumed the entire commercial portfolio of the monobank; in others, several
new commercial banks were born. In addition, one or more large specialty
banks existed having monopolies over their respective core activities, for
example, a savings bank for primary deposits and a foreign trade bank for
all foreign currency transactions. The resulting state-owned commercial
banks (SOCBs) were undercapitalized and expected to support the state-
owned enterprises (SOEs) in the evolving market economy. In addition,
entry requirements were relatively lax to induce domestic competition so
that poorly capitalized and loosely regulated private entrants added to the
seeds of banking crises.

Governments in the TEs faced three interrelated major tasks in devel-
oping efficient banking sectors from this embryo. First, most of the SOCBs
were insolvent. Prior to transition, loans were not made according to mar-
ket criteria so that many of the existing assets held by these banks became
nonperforming in the market economy. In addition, the situation was exacer-
bated at the outset of transition by governments that were eager to eliminate
fiscal deficits. They eliminated fiscal subsidies to SOEs, which turned to
their SOCBs for financial support. Therefore, the first task for developing
independent banking sectors was to correct the incentives that generated
bad lending and to make transparent the financing of government policies.

Bank insolvency has two components, namely the stock of inherited bad
loans and the flow of new bad loans. To prevent the recurrence of insolvency,
any resolution program must remove from the banks both the incentives to
make bad loans and the impediments that prevent them from extricating
themselves from weak clients. To the extent that SOCBs are unable to shed
SOEs that cannot perform profitably in the market environment, providing
financial support for these clients insures that bad loans will continue to
impact adversely the solvency of SOCBs.

The second task, creating the institutional and legislative infrastructure
to support and facilitate the transition to a market economy, was of equal
importance. Without the supporting institutional and legislative infrastruc-
ture, neither the information nor the incentives for resolving bank insolven-
cies are forthcoming. Therefore, institution building is necessary although
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it is not sufficient. Specifically, bankruptcy laws and accounting standards
were required to change the behavior of economic agents who were accus-
tomed to operating in the non-market environment and human capital devel-
opment was needed for effective implementation. Proper attention must
be given to the incentives of individual decision-makers if the legislation
is to be implemented successfully. Hence, any resolution program must
be integrated carefully with the evolving institutional structure to avoid
inconsistencies and unwarranted expectations. Since the SOCBs held the
predominant share of banking assets, the third task was bank privatization.

To avoid a moral hazard problem, the government must be able to com-
mit credibly to a final resolution of the insolvency problem. Multiple recap-
italizations of SOCBs in the TEs were taken as evidence of an inability
or unwillingness on the part of governments to harden budget constraints
on banks and, by association, their client SOEs. In retrospect, a combina-
tion of the difficulties of recognizing the full extent of the problem due to
the dynamics and a reluctance to allow banks to sever relationships with
existing weak clients influenced significantly the policy options.

The European Bank for Reconstruction and Development identifies
27 TEs (not counting China and the other Asian TEs) although the group
is probably no more alike than any random sampling of nations around
the world. Included are large countries, for example, Russia, and extremely
small countries, for example, Slovenia and Estonia. Considerable differ-
ences in the level of development are observed from Central Europe to
Central Asia leading to significant differences in banking systems. In order
to provide an overview of the salient issues, we focus on seven TEs that have
different characteristics and pace of bank restructuring. We include the
two largest TEs, namely, Russia and China, and we consider the TEs with
the most developed banking systems, both at the start of transition and at the
present, namely, Poland, Hungary, and the Czech Republic. In addition, we
consider two other TEs with a long history of grappling with banking devel-
opment, namely, Bulgaria and Romania. Our choices do not include very
small countries, those with idiosyncratic political situations (for example,
former Yugoslavia) or those with minimal extent of financial intermedia-
tion (for example, some of the Commonwealth of Independent States). For
estimates of the costs of bank restructuring programs, we draw on those
found in Caprio and Klingebiel (2003), Tang et al. (2000), and Zoli (2001).
Bonin and Wachtel (2003) summarize banking developments in transition
and Enoch er al. (2002) addresses the issue of resolution.
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2. Resolving Bank Crises in Transition Countries

Poland. A two-tier structure was established in 1989 resulting in a central
bank, nine regionally based SOCBs and four specialty banks. In 1991, the
Polish government recapitalized banks to cover losses from the currency
devaluation. By 1993, nonperforming loans were still 31 percent of total
bank loans as banks continued to lend to their nonrestructured SOE clients.
With the support of the World Bank, the Polish government designed a bank-
led enterprise restructuring plan that linked bank privatization and recapi-
talization with bad-debt workouts. In addition, the agricultural bank BGZ,
which is an umbrella for numerous agricultural cooperative banks, was
recapitalized. The government also made efforts to restructure the indus-
try by orchestrating mergers through a bank consolidation program. Caprio
and Klingebiel (2003) indicate that the cost of recapitalizing the seven com-
mercial banks in 1993 was $750 million and the cost of recapitalizing the
agricultural banks was $900 million. Zoli (2001) estimates the total fis-
cal cost of all restructuring efforts in Poland at only 7.4 percent of gross
domestic product (GDP), most of which was due to initial recapitalizations
in 1991.!

Throughout this period, the payment system functioned with a few
notable early problems due to the underdeveloped infrastructure for clear-
ing checks among the regional banks. In addition, financial depth did not
decline and foreign participation, both greenfield and in the privatization
process, began after 1995. The legal infrastructure, which was largely the
pre-Communist commercial code because extensive legal reforms did not
occur until the later 1990s, was adequate for the early development of the
banking sector. The central bank operated at arms length from bank restruc-
turing and played an effective supervisory role. By 1998, a majority of the
banking system was private and, by the end of the following year, more than
half of bank equity was foreign owned.

The fundamental characteristic of the Polish approach to bank restruc-
turing is that the responsibility for working out bad loans was retained by
the banks, which were expected to promote enterprise restructuring. The
program was intended to build institutional capability in the banks and
provide flexible enterprise restructuring without government interference.
The underlying presumptions were that the major banks had sufficient

1Zoli’s estimate appears to ignore the continued fiscal support for the state-owned savings
bank and agricultural bank.
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information about their large SOE clients either to promote restructuring
or to opt for liquidation and that the banks had sufficient incentives to
maximize debt collections. Actual experiences indicate that restructuring
dominated bankruptcy and that the main workout instrument used by the
weaker banks was the debt-equity swap. Bonin and Leven (2001) find that
new credit extended to three large military—industrial clients by one SOCB
in the program exceeded the total amount of the bank’s recapitalization and
left it with more, rather than less, exposure to these clients. Hence, Poland’s
program strengthened, rather than severed the ties between banks and their
undesirable clients and provided breathing room for weak SOEs to postpone
painful restructuring.

Hungary. The birthing process in Hungary started with the establish-
ment of the SOCBs in 1987 and a regulatory agency in 1992. Although the
initial steps were appropriate, two sources of difficulty emerged. First, lax
entry standards resulted in the creation of many small and poorly capital-
ized or poorly run de novo banks that were responsible for several instances
of fraud. Many of the de novo banks became insolvent and were either
closed or forced to merge with other institutions. Although this experience
threatened the stability of the financial system, no systemic crisis or explicit
bailouts by the government or the central bank occurred. Second, the estab-
lishment of the SOCBs did little to change the relationship between banks
and their traditional SOE customers, particularly because the banks were
organized along sectoral lines. Bad loans by SOCBs to SOEs accumulated
rapidly. Moreover, improvements in accounting rules for classifying loans
and new bankruptcy legislation served to indicate that the bad loan problem
was large and growing.”

In an initial effort to recapitalize banks in 1991, the Hungarian gov-
ernment extended loan guarantees for inherited bad loans. The government
bought loans and interest claims that totaled almost 3 percent of GDP and
paid for them with specially issued bonds. About one-third of the loans
were transferred to a factoring agency for workout and the rest was left with
the banks to work out under contracts with the Ministry of Finance that
restricted new lending.

The Hungarian approach involved dealing with bank recapitalization,
enterprise restructuring, and institutional development simultaneously. Dur-
ing 1993, the government developed a program for the recapitalization of
large (nonbank) SOEs. The government bought or forgave debts of these

2Abel (2002) provide more information on Hungarian banking.
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enterprises and the banks received government bonds in excess of 1 percent
of GDP as part of the program. Nevertheless, the amount of bad or doubtful
debt at the banks kept increasing and another comprehensive recapital-
ization followed at the end of 1993 when capital injections of more than
$1 billion were made. The recipients included the three large SOCBs, which
accounted for over half of the overdue credit in the banking system and were
insolvent. Later stages of the program in 1994 provided additional financing
and incentives to deal with bad loan problems. The total amount provided
was somewhat less than 2 percent of GDP and the three large commercial
banks received over 80 percent of the funds involved.

Multiple recapitalizations of its SOCBs earned Hungary the dubious
reputation at the time as being the country most oblivious to moral haz-
ard. The first recapitalization was insufficient both because the instruments
used were not sufficiently liquid or financially attractive and because the
banks were still servicing bad clients. The second bank recapitalization was
ultimately successful because soon afterwards Hungary adopted a policy
of privatizing state banks by selling controlling shares to strategic foreign
investors. The willingness of the Hungarian government to sell large banks
to strategic foreign owners provided the credible commitment of no further
bank bailouts and hastened reforms in the relationships between banks and
SOEs. Between mid-1994 and 1997, all of the Hungarian state owned-banks
were sold to foreign investors.

The Hungarian experience points to the importance of SOCBs achieving
independence both from the state and from undesirable clients. By the end of
the 1990s, the Hungarian banking sector was the strongest in the region. The
costs of the recapitalization programs in the 1990s amounted to 13 percent
of 1998 GDP (Tang et al., 2000).

Although the Hungarian banking sector is largely well capitalized and
controlled by foreigners, it has not been immune to banking crises. A few
small banks have been liquidated without any direct cost to the government
because the deposit insurance agency covered the deposits. In 1997, a run
on the sixth largest bank resulted in its nationalization and the subsequent
dismissal of the bank’s management for fraudulent behavior. It continued
to accumulate losses and cost the government 1.7 percent of GDP (not
included in the above total costs). The bank was privatized in 2003 for about
2.75 times its book value illustrating the resiliency of the mature Hungarian
banking system to resolve successfully a banking crisis and avoid systemic
problems.
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Czech Republic. Working capital of SOEs in Czechoslovakia was
funded by short-term, low-interest, revolving bank credit (TOZ loans). All
of these loans were transferred to a hospital bank and the large SOCBs were
freed of bad loans accumulated before 1991. This restructuring program cost
about $750 million or less than 1 percent of GDP. About one third of the
funds went to capital infusions to the large banks and the rest was related
to the takeover of bad loans. However, the SOE clients remained with their
parent banks that continued to provide banking services and new loans. To
encourage competition, privatization, and expansion, all banks were given
refinancing credits by the central bank.

Three of the largest four banks in the Czech Republic participated
in the first wave of voucher privatization in 1992. Investment funds, the
largest of which were created by these banks, were an integral part of the
Czech voucher privatization program. Hence, this initial divestiture of state
holdings in banks and companies resulted in an interlocking ownership of
banks and clients in which the state retained large controlling stakes of the
privatized banks. The banks maintained their long-standing soft-lending
relationships with their voucher-privatized enterprise clients and through
the bank-owned privatization funds now held an equity interest in these
firms. Voucher privatization strengthened the relationships between banks
and their clients and contributed to rapid deterioration of the banks’ bal-
ance sheets. In addition, the existence of the state-owned hospital bank
made it impossible for the government to commit credibly to end further
bank bailouts. Moreover, tax laws that restricted write-offs and laws that
restricted the ability of banks to sell collateral contributed to the growth
of bad loans. Although the situation was quickly apparent, several years
passed before any meaningful efforts were made to resolve the problems.

In the interim, many small- and medium-sized banks encountered lig-
uidity problems, which led to additional resolution programs (Matousek and
Taci, 2002). At the end of 1995, a second consolidation program involved
closures, liquidations, and mergers of many small- and medium-sized banks
with the central bank acting as lender of last resort to keep open some of the
banks in receivership. Although the 18 banks in this program represented
only 9 percent of bank assets, fear of a systemic bank crisis provided the
rationale for the government’s policy. The program cost to the central bank
was 2 percent of 1996 GDP.

In the summer of 1996, a run on Agrobanka, the fifth largest bank at the
time, resulted in liquidity support of over $500 million. The government
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provided liquidity by buying bad assets at face value if the bank agreed
to improvements in management, developed a workout plan, reduced risky
activity such as securities trading, and obtained infusions of capital from
the owners. An additional $500 million was committed to the program.

Finally, during 1996 and 1997, a stabilization program covering bad
loans in the large banks was enacted to deal with solvency issues. As a
consequence of the recapitalization programs, the government once again
became the majority owner of the four large Czech banks. Neither the cre-
ation of a separate hospital bank for bad loans nor several rounds of clean-
ing up the banks’ balance sheets had made the big four Czech banks strong
financial institutions. In 1997, the government belatedly adopted a strat-
egy of selling the banks by auction to foreign strategic investors. The first
such sale was the purchase in 1998 of Investicni a Postovni Banka (IPB)
by Nomura. Nomura took no active role in reforming the bank, choosing
instead to tunnel value from the bank’s investment funds. Large loan losses
led to a run on deposits and IPB was taken over by the central bank. The
central bank provided a guarantee against future loan losses and removed a
further $2.5 billion of bad loans from IPB.

Extensive banking system problems persisted throughout the 1990s in
the Czech Republic, well after Hungary and Poland had established mature
banking systems. In 1999, 30.6 percent of all bank loans were nonperform-
ing (Caprio and Klingebiel, 1999). The privatizations of the three large
Czech banks were preceded by loan transfers to the hospital bank, which
totaled more than 3 percent of GDP. Privatization revenues provided some
partial offset and in one case, the government provided guarantees against
future losses from inherited loans as part of the privatization deal.

Tang et al. (2000) calculates the present value of restructuring costs
in 1998 as 4.8 percent of 1998 GDP for the central bank, mainly from
the second consolidation program in 1997, and 20.6 percent of 1998 GDP
for the government, mainly from the initial capital infusion in 1991 and
the purchase of bad loans in the early 1990s. However, the hospital bank,
which is the principal asset management company in the Czech Republic,
has a poor record of collecting debts, has borrowed from the central bank,
and has government guarantees. Any further losses incurred by the hospital
bank could increase the costs of bank resolution in the Czech Republic,
which is already far greater than the costs incurred in Hungary or Poland.

Bulgaria. At the start of transition there were a large number of state-
owned banks in Bulgaria, both sectoral banks and regional commercial
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banks. Following a voluntary merger of 22 of the former credit branches
of the central bank to form United Bulgarian Bank (UBB), government-
orchestrated restructuring began with the formation of the Bank Consolida-
tion Company in 1993 (Bonin, 2004). However, two impediments to banking
sector development persisted. First, enterprise reform lagged and support for
SOE:s shifted from the budget to quasi-fiscal subsidies through the banking
system. Second, banks routinely granted forex credits to enterprises with-
out holding forex deposits and currency mismatch proved to be a serious
problem for the solvency of the banking system. In 1992, the government
attempted to address the currency issue by providing banks with govern-
ment bonds denominated in dollars (ZUNKSs) in return for loans. However,
responsibility for loan recovery remained with the banks.

The initial efforts at bank restructuring in Bulgaria were an expensive
failure. In 1993 and 1994, the costs were 10.9 percent and 23.1 percent
of GDP, respectively.> Two of the sectoral banks and UBB required injec-
tions of liquidity from the central bank in 1995 and most of the SOCBs
were insolvent. About half of all loans in SOCBs were nonperforming but
the political will and the legal framework to close down banks was lacking.
Finally, in 1996, 19 banks accounting for almost one-third of banking assets
were closed. In February 1997, a currency crisis erupted as the lev depreci-
ated significantly. A currency board, established in July 1997 to deal with
the macroeconomic crisis, prohibited central bank lending and provided the
credible commitment to no further bank bailouts. From 1996 to 1997, bank
restructuring costs were shared by the government, through additional loan
for bond swaps, and the central bank, through losses on unsecured credits.
Total costs amounted to 9.9 percent and 4.1 percent of GDP in 1996 and
1997, respectively.

Over the decade, the total cost of bank restructuring in Bulgaria was
41.6 percent of GDP, far larger than the cost for any other TE.* Bank restruc-
turing failed in Bulgaria for two primary reasons. First, the incentive struc-
ture for banks was not changed because bond swaps for bad loans did
not stem new lending to the same unreformed SOE clients. Second, the

3All the figures here are present values in 1998 as a percent of 1998 GDP, as calculated by
Tang et al. (2000).

4Of course, a country must have a significant banking sector to incur large restructuring
costs. If fiscal transfers financed by monetary expansion are used to support loss-making
enterprises, as in Ukraine, explicit bank restructuring costs may not be incurred. However,
the economy still suffers efficiency losses and costs from macroeconomic instability.
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institutional framework for improving the banking system did not exist.
Prudential regulations and supervision were not in place until 1997, several
years later than in the other European TEs, and international accounting
standards were not applied until 1998 (Tang et al., 2000). Neither the nec-
essary institutional structure nor a credible commitment to abstain from
further bailouts existed before the establishment of the currency board.

Romania. The birthing process in Romania resulted in one large com-
mercial bank carved from the portfolio of the central bank, which joined
four specialty banks. The balance sheets of these state-owned banks were
deteriorating from the start. Efforts at macroeconomic stabilization wors-
ened the conditions of some of the banks. Exchange rate liberalization
and the elimination of subsidized agricultural credits led to financial dis-
tress at the foreign trade bank, Bancorex, and at Banca Agricola due to
accumulating bad debts from directed credits to the energy and agricul-
tural sectors, respectively. The two banks raised interest rates in 1997 in
order to attract deposits and stave off runs, which affected the ability of
the central bank to conduct monetary policy. Late in 1997, the government
bailed out the two banks with $1 billion in bonds, almost 3 percent of GDP
that were then refinanced by the central bank. At the end of 1998, over
50 percent of all bank credit was rated in the loss category and even more
in Bancorex. Clearly, the solvency of the entire Romanian banking system
was at stake.

The anticipated restructuring of the large foreign trade bank, Bancorex,
never took place although a new management team was put in place. The
International Monetary Fund (IMF) estimates that subsequent mismanage-
ment and delay in restructuring Bancorex doubled the cost to the public of
resolving the crisis. In February 1999, the government established a hospital
bank to take over the bad debts from Bancorex and Banca Agricola. Most
of Bancorex’s loan portfolio was transferred to the agency for workout; ini-
tially this amounted to about $1.7 billion or 5 percent of GDP. However,
the bank’s problems were insurmountable and Bancorex collapsed in April
1999 after a run by depositors even while efforts to restructure it were ongo-
ing. Since further recapitalization would require a fiscal outlay in excess of
5 percent of GDP, the government decided to close Bancorex and merge the
healthy part of its portfolio with the large state-owned commercial bank.
In addition, about $2 billion more in bad loans from Bancorex and Banca
Agricola were transferred to the hospital bank. To avoid a systemic crisis, the
central bank provided liquidity. In addition, the government compensated
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the commercial bank for deposit withdrawals and any balance sheet gap
resulting from its absorbing Bancorex.

From the beginning of 1997 through the end of 2000, the assets of
the Romanian banking sector shrunk by about 50 percent in real terms.
Improved organization of bank supervision did not occur until late in 1999.
Romania was both slow to achieve macroeconomic stabilization and slow
to recognize bank insolvencies. Although privatizations to foreign investors
have begun, the banking system remains fragile.

Russia. The two-tier banking system began in Russia (then Soviet
Union) in 1987 with the separation of commercial bank functions from
Gosbank? and the creation of sectoral banks by enterprises or former branch
ministries. Sberbank, the state savings bank, held most household deposits,
which were channeled directly through the state banks to enterprises. New
entry into Russian banking was dramatic; a few hundred banks were cre-
ated in 1988 and 1989 and the number of new banks increased by about
1,000 in 1990 and by another 1,000 shortly thereafter (Aslund, 1996). Most
banks were small and poorly capitalized; some of them were merely house
banks for enterprises, although some later emerged as the largest com-
mercial banks in Russia. In addition, Russia’s banking system remained
extremely thin throughout the 1990s; the extent of financial intermediation
was low even by comparison with other TEs.

Although the Russian banking system was immature, the financial crisis
of 1998 exhibited many classical causes. First, asset stripping and excessive
risk-taking by banks occurred in an environment with little supervision of
banks, no uniform accounting standards, and a willingness of the central
bank to provide liquidity to the banking system. Second, balance-sheet
expansion involved both currency and maturity mismatches as the banks
bought long-term, high-interest, ruble assets with short-term, and often low-
interest dollar-denominated liabilities. Although there was little effort at
risk management, the banks remained solvent under Russian accounting
standards and prudential regulations. Nonperforming loans were reported
to be only 19 percent of total loans in 1997, which was no higher than in the
European TEs and less than in some of the Asian countries that experienced
a banking crisis at the same time. However, because of the absence of

SWith the exception of Sberbank, the former state-owned banks went through a metamor-
phosis during privatization as branches became independent entities and then regrouped into
larger banks.
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effective regulation and of a program for restructuring, much of the Russian
banking system was in serious difficulty even prior to the government debt
crisis of 1998.

The banking crisis only became apparent when the fiscal crisis caused
the government to suspend payments on its debt, which resulted in the
collapse of the ruble. Bank withdrawals led to an immediate shortage of
liquidity. Small banks suffered due to their ties to the large banks and the
withdrawal of central bank liquidity after the collapse of the ruble. The cen-
tral bank responded by allowing banks to draw on required reserve deposits
for payments and by offering stabilization credits to banks. To forestall a
bank run, banks were encouraged to shift 50 percent of their ruble deposits
and 10 percent of their foreign currency deposits to Sberbank, which was
thought to enjoy full implicit deposit insurance because the central bank is
its majority shareholder. As the transfer of deposits to Sberbank continued,
the quality of its balance sheet deteriorated because it was required to adopt
international accounting standards.

The full extent of the solvency problem in the banking system was real-
ized in subsequent months, particularly as pressure from international finan-
cial institutions led to closer scrutiny of the banks. The Russian authorities
agreed to conduct due diligence reviews using Western accounting standards
for 18 of the largest banks accounting for about one-half of banking assets
outside of state-controlled banks. Legal reforms involving bankruptcy and
banking laws to facilitate restructuring and rehabilitation of banks were
begun and a commitment was made to strengthen the supervisory capacity
of the central bank. However, restrictions on foreign participation in bank-
ing remained in place. The number of banks operating in Russia decreased
due to closures and consolidations. More importantly, total credit and the
real money supply contracted sharply. The credit contraction did not have
a larger effect on the economy because of the low level of financial inter-
mediation at the time.

Progress at bank restructuring was slow because the authorities delayed
taking actions under the new legislation, which only came into effect in
mid-1999 and also encouraged delays. An agency for restructuring prob-
lem banks, ARCO, was established but the rules invited procrastination. A
bank that fulfilled certain criteria as to size and the nature of their problems
had to be referred to ARCO by the central bank. ARCO decides whether to
manage or liquidate the problem bank (Chekurova, 2001). The rules are full
of contradictions, for example ARCO takes on the rights of shareholders
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at an annual meeting but it may only replace management for one month.
Furthermore, although ARCO was responsible for the restructuring pro-
gram, only the central bank could withdraw a banking license. ARCO had
few resources available so it appeared that the government intended to lig-
uidate rather than restructure the large banks. In addition, the interests of
individual depositors were disregarded during liquidation as most of the
money in the banks was removed shortly before the process began. Caprio
and Klingebiel (2003) estimate that the cost of a full bailout of Russian
banks was $15 billion or between 5 percent and 7 percent of GDP.

Observers of Russian banking noted immediately the problems with
the Russian approach to bank restructuring. First, the limited resources
available meant that potentially efficient banks were liquidated, probably
by design (Thiesen, 2000). Second, the potential contribution of foreign
financial institutions was ignored (Buch and Heinrich, 1999). Third, ARCO
itself had little authority to change bank operations and incentives once a
restructuring took place.

Although the post-1998 changes were a sharp departure from the wildcat
approach to banking that had prevailed, no comprehensive plan for restruc-
turing, no clear and prompt application of prudential rules, and no introduc-
tion of private (foreign) capital with the proper incentives were forthcoming
(World Bank, 2002). Even if Western prudential standards had been applied
to Russian banks prior to 1998, the fiscal crisis would have precipitated a
banking crisis because the banks were large holders of government debt.
Nonetheless, the government’s response was inadequate and its misman-
agement added to the public perception of the fragility of Russian banks.

The Russian experience provides the best illustration of the impor-
tance of having an adequate institutional framework in place. In Russia, the
necessary legislation did not exist nor was the commitment to utilize the
existing legal structure or the ability to apply existing law forthcoming. In
addition, the central bank did not act quickly to begin bank restructuring,
even in situations in which it had the authority to do so. Although there are
ample reasons to criticize the highly politicized and inconsistent approach
to bank restructuring taken by the Russian authorities after the 1998 crisis,
the banking system did rebound remarkably in the post-crisis years.

China. China has only recently begun to deal with the problem of non-
performing loans in its four large SOCBs, which account for more than
two-thirds of both domestic credits to the nonfinancial sector and house-
hold deposits. Throughout the 1980s and in the first half of the 1990s, bank
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loans to GDP increased from 50 percent to 120 percent. The Commercial
Banking Law, promulgated in 1995, ostensibly made banks responsible for
their profits and losses but it also contained language that required banks
to conduct lending in accordance with the government’s industrial policy.
If the latter directive is in conflict with the former, SOCBs cannot be held
fully responsible for lending decisions. By 1996, loss-making SOEs were
predominant so that the consolidated financial position of the state sector
was negative. During this period, the government explicitly sought financial
support from the SOCBs in the form of policy loans that accounted for more
than one-third of total bank loans in the 1990s (Bonin and Huang, 2001).

The Chinese government began to address the bad loan problem in
1994 by creating three banks to take over policy lending. By 2000, the
policy banks accounted for over 12 percent of bank loans in China. In
1999, the Chinese government established four asset management compa-
nies (AMCs), one associated with each of the four large SOCBs, to deal
with nonperforming loans amounting initially to about 19 percent of the total
loans on the books of SOCBs. By attaching each AMC to a large SOCB, the
Chinese government created an incentive problem. Even though a sunset
provision has been imposed on the AMCs, a SOCB is likely to view its
AMC as a bin into which bad loans can be discarded continuously. Simulta-
neously, the government has been pursuing a program of restructuring and
downsizing SOEs. Hence, the clients of the SOCBs are becoming stronger
financially. At the same time, the private sector is growing rapidly, provid-
ing banks with healthy potential clients. Current Western estimates indicate
that the totality of bad loans in banks and AMCs constitute about 40 percent
of GDP. To what extent China can grow out of this bad loan problem and
to what extent the large SOCBs will require considerable recapitalization
is an ongoing concern for the government.

In many TEs, privatization of SOCBs to majority foreign owners estab-
lished an arms-length regulatory relationship between the government and
the banks and provided credibility to the no-bailout commitment. The four
large Chinese banks will not be privatized in this way in the foreseeable
future. In addition, Chinese banks are protected from outside competition
because the capital account remains closed and operations of foreign finan-
cial firms are limited, despite China’s recent entry into the World Trade
Organization. Hence, considerable institution building and gradual divest-
ing of government stakes in the SOCBs by sales in the stock market must
be combined to impose the necessary financial discipline on China’s four
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large banks. The final cost of the eventual resolution of bank insolvencies
in China is likely to be toward the upper range for the TEs and may be as
large as 40 percent of GDP.

3. Conclusion

The experiences with bank resolution in the transition countries are related to
peculiar aspects of the transition and to idiosyncrasies of a particular coun-
try’s banking sector; nonetheless several overall lessons can be drawn. First,
solvency will continue to plague the banking system so long as the incen-
tive structure that encourages banks to support weak SOE:s is not changed.
By its nature, banking is a relationship business and bad relationships are
hard to break; removing inherited bad loans from banks is less important
than freeing banks from inherited bad clients. Czech voucher privatization
strengthened the ties between weak enterprises and their banks; in con-
trast, although the Hungarian program involved multiple recapitalizations
of banks, it addressed the issue of bad relationships. As a result, the Czech
Republic took over a decade to deal with soft lending whereas Hungary
moved relatively quickly to change the incentive structure in banks by sell-
ing banks to foreign owners. Thus, the final cost of bank resolution in the
Czech Republic was more than double that in Hungary.

Second, the method chosen to deal with bad loan problems can rein-
force the bad relationships that are responsible for insolvency problems.
Bank involvement with workouts is likely to perpetuate the relationship to
the bad customer, as the Polish experience indicates. However, establish-
ing a hospital bank or an asset management company to workout the bad
loans creates a moral hazard dilemma because of the expectation of further
government-financed purchases of bad loans. The Czech Republic fell vic-
tim to this trap and China appears to be doing the same because the asset
management companies are associated with a particular bank. Therefore,
neither a centralized hospital bank solution nor a decentralized program
leaving responsibility for bad loan workout with the banks is a panacea.

Third, repeated recapitalizations strengthened direct ties between the
government and banks making a credible commitment to arms-length reg-
ulation difficult. Hungary used the sale of the banks to foreign investors
to remove the government from bank—client relationships. The establish-
ment of a currency board in Bulgaria provided a credible legal constraint on
bailout activity that was strengthened by subsequent rapid sales of the banks
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to foreigners. Continued state ownership of banks invites ongoing govern-
ment intervention and impairs the ability of regulators to act independently.
The conflict of interest faced by the Russian central bank as both regulator
and owner of Sberbank and government ownership of the four large Chinese
banks are prime examples. Continued state ownership of the savings banks
in Romania and Poland, an agricultural bank in Poland, and the largest com-
mercial bank in Romania permitted these governments to pursue industrial
policy through banks to the detriment of effective regulation.

Fourth, institutions matter but formal legislation is less important than
the ability to implement vigorously equitable and transparent supervi-
sion. The absence of prudential institutions or the lack of skills among
regulators impeded crisis resolution in Bulgaria, Romania, and Russia.
Finally, resolving bank crisis in transition countries is only weakly related
to macroeconomic performance. In the Czech Republic, Romania, Russia,
and Poland, economic growth resumed before bank insolvencies were fully
resolved. In addition, China has an exemplary record of high growth and
low inflation. On the other hand, in recent years, Hungary has grown faster
than the Czech Republic and Poland while Bulgaria has grown slightly
faster than Romania. Hence, experiences in the transition countries lend
weak support to the thesis that the failure to address financial fragility is a
deterrent to sustainable economic growth.
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1. Introduction

In an earlier presentation, we have discussed the difficulties in managing
systemic crises.! Financial difficulties become intertwined with political and
social problems. Delays generate uncertainty about the state of the financial
system, rumors, and growing panic. The social and political deterioration,
in turn, affects economic decision-making. Crisis management under these
conditions becomes both difficult and complex. Deciding on policy options
is often made more difficult by an unclear picture of the true financial con-
ditions of banks and by limitations in the legal and institutional framework.
Political instability can add an additional layer of confusion and can limit
the range of resolution options.

Given the chaotic nature of banking crises and the numerous sources
of missteps and implementation problems, what is the best way forward?
It is tempting to say that each crisis should be approached as a new case,
avoiding a “cookie cutter approach” to resolution and seeking to identify the
peculiarities of each country’s legal, institutional and cultural characteris-
tics. However, broad guiding lessons can be identified for crisis prevention
and crisis resolution.

The first best approach is to prevent or to minimize banking crises.
The better we are at preventing crisis, the less necessary will resolution
become. Experience also points to best practices or general principles for
crisis resolution.

ISee Hoelscher and Ingves (2004).
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2. Prevention

Contrary to a common saying, “the best offense is a good defense”. Efforts
to prevent crises pay off handsomely in lowering the incidence of crises
and lowering the costs when crises emerge. The supervisory and regula-
tory framework must be sufficiently robust to ensure rapid identification of
banking weaknesses and implementation of corrective actions.

Prevention of systemic crises requires a broad-based effort, aimed
at establishing appropriate macroeconomic and microeconomic policies.
Macroeconomic policies that aim at stable price levels and strong economic
growth will support a strong banking system. Microeconomic policies
should target a variety of internal factors to strengthen financial intermedi-
ation, including an appropriate operating environment, and internal gover-
nance of financial systems.”> These factors should be supported by strong
supervision and bank resolution framework.

Supervisory practices are an essential component of the framework
for preventing banking crises. In reviewing international experiences of
supervisory actions, the following framework has proven important for early
warning and prevention of crises:

e Bank resolution framework. The authorities need sufficiently clear
powers to implement their desired strategy.

e An independent bank supervisor with discretionary powers to act
at an early stage. In a number of jurisdictions, as a result of legal
limitations or political interference, bank supervisors have no inde-
pendence to impose remedial actions to weak banks at an early
stage. Furthermore, sometimes they must follow very rigid steps
before intervening a bank, including a mandatory requirement for
requesting weak banks to submit rehabilitation plans, which in some
case may simply delay bank resolution actions.

e Supervision on a consolidated basis. In some cases, financial groups
have used unregulated affiliates (including offshore banks) to evade
supervision and hide their true financial condition.

e Careful monitoring of loans to related parties. Due to political
interference or weak supervisory capacity to enforce credit limit to
insiders, a number of banks have failed as a result of large exposures
to insolvent related parties.

’Lindgren, Garcia, and Saal (1996).
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e Strong legal protection for bank supervisors. The risk of legal retal-
iation from former bank shareholders also postpones the adoption
of early bank resolution measures by banking supervisors.

e An additional factor in preventing crises is adequate planning.
Good supervision will identify problems when they are still man-
ageable. The earlier difficulties are detected, the more options are
available. However, the authorities must move quickly to address
small problems before they become big problems. Rapid and effi-
cient action can limit subsequent costs and economic disruption.
An equally important part of crisis prevention is planning for crises.
Supervision cannot prevent banking failures. The authorities should
be prepared, with clear options for addressing emerging and wors-
ening crisis cases.

e Proper rules and practice runs during stable times pays. Countries
find it useful to have considered the appropriate range of options
concerning the management of systemic crises before the crises
emerge. While not able to predict the exact course of a crisis, iden-
tification of the key decisions that must be made, the sources of
information and identifying who is responsible can speed develop-
ment of an appropriate policy response.

3. Legal Structure

Limitations in the legal system have been a key reason for suboptimal results
in bank restructuring. Even when the banking strategy is comprehensive and
fully agreed, weaknesses in the legal system have hampered bank resolu-
tion efforts. Such weaknesses have resulted in (1) incentives to postpone
adequate treatment of failing banks; (2) higher costs for bank resolution;
and (3) weaknesses in the banking system.

The following legal issues are common in countries facing systemic
crises:

e [nability to write down shareholder capital. Bank supervisors
should have legal powers to write off shareholders’ equity to facil-
itate bank resolution.

e Limited legal authority to facilitate bank sales. Many supervisory
authorities face restrictions on the sales or transfer of bank assets of
failed banks. In some jurisdictions, shareholders continue to have
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legal rights even after bank failure, thus preventing the authorities
from taking cost-reducing resolution actions.

o Weak mandate of supervisory, deposit insurance, or resolution
agencies to restructure banks. Bank resolution entities should have
a clear organizational framework, be adequately capitalized, and
have a board composed by reputable professionals.

e [Ineffective procedures to implement purchase and assumption
transactions. In practice, banking legislations should give super-
visors the necessary legal authority to transfer to a third institution
a portion of “privileged” liabilities from a failed institution along
with its good assets. This is meant to contain the risk of legal chal-
lenges from the remaining creditors.

e [Insufficient knowledge of judges on banking matters. In some juris-
dictions, judges have limited knowledge of banking matters, which
has impeded the resolution of banks or the legal prosecution of the
former managers and directors of failed banks.

e Lack of legal protection to staff and board members of agencies
responsible for bank restructuring. Lack of legal protection from
litigation for bona fide actions taken in the exercise of their duties
impairs banking resolution efforts.

A strong preventive framework would address these weaknesses
and strengthen the overall legal framework for crisis management and
resolution.

4. Resolution

Supervision alone cannot resolve all crises once they have begun. Once a
crisis breaks out, what are the policy principles that will limit the extent of
the crisis and reduce the eventual costs?

e Strong political support. Crisis management and resolution implies
a redistribution of wealth within the society. Political leadership
is essential if this process is to be seen as fair. Moreover, public
disagreements or expressions of doubt among prominent govern-
ment participants can undermine confidence in the containment and
restructuring process.
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Prompt recognition and resolution of banking distress lowers the
cost of resolution. The sooner the problems come to light, the greater
will be the options available to the authorities to tackle them. The
faster the authorities get control of failed institutions, the lower will
be the resolution costs and the faster the reestablishment of financial
stability.

Banks should be allowed to fail. Bank failure can be a positive force
for banking system stability. The presumption should not be that
all banks must be protected. In any decision to use public money to
support a bank, the benefits of keeping a bank open must be judged
explicitly against the costs to the public sector and to the banking
system of maintaining a weak bank.

Bank resolution should follow a principle of equity and fair treat-
ment. Restructuring policies should be applied to all banks on a
uniform basis. Existing shareholders should be the first to either
inject additional capital or lose their investment.

Bank restructuring must be comprehensive or financial difficulties
will persist and, with time, grow. The resolution options chosen
should not only resolve current banking problems, but also address
the medium-term structural problems found in the legal and insti-
tutional framework. Any nationalized bank should be run by a third
party with an established reputation and experience in bank man-
agement, or by new managers and board members that are fit and
proper and isolated from political interference.

Economic authorities must maintain close coordination. While a
clear legal and operational division of labor is necessary to facili-
tate bank resolution, it is critical that a fluid mechanism to coordi-
nate and communicate actions is put in place. Furthermore, strong
leadership is vital to shepherd the restructuring process and avoid
influence from third parties.

Restructuring of the banking system will be easier if depositors and
other creditors are protected. When faced with a systemic crisis,
experience suggests that, where feasible and when the costs can be
covered by fiscal resources, a blanket guarantee can ease creditor
fears and facilitate the closure of weak banks.

Legal action must be taken against bank officials responsible for
banking failure. The prosecution of managers and directors respon-
sible for wrongdoing in banks is the best recipe to impose market
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discipline. In cases when legal action has been taken, remaining
actors in the market understand that the authorities are determined
to have a sound and safe banking system. In the absence of such
resolve, similar accidents will be repeated in the future.

e Asset resolution is an essential complement to bank restructuring.
An early and active involvement in impaired asset management
prevents credit discipline from eroding. A variety of institutional
arrangements and techniques are available. They should be chosen
in order to achieve the desired trade-off between rapid resolution
and recovering the value of the impaired assets.

e Exit from guarantees. Any guarantees introduced as part of the
restructuring strategy will have to be phased out as soon as possible
without jeopardizing financial stability. Fears of renewed financial
deterioration may lead to tendency to postpone such a phase out.
However, the longer guarantees are in place, the greater are the
moral hazard implications. Successful guarantees have been phased
out in progressive stages where each stage is seen by markets as a
non-event.

5. The Role of the Fund

During the period 1980-2003, virtually every country in the world has
undergone some form of financial crisis.® However, only a few countries
have suffered multiple crises. Fortunately, at the country level, banking
crises are low frequency events. As aresult, the local knowledge of managing
banking crises is often lost, as staff involved with the intensive period of
crisis containment and post crisis reconstruction retire or move to other
responsibilities.

The Monetary and Financial Systems Department in the International
Monetary Fund is charged, in part, with assisting countries facing such
crises. Following the Asian crisis, the fund recognized the importance of
assembling teams of professionals with experience in managing systemic
banking crises. In response, the department established a dedicated division,
staffed with experts who have helped resolve some of the most devastat-
ing banking crises. Experts in the division have been involved in every
systemic crisis since the mid-1990s and have assisted countries address a

3Lindgren et al. (1996), and Hoelscher (2004).
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myriad of banking difficulties. This staff provides a source of knowledge
and experience concerning best practices and experiences in other countries
and stands ready to commit members’ countries within days of being called.
Constant practice builds a knowledge base that is hard to maintain at the
national level.

An important part of our work is the drawing of lessons and the iden-
tification of preferred practices. The department has published a series of
papers drawing broad lessons from the crises since the mid-1990s. In addi-
tion, we are finalizing a series of detailed ex post analyses that review the
development of specific crises and a step-by-step review of the advice pro-
vided, the success in implementation of that advice, and the results. We hope
that such work will strengthen our understanding of the forces unleashed
in banking crises and the appropriateness of different combinations of con-
tainment and resolution tools.

6. Conclusions

Banking crises are chaotic events. Uncertainties and fears make identifica-
tion of the problems and design of the solutions difficult. Moreover, eco-
nomic difficulties become intertwined with political and social problems.
Uncertainties about the conditions of the economy bring out political rival-
ries and may lead to social chaos. The social and political deterioration, in
turn, affects economic decision-making.

Crisis management under these conditions is complex. As
H. L. Mencken stated, as quoted in our companion paper in this volume, you
can always find answers to complex problems that are “simple, neat, and
wrong”. The solutions tried during the last two decades have been innova-
tive. Their effectiveness, however, has been mixed. To blame the instruments
is too simple. A complex mix of economic, political and social factors all
affect how and when these instruments can be best used.

Crisis containment must be a priority in the initial stages of crisis man-
agement. Emergency liquidity support and blanket guarantees have proven
to be powerful tools to achieve this containment. However, they must be used
appropriately and there are conditions under which the tools are not credible
or when they increase sharply the cost of the crisis. The authorities mustbe in
a position to carefully evaluate the appropriateness and risks of these tools.

Bank restructuring is a bank-by-bank activity. It involves bank diagnosis
and the design of appropriate bank-specific resolution strategies. There is
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no presumption that all banks must survive the resolution phase. Successful
restructuring requires sound banks and strong shareholders, able to ensure
the profitable management of their bank over the medium term.

The bank restructuring phase is fraught with difficulties and potential
setbacks. Experience suggests that the biggest threats to successful restruc-
turing of the banking system include failure to complete the restructuring,
excessive forbearance, failure to ensure loss sharing of shareholders, incon-
sistent treatment of banks, and lack of political support for the process.

Given the difficulties and uncertainties of crisis management, preven-
tion should be of significant concern to the authorities. A number of mea-
sures can strengthen the supervisory framework and the authorities’ ability
to prevent crises. Among these measures are creation of an independent
banking supervisor with discretionary powers to act at an early stage, con-
solidated supervision of financial sector groups, careful monitoring of loans
to related parties, and strong legal protection for bank supervisors.

Once prevention fails, bank resolution should be as efficient as possible.
Bank resolution strategies should be comprehensive and complete. More-
over, the faster the recognition and resolution of banking distress, the more
efficient and less costly will be the resolution. For that reason, strong polit-
ical support is necessary to ensure the full implementation of the strategies
designed. Particular efforts should be made to ensuring that the legal system
is adequate for the strategy adopted.
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Most countries have experienced a major banking crisis during the last
three decades, and no regions have gone unscathed. Emerging markets,
transition economies, and developed countries have been hit. Currently,
however, there are few crises now “hot” so we have the luxury to reflect
on what has happened during the last three decades to draw lessons for
policy reform: What, if anything, can be done to reduce the likelihood of
a banking and financial crisis? Once the financial system does experience
trouble, what policy responses appear more or less sensible and effective?

Generally, responses entail some reallocation of wealth to revive fail-
ing or failed banks (and implicitly or explicitly the borrowing firms) to
help restart productive private investment. Such responses, however, entail
costs. First is the direct burden on taxpayers when there is a government-
led bailout, which can slow economic recovery. Second is the problem of
misallocation of capital that may prop up “zombie” firms and leave both
physical capital and workers locked into low productivity activities, again
slowing economic recovery. Third is the traditional moral hazard problem
of firms or banks being too big or too connected to fail, making the system
more fragile in the future. Achieving the right balance to reignite economic
growth has proved to be quite challenging.

The three papers on this panel address key questions in this area. First,
Kane puts valuable emphasis on the costs that are associated with delay-
ing resolutions to crises. He describes the political and institutional forces
that slow and distort responses and how forbearance tends to increase sig-
nificantly both the size of the problem and ultimately taxpayer burdens. In
particular, Kane highlights the short horizon (that is, high discount rate) of
decision-makers in crisis responses (see also Kroszner, 1998, 2000). Kane
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proposes that practice “fire drills” for regulators and supervisors may help
them to resolve troubles more quickly. While valuable, such exercises are
not likely to make much headway against many of the larger political and
institutional forces favoring delay.

Bonin and Wachtel provide a rich description of alternative approaches
taken by seven transition economies to banking crises (Poland, Hungary,
Czech Republic, Bulgaria, Romania, Russia, and China). The authors quite
rightly underscore that the entities called banks in these countries have not
operated as banks in the textbook sense, but more closely resemble what
I call “off-balance-sheet fiscal arms of the state” (Kroszner, 1998), which
have “responsibilities” for supporting targeted sectors and constituencies.
Bonin and Wachtel’s case studies illustrate how foreign ownership of banks
tends to change the political-economy dynamic since foreign banks tend
to have less of close relationship with the state and act more like banks in
the textbook sense. The authors emphasize that improved credibility of the
national governments can help to avoid moral hazard problems and prob-
lems of connected lending, but more should be done to explain concretely
how a government can achieve such enhanced credibility.

Finally, Ingves and Hoelscher outline a three-step program for dealing
with crises. First is containment, including emergency liquidity provision.
Second is bank restructuring, with some loss sharing between the public and
private sectors. Third is setting up institutions or legal frameworks that allow
for corporate debt restructuring and efficient management and disposal of
failed loans and enterprises. The authors emphasize that prevention is the
most important policy issue, butitis unclear to me how such a sensible three-
step plan makes crises less likely. Ingves and Hoelscher are acutely aware of
the difficulty of implementing the three-step approach given the incentives
and constraints of a country’s political institutions. A key question that
remains unresolved is whether the International Monetary Fund or any third
party can be a credible enforcer following a crisis. Without such credibility,
the three-step plan will be unlikely to be able to mitigate moral hazard to
prevent crises or to avoid costly delays.

The broad conclusion for policy that emerges from the experiences
of the last three decades is “the need for speed”. Delay in recognizing
and responding to troubles at banking and financial institutions tends to
increase substantially the extent of the crisis and the costs, in terms of both
lost output and taxpayer burden in the ultimate response. The political and
institutional incentives that generate forbearance are a first order problem
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around the globe and should be the primary focus of policy reform (see
Kroszner and Strahan, 1996, 2001). We are still at an early stage in devel-
oping an approach that will work in a wide variety of countries, but the
experiences described in these papers provide valuable lessons for, at the
very least, what not to do.
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Lawyers are notorious for working backward. They begin at the end, antic-
ipating the worst-case results. They then work back to the beginning: to
manage the risk anticipated at the end. If nothing bad happens, their work
is not noticed. But if the contingencies occur, the planning was vital.

We write this paper in this fine old tradition. It works backward, from the
insolvency of a cross-border financial group. But it does not stop at the usual
stage: suggestions for better insolvency law. It is hard enough to suggest
reform of cross-border insolvency law, and almost impossible to implement
these suggestions. Instead, this paper goes even further back: to principles of
bank supervision. We believe that reformed supervisory practice might ease
the problems of cross-border financial group insolvency. And cross-border
supervisory reform is practical. The Basel process works, if the consensus
develops.

This paper begins with the basics. After a few preliminaries, it proceeds
to the bank insolvency of a single entity. This has a few complexities of
its own. At least in the United States, bank insolvency law greatly differs
from the insolvency law of ordinary business firms (Baxter et al., 2004).
These distinctions are only exaggerated for cross-border bank entities. The
paper then further climbs the complexity ladder, and discusses group insol-
vency. A financial group can consist of many entities, sometimes hundreds or
even thousands. These groups are often closely intertwined. The large num-
ber and close relationships of group entities adds to the complexity of the
group’s insolvency. This complexity is costly — and possibly unnecessary.
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A simpler organization might be a safer one: one with fewer entities and
fewer linkages among its entities.

If a simpler organization is a safer one, is there any reason for complex-
ity? We do not answer this question, because we do not know the answer.
We do not know why financial groups favor complex structures, and look to
the usual suspects, like tax, corporate law, and secrecy. But whether these
structures have any social benefits that offsets their cost in insolvency is
beyond this analysis. This paper concludes with a call toward research in
this direction.

1. Basic Definitions

This paper discusses ‘“cross-border challenges in resolving financial
groups”. This title contains three ambiguous terms: “cross-border”, “resolv-
ing”, and “financial groups”. We will discuss resolving (or related terms such
as “resolution” or “insolvency”) below, once we have developed some more
basic concepts. Here, we concentrate on financial group and cross-border.

Major financial firms typically do not operate as a single juridical
person. Instead, they are organized as groups, generally with a single well-
defined parent holding company and any number of wholly owned sub-
sidiaries. The holding company may itself be an operating company or
perhaps a shell holding company. One of the affiliates will be a bank; other
affiliates will consist of other financial firms, such as securities firms, insur-
ers, brokers, or the like. This pattern is not invariant. Sometimes, there is no
single parent, for example, a joint venture or a group of companies owned
by an individual or a family. Often, the subsidiaries are not wholly owned
by the parent, for example, ownership by other subsidiaries, joint ventures,
or subsidiary shares owned by individual managers or directors. And some-
times, a few of the affiliates are not financial at all. However, this paper
shall assume the simplest model: a group of financial subsidiaries that are
wholly owned by a parent company.

These entities within the group are invariably connected through share-
holdings, but typically connected in other ways. They frequently do busi-
ness under a similar name. Cross-affiliate credit and liquidity facilities are
common. Frequently, affiliates work closely together, sharing customers,
operations, or even employees. There is, to use an industry term, much
cross selling. The components of a healthy group are often blurred together.
The individual entities — which bear the formal legal rights of the group’s
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counterparties — shift into focus only when a group becomes troubled. The
shift from group to entity focus can be jarring when it occurs, and is not
always precise.

Major financial firms almost invariably operate in multiple jurisdic-
tions. (They would not be “major” if they did not!) This means that they
are subject to multiple legal regimes. Usually, a jurisdiction may assert its
direct authority against an entity within the group: either on the basis of
nationality (that is, jurisdiction of incorporation) or territoriality (that is,
the entity does business within the territory). Since a parent has the power
to direct the affairs of its subsidiaries, authority over the parent connotes
some measure of authority over all the subsidiaries. These simple rules
can generate a tremendously complex web of cross-border regulation. To
mitigate complexity, most groups often limit the activities of most of their
entities to their jurisdiction of incorporation. However, this is not practi-
cal for banks, which typically conduct foreign business in branches, rather
than separate affiliates. This introduces extra complexity for banks: a point
discussed below.

Having foreshadowed some of the complexities of financial groups, we
now turn to the basics.

2. Financial Entity Insolvency Law: A Primer

We begin with the insolvency law of single entities: notably banks but
including other financial firms. As with ordinary business firms, financial
firms might either be liquidated or reorganized. These terms are somewhat
interchangeable, and would benefit from a precise definition. Definitions
vary, but for ease of analysis, we will select a definition that is easy to apply.

A liguidation reduces the insolvent entity’s assets to cash and distributes
the cash among the claimants according to an insolvency priority scheme.
A liquidation is not necessarily piecemeal; it can involve an all-asset sale to
a single buyer. However, in a liquidation, the proceeds of the sale are dis-
tributed in cash, as a pro rata distribution to priority classes, with the highest
priority satisfied first. Reorganizations, in contrast, do not distribute cash.
Instead, they transform the entity’s liability structure. Some of the liabilities
might disappear (depending on their priority); others might be transformed
to more junior or longer-term liabilities.

Liquidations are more transparent, because the liquidation proceeds are
derived from asset sales, and all distributions are in cash, pursuant to a formal
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system of priorities. Reorganization, although less transparent, will often
preserve more of the going-concern value of the firm. This is especially
true in financial firms, even if the assets of a financial firm could be sold
as a block. In financial firms, the liabilities, as well as the assets, have a
going-concern value, which would be dissipated by a liquidation.

We begin with liquidations. The liquidation of a bank resembles the
liquidation of most other firms, with a few significant exceptions. Most of
these exceptions also apply to securities and insurance liquidations.

First, in all jurisdictions, bank supervisors have the power to initiate
insolvencies, or at least petition for a proceeding. The United States is a
particularly exaggerated example of this trend. Only the bank supervisor
may initiate an insolvency proceeding against a bank, and the decision
to initiate a proceeding will receive only the most cursory review from
the courts. United States securities firms follow the worldwide rule: the
supervisor’s initiation powers supplement those of ordinary insolvency law.

Second, the contractual rights of a financial firm’s counterparties are
only weakly impaired by a liquidation proceeding. The general rule is that
only direct debt collection efforts are subject to a stay. Collateral can often
be freely liquidated, especially if it is “financial” collateral. Most financial
contracts are unaffected by insolvency, including their close-out and net-
ting provisions. Often, the avoidance powers of the receiver of an insolvent
financial firm are limited. For example, there is often no concept of a pref-
erential transfer in bank insolvency law, so transfers may only be avoided
for fraud.

Third, at least in the United States, the liquidator (usually it is the
Federal Deposit Insurance Corporation (FDIC) in its receivership capacity)
is in control of a financial insolvency proceeding. There is no concept of
creditor governance, and the receiver deals with creditors only in bilateral
claims proceedings. If the liquidator is the FDIC, there is no need for court
control of the proceedings. Any liquidator misbehavior can be controlled
by an award of damages from the deposit insurance fund, rather than by the
need for court approval.

Fourth, and finally, the cross-border liquidation of a bank can be very
different than the cross-border liquidation of a general business entity.
In the United States, a local branch of a foreign bank is liquidated sep-
arately, in a local proceeding. Assets that are attributable to the branch
under local law satisfy liabilities of the branch. Only the net proceeds, if
positive, are sent back to the foreign head office. This “ring-fencing” (or
territorial) procedure is atypical in most other industrial countries, which
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give head-office liquidators access to local branch assets, with the expecta-
tion that local liabilities will be treated fairly in the head-office jurisdiction.

Most of these differences between financial and general liquidations
exist because financial firms are supervised, and because financial firms
pose systemic liquidity risks (Baxter et al., 2004). Almost all jurisdictions
acknowledge the special role of the supervisor, but few go as far as the
United States. The only universal supervisory role seems to be in initiating
insolvency (Hiipkes, 2000, pp. 54-80).

Financial firm liquidations might appear strange to general insolvency
lawyers. But they are at least recognizable as liquidations. Financial firm
reorganizations look nothing like general firm reorganizations. They vio-
late the most basic principles of ordinary firm reorganization, as typified the
Draft Legislative Guide on Insolvency Law project of the United Nations
Commission on International Trade Law (UNCITRAL). With financial reor-
ganizations, there is often no stay of any kind, not even the weak form char-
acteristic of liquidations. (When there is a stay, it usually affects very few
creditors.) Creditors do not negotiate with anybody. Financial reorganiza-
tions are not prolonged (outside the insurance sector). Indeed, most of them
are usually over with before they have started. And these peculiarities go
well beyond the United States. They characterize a bank rescue operation
almost anywhere.

We will talk about FDIC reorganizations, because we are most familiar
with them. They typically resemble a prepackaged bankruptcy, without the
inter-creditor negotiations. The FDIC negotiates with third parties for a sale
of the bank, including most assets and liabilities. The transferred liability
holders become claimants on the new purchaser, on the same terms as they
enjoyed against the seller. A liability transfer implies that a receiver must
transfer enough assets to make the sale attractive to a buyer. This is straight-
forward if the insolvent bank has a positive net value (including goodwill).
If the insolvent bank does not have a positive net value, the FDIC must
either pay the purchaser some cash, or retain some liabilities. The FDIC
will frequently retain some assets as well, usually the bad ones. The holders
of these retained liabilities then receive the proceeds of a conventional lig-
uidation. The FDIC is liable if the liquidation proceeds are less than those
that would have come from a liquidation of the entire entity.

Sometimes, the FDIC cannot solicit bids in advance. In such cases, it
may hive off and liquidate some assets and liabilities, and run the remaining
organization as a “bridge bank”, until the bridge bank can be sold. More
rarely, it may inject capital into the insolvent bank, and run the entire entity
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on a standalone basis until it can be sold. Such reorganizations may be
called fast or slow, depending on definition. If we define the end-point as
the restructuring of the balance sheet, the reorganization is fast. However,
it is slow if its end-point is defined by the eventual sale of the bank.

Securities insolvency proceedings also fit the pattern: an irrelevant stay,
high speed when possible, and no negotiation among creditors. Insurance
insolvencies are different than bank or securities insolvencies, whether reor-
ganizations or liquidations. Insurance claims are contingent, and many
of these contingencies have a very long tail. (Derivatives are contingent
contracts, but close-out netting resolves the contingency upon insolvency.)
Long-tail contingent liabilities are inconsistent with a rapid liquidation that
treats all claims equally. Equal treatment requires that the liquidator wait
until all claims have matured: a slow process. Insurance reorganization is
difficult, but less so. Here, the main problem is one of valuing the immature
claims, so they can be transferred.

3. The Complexities of a Cross-Border Financial Group Insolvency

A financial group is composed of multiple entities, some of which may be
financial and others non-financial. Some of these entities have an apprecia-
ble financial balance sheet. Others perform services (for example, financial
advice), and have few assets or liabilities. Some of these entities might not
even be financial in nature.

To appreciate how complex a financial group insolvency might be, one
must appreciate their interrelations. A financial group consists of dozens,
often hundreds of separate juridical entities. The number of possible con-
nections per entity increases with the size of the group.! These entities are
related in at least four separate dimensions (Bank for International Settle-
ments, 1999, has a different list, with ten examples):

e Ownership. Ownership structure defines the extent of the corporate
group, at least formally.? It also defines (at least legally) control rela-
tions, dividend distributions, and frequently tax consequences. It

[l

!'The number of possible connections between “n” nodes goes as: (n> — n)/2.

2There are some entities, such as “special purpose vehicles” that might not be owned, and
perhaps not formally controlled, by the group for whose benefit they exist. We shall still
treat them as affiliates.
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also defines the insolvency distribution, at least in corporate groups
which contain some solvent entities. Ownership structures can be
tremendously complex: with tiered ownership, multiple ownership,
circular ownership, and joint ownership all possible. Ownership is
also significant to capital flows within the group.

e Cross-affiliate credit relationships. Cross-affiliate credit relation-
ships are very common in financial groups, and are the subject
of regulation (Gruson, 2003). These credit relationships typically
arise from a need for liquidity or credit support (longer-term loans
or guarantees). Normally, there are three sources of liquidity in a
group: the top-tier company (which can issue debt much like any
other commercial company), the banks in the group, and asset-
based funds, such as those obtained by special-purpose vehicles or
through the repo market. Credit support typically comes from the
parent (guarantee, loan, or capital injection) or a bank (typically
as a loan). Sometimes, credit support is implicit: for example, an
affiliate participating in a loan.

e Cross-affiliate business relationships. Traditionally, affiliated finan-
cial firms can have very close business relationships: shared cus-
tomers, shared facilities, even shared employees. For example, a
bank that executes derivatives transactions with its customers will
often hedge through its affiliated securities firm. Another example
might be a bank insurance agent soliciting a customer for an affil-
iated insurance underwriter. The first example implies significant
credit relationships; the second does not.

e Reputational relationships. Some financial firms deliberately con-
join the reputation of all of their affiliates, through cross-marketing
and common names. Others are less enthusiastic about this brand-
ing strategy. But even if a group retains separate brand identities,
the disclosure by one public company of a bad event often affects
its affiliates, through financial markets, if nothing else.

The significance of these relationships, individually and collectively, varies.
They are sometimes very close. For example, in some cases, the business
operations of many of the entities in a financial group are virtually pooled,
even if the balance sheets are formally separate. Similarly, cross-affiliate
credit relations — although highly regulated — are often extensive. Affil-
iates often share the same name, and thus are reputationally intertwined.
However, not all interaffiliate relations are close. Insurers have traditionally
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stood at arms’ length to their affiliates. Various sorts of “special purpose
vehicles” are often designed to be “bankruptcy-remote”, meaning that they
can be separated from the group which they fund should the group become
insolvent.

A group composed of linked affiliates will complicate an insolvency
proceeding. Insolvency law operates on the level of an individual entity,
not on the level of a corporate group. This is a matter of international con-
sensus, probably from logical necessity. While there are varying definitions
of insolvency, the most simple is where assets are not sufficient to meet
liabilities. When you ask “whose assets” or “whose liabilities”, the only
possible answer is that of a single juridical entity. After all, a juridical entity
is defined as a construct to which one can attribute assets and liabilities. If
insolvency law were applicable to corporate groups, the group would be an
amalgamation of the legal entities within it, and the individual corporate
components would be meaningless, in insolvency terms.

This doctrinal consensus probably stands up in the liquidation of corpo-
rate groups, especially when the insolvent entities are dismembered piece-
meal. Liquidation can ascribe assets to each entity, sell them piecemeal,
and — with some difficulty — sort out the cross-affiliate credit and owner-
ship relationships. (They are often subordinated.)

But corporate separateness is impossible for reorganization. The cor-
porate entities are just too closely interrelated to reorganize independently.
A few entities can be easily hived off from the group. Special purpose
vehicles, for example, are designed for quick and clean release from their
affiliates. But most cannot. It is no surprise that real-world reorganizations
usually consolidate the entire group, although liquidations are conducted on
an entity-by-entity basis. Real-world reorganization law tracks real-world
reorganization reality. The United States Bankruptcy Code contemplates
group reorganizations, by permitting a single insolvency venue for an entire
corporate group.® The European Insolvency Regulation, as implemented by
the courts, has a similar result, notwithstanding an apparently stronger the-
ory of entity separateness.*

Furthermore, there is much to be said for insolvency consolidation.
These gains are particularly pronounced in reorganizations, because a con-
solidated reorganization takes full advantage of interaffiliate business and
reputational synergies. Financial groups operate in an integrated fashion,
and can be preserved in an integrated fashion. Interaffiliate credit and equity

328 U.S.C. § 1408(2).
4See CA Versailles, 24e ch., Sept. 4, 2003, [Juris-Data no. 2003-220954], note Menjucq.
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relations simply disappear in a consolidated reorganization, in at least some
senses. They are only significant insofar as they affect the only credit rela-
tions that count — those with external creditors. Consolidation is even more
important when speed is at a premium, as it is for bulk asset sales and many
reorganizations.

Reorganization of a single component of a corporate group can be dif-
ficult, even under favorable conditions. The group insolvency of Bank of
Credit and Commerce International (BCCI) is a good example. Most of the
group was conventionally liquidated, and we need not discuss the subse-
quent distribution. However, one component was reorganized. BCCl-related
parties, acting as nominees for BCCI, illegally owned a United States bank
holding company: First American.’> Since the holding company had few
other assets and the component banks were balance-sheet solvent, the United
States authorities decided to separate them from the group. This situation
was an almost ideal one, from the perspective of an insolvency administra-
tor. Because the ownership was illegal, on a historical basis the ownership
had to be, and it effectively was, concealed. There were few interaffiliate
operational, credit, or reputational relations. There was some reputational
taint, but this was mitigated by the appointment of a prominent banker to
serve as trustee, breaking the nexus between the owned (First American)
and its true but evil owner, BCCI.

First American was a simple case in principle, yet difficult in practice.
The key problem was separating the solvent bank from BCCI. The trust
device turned out to be the solution to the difficult practical problem.

It is unlikely that this problem could be resolved with ordinary insol-
vency powers. Fortunately, the banking authorities could draw on enhanced
powers deriving from United States’ criminal and banking laws. They inter-
posed a trustee as sole shareholder, responsible to the United States gov-
ernment, rather than to BCCI’s nominees. There were several months of
conflict between the trustee and the directors over a business plan that
would require shareholder money in return for a general release against
the shareholders. The trustee wanted no further shareholder involvement;
the directors were willing to accept shareholder money to maximize the
value of the bank. The trustee then replaced the directors, and within a
year had sold off the bank subsidiaries, with only a small amount of other
property to liquidate, as well as a lawsuit to prosecute against the alleged
wrongdoers.

3The proceedings are described in the First American Report (1999).
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The entities of most financial groups are far more closely integrated
than First American with respect to BCCI, and their insolvency officials do
not have the nearly unique strong-arm powers that United States authorities
have. If First American had some rough moments, separating components
in a “conventional” financial group insolvency is even more difficult.

4. The Problems of Group Reorganization

Group reorganizations are attractive, because they can preserve the going-
concern value of the group much better than entity reorganizations. Group
reorganizations are flexible enough to cope with interlinked business
and reputational relationships, as well as many control relationships.
Reorganization need not respect formal entity lines for any of these
relationships. However, group reorganizations have one potential weak-
ness: credit relationships, which define the entity for insolvency purposes.
Credit relationships must be respected in a reorganization, at least some-
what. The distribution to creditors in a reorganization is usually related to
liquidation rights. Creditors who would do well in a liquidation tend to do
well in a reorganization. Liquidations respect entity lines, so reorganization
distributions must respond to entity lines.

This does not create severe problems in nonfinancial organizations.
Often, the parent entity alone is the main source of outside debt, either
directly or because the parent guarantees affiliate debts.® (There may be
some complications arising from trade creditors of the subsidiaries, but
they are generally paid off in full anyway.) In such cases, the interaffili-
ate obligations could safely be consolidated, and the reorganization would
only affect the creditors of the funding entity — generally the parent. Some
subsidiaries enjoy independent credit, but they often enjoy relatively inde-
pendent operations, as well, and can be separated in insolvency.

But this is not so for financial organizations, which typically have sev-
eral independent funding and credit sources within the group, and very
complex intra-group funding patterns. The complex interaffiliate funding is
complicated by close relationships among many entities in financial groups.
It is further complicated by the presence of multiple prudential supervisors,
each looking after the legal entities for which they are uniquely responsible.
Any prudential supervisor would rather regulate a winner, and would resist

Parental guarantees are not as clean as direct parental obligations, but we ignore the com-
plications for the purpose of discussion.
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consolidation into a loser. It is even further complicated by the cross-border
liabilities of the banking entities. As Ernest Patrikis once put it (G-30,
1998, p. 84):

When faced with the prospect of bankruptcy at a multi-
national bank, it is the solemn duty of each bank super-
visor to do all that can possibly be done to ensure that
the adverse financial effects fall on no customer or coun-
terparty of the bank. But failing that, they should fall in
another jurisdiction.

The banking entities often operate across borders, through a branch network.
This economizes on the number of entities, and it is capital efficient, but does
not necessarily simplify the insolvency. As discussed above, some jurisdic-
tions “ring-fence”: decomposing the single entity into multiple sub-entities
defined by jurisdictions. To make complicated matters even more complex,
the nonbanking components of multinational financial firms typically com-
partmentalize by jurisdiction, thus proliferating the number of entities.

The combination of proliferating entities, close interaffiliate relations,
and multiple funding centers can make for a messy insolvency. A liquidation
would waste going-concern value. A reorganization might not be much
better. Local supervisors will not want the creditors of their entities to be
losers, and might be unwilling to defer to a single group reorganization
authority (presumably tied to the CCS supervisor).

This all creates a strong pressure for group reorganizations with no
losers. This result sounds too good to be true. Unfortunately, we all know that
it is too true and not too good. Governments can always pay the bill. Super-
visors avoid embarrassment, creditors avoid loss, and the going-concern
value of the firm is preserved. As discussed above, this is standard practice
for insured banks. But this standard practice is a corollary of deposit insur-
ance. Controversial as deposit insurance may be, it can be justified on other
grounds than painless insolvency.” There are few other arguments for pain-
less insolvency, and experience shows we should not trust them. A painless
insolvency preserves going-concern value: a good thing. But painless insol-
vency also distorts creditors’ incentives. It can also distort the incentives of
corporate management. Worse yet, painless insolvency can be forever —
politics being what it is.

7Such grounds include prevention of bank runs and the monitoring weakness of small
depositors. Diamond and Dybvig (1983); Dewatripont & Tirole (1994).
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So we are caught in a dilemma. Financial group liquidations are very
difficult and very expensive, in terms of complexity, disputes, and dissipated
going-concern value. Financial group reorganization is just as bad, as long
as some creditors might get hurt. A painless reorganization is operationally
tractable, but maybe even more expensive, in terms of moral hazard.

5. What to Do?

It is always fun to talk about legal reform, but not always productive. Given
the imperfect working of a democratic society, legal reform is only easy
during or immediately after a crisis. This is even more true for cross-border
legal reform. Cross-border crises are more infrequent, and sovereignty is a
potent obstacle to cross-border coordination, at least for those of us who
do not live in the European Union. In some ways, matters are even more
difficult for a technical field, such as bank insolvency law. We need more
than a convergence of principles: we need coordination of detailed rules.

Therefore, we shall not discuss such exotica as group liquidation pro-
ceedings, enhanced insolvency consolidation, a centralized role for the CCS
supervisor, or the like. They may be good ideas, but most of them are not
now practical.

Instead, we shall take current law as a given, and examine some super-
visory approaches. Supervisory proposals are more practical than interna-
tional law reform. We have workable institutions to coordinate supervisors.
Bank supervisors are less jealous of their sovereignty than national leg-
islatures, and usually adopt proposals coming out of the Basel process.
In contrast, the treaties or model laws promulgated by international treaty
organizations are often ignored by most jurisdictions.® The two supervisory
approaches are:

e We might want to prune the number of entities in a corporate
group, and
e We might want to reduce synergies among the remaining entities.

These are admittedly radical proposals, and we are not advocating their
instant adoption. We only make three claims for them. First, they are

8Some useful information on adoption can be found on UNCITRAL’s website at www.
uncitral.org/english/status/status-e.htm. The arbitration and sales conventions have done
well; few of the others have been adopted by many states.
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supervisory in nature. Second, we think we can make a good prima facie
case for them, and shall do so below. Third, we think that these proposals
belong on the reform agenda as a prominent study item.

The organization chart of a modern banking group can be an invitation
to eyestrain. But most of the entities are fairly small, and many seem to
owe their separate corporate existence to tax considerations or supervisory
requirements. Before discussing these two factors, we shall dismiss another:
the limited liability enjoyed by entities in corporate groups.

It is unlikely that limited liability is a strong argument for complex
affiliate structures. True, an individual entity within a corporate group is
protected by limited liability, and its creditors will likely do better in insol-
vency. But if limited liability aids an entity within the group, it is only at
the expense of other entities in the group. Without making special auxil-
iary assumptions, the net result is zero: the Modigliani—-Miller hypothesis
in action. The burden of proof should be on those who want to argue that
interaffiliate limited liability adds to the credit of a group.

Now, for tax efficiency. Most laymen cannot pretend to understand the
mechanics of tax efficiency, and even banking lawyers are mere babes in the
tax expert’s woods. We certainly cannot fault an enterprise that has found
a legal way to pay less tax. However, “tax efficiency” is a peculiar term
of art. “Tax efficiency” has little to do with economic efficiency, or any
other notion of the public good. An enterprise is “tax efficient” when it has
shifted as much tax burden to other taxpayers as possible. A supervisor is not
a tax collector, and probably should be neutral toward tax efficiency, per se.
But when tax efficiency adds more entities to a group, group insolvencies
become more complex. This is a cost. As we have argued above, supervisors
should be chary of entity proliferation.

Supervisory policies are more interesting. Unlike tax efficiency, there
are valid supervisory policies that support entity proliferation.

Functional regulators prefer to regulate an entity rather than an activ-
ity. The entity will pay more attention to the regulator, and the regulator
will better understand the entity. But this is a policy of convenience, not
necessity. Many functional regulators happily regulate activities rather than
entities. Consider the Federal Trade Commission, with its broad consumer
ambit. Or consider the Occupational Health and Safety Administration, or
the Consumer Safety Products Commission. To the extent that they are mere
functional regulators, financial regulators are no different. As functional
regulators, they can regulate the activity rather than the entity. This is quite
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common. An example closer to home is the Board of Governors of the Fed-
eral Reserve System, whose Regulation Z applies to any firm that extends
consumer credit, whether regulated or not. One can make a good argument
that functional regulation of distinct entities is a weaker policy than insol-
vency simplification.

But financial supervisors are usually more than functional regulators.
They are also prudential supervisors. Prudential supervisors deal safety
and soundness, and the implications this may have on the balance sheet. As
discussed above, a balance sheet implies an entity.” Therefore, prudential
supervision is inherently entity supervision.

A typical financial organization has many more affiliates than pruden-
tial supervisors. Insurance and banking have traditionally been subject to
prudential supervision, and securities firms are trending that way. But most
other affiliates are either unregulated, or are functionally regulated. Insol-
vency proceedings would be cleaner if these affiliates were consolidated
into the prudentially supervised entities. Such consolidation is possible
if the consolidated entities have similar balance sheets. For example, it
would be unwise to consolidate an insurance company with a bank. Insur-
ance companies, because of their long-tail contingent liabilities, typically
undergo slow liquidations and reorganizations. Banks, in contrast, are typ-
ically reorganized speedily, and liquidated as fast as their assets allow. But
there is no reason why a bank could not be consolidated with a mortgage
lending company. And either a bank or an insurer could be consolidated
with an information broker, which has no significant balance sheet.

The distinction we just drew between functional regulation and pru-
dential supervision casts some light on cross-border regulation. The foreign
branch supervisors of most jurisdictions are inherently functional regu-
lators, not prudential supervisors. It is the home-office supervisor that is
responsible for the balance sheet of the entity. The home-office supervisor
is therefore the prudential supervisor of the bank as a whole. The United
States is the exception to this rule. United States branches of foreign banks
undergo an insolvency proceeding that is separate from that of the rest of
the bank. Since these branches have a local balance sheet, United States
supervisors act as prudential supervisors of these branches (Baxter et al.,
2004).

There are exceptions to this rule, such as trusts and “protected cell companies”.
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One way to simplify group insolvency is to reduce the number of enti-
ties to be wound up. The other approach is to further separate the entities
that remain. There is a model for this. The insurance industry typically
has holding companies composed of relatively independent insurance com-
panies, working under different names. There are real potential synergies
here: capital allocation and pooling, and some specialized central functions.
Williamson (1985). But each entity has a distinct line of business, with lit-
tle interaffiliate exposure apart from the parental shareholding. Insurance,
unlike other financial services, has no concept of the source of strength doc-
trine. Insurance subsidiaries can — and do — become insolvent, without
affecting their parent or sister entities.

We are not calling for bank supervisors to prune the complex corporate
trees and cleanly separate the remaining twigs of large organizations. At
least not yet. But we do think that this idea is worthy of further study,
perhaps with an eye to future action. Some specific questions need to be
answered:

e Why do financial firms create subsidiaries that are not prudentially
supervised?

e Are there any reasons — apart from escaping burdensome super-
visory restrictions — why securities and banking operations are
traditionally conducted in separate corporate entities?'” Are the
supervisory restrictions necessary ones, or historical artifacts? (In
other words, are securities supervisors inherently functional regu-
lators or prudential supervisors?)

e What is the rationale (if any) behind the source-of-strength doc-
trine?'! Could this rationale be better satisfied through other means,
for example, an explicit insolvency priority for deposits in a consol-
idated firm, rather than an obligation to funnel capital into the bank?

e How substantial are the tax advantages that arise from the creation
of separate entities?

19The EU, in its Conglomerate Directive, treats these two as closely related, and only insur-
ance as distinct Gruson (2002). The EU might be right. It is also worth noting that English
insolvency law has one scheme for insurers, and another for everybody else, including banks
and general corporates.

'This question has been explored in the literature, although we do not believe that any
answers are compelling. See, for example, Broome (1993), Fallon (1991), Gouvin (1999),
Jackson (1994).
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e What are the greatest practical problems to the separate liquidation
or reorganization of entities within a financial group? How can they
be mitigated ex ante?

e If a financial group is structured so that its main components can
be separately liquidated or reorganized (or better yet, liquidated or
reorganized while solvent related groups are unaffected), is there
any further need for reform of the law governing cross-border insol-
vency of financial groups? If so, what?

e Does insolvency law itself encourage any inherent separation of
businesses into entities? For example, is a bank-style insolvency
applicable to an insurer? Is there a structural reason why capital-
intensive businesses (for example, subprime lending) cannot be
consolidated with highly leveraged businesses, like banking or
securities?
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“Too Big to Save’’ — Toward a Functional
Approach to Resolving Crises in Global
Financial Institutions

Eva H. G. Hiipkes*
Swiss Federal Banking Commission

1. Challenges of Resolving an LCFI

In recent years, the ongoing process of consolidation has led to the emer-
gence of a small number of large and complex globally active financial
groups that transcend national boundaries and traditionally defined business
lines.! Consolidation and conglomeration have been spurred by increased
competition in the financial industry arising from technological advances,
the development of new financial instruments and risk transfer techniques,
economies of scale in terms of product offerings and services, and the
removal of longstanding barriers to cross-functional and cross-border merg-
ers and acquisitions.” Growing internationalization in the financial sector
has further augmented the challenges of consolidation and conglomera-
tion.> As a result of these developments, financial systems in many devel-
oping and emerging economies are now coming to be dominated by foreign
banks.

'According to a study by De Nicold et al. (2003) the predominance of conglomerates within
the top financial institutions has increased between 1995 and 2000 from 42 percent to
60 percent, the level of conglomeration being the highest among the largest firms.

2The consolidation of financial sectors and development of large complex financial institu-
tions (LCFIs) is documented in the “Ferguson Report”, Group of Ten (2001).

3According to a study by the IMF (2004), foreign-controlled assets (defined as total assets
of banks in which more than 50 percent of equity is owned by foreign entities) increased
worldwide by almost 40 percent between 1995 and 2002.
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Global integration and greater efficiency do not necessarily guarantee
greater stability. Larger financial institutions have a greater capacity to with-
stand stress. Their operations are more diversified; they tend to have more
sophisticated risk-management capabilities, and they have bigger capital
cushions. Yet, there is the risk that they will serve as a conduit to trans-
fer shocks from one corner of the world to another in the event that they
encounter financial distress due to unforeseeable economic shocks, mis-
management, or fraud.

The “creative destruction” caused by the periodic failure of individ-
ual financial institutions is an inherent part of an evolving and dynamic
market-based financial system. Nonetheless the failure of a large and com-
plex financial institution (LCFI)* that is involved in a wide range of financial
activities in different regions can cause widespread damage. Its workout or
winding down poses a number of challenges.

A misalignment of the incentives of different national regulators pre-
cludes global solutions. Various authorities, either cross sector or cross-
border, are involved in the supervision of an LCFL. In the case of a cri-
sis of an LCFI, each of the various authorities will be obliged to act in
accordance with its own statutory obligations. Regulators are accountable
to national legislatures for achieving solutions that are optimal on a national
level. The obligation to protect local markets and local creditors’ interests
will take precedence over a more global perspective encompassing markets
and creditors in other countries. This is the underlying rationale for mea-
sures such as ring fencing and capital maintenance requirements that host

4The term LCFI was introduced by a Task Force formed by the Financial Stability Forum
(FSF), the Group of Ten Ministers and Governors and the Basel Committee of Banking
Supervision in 2000 to review the main issues likely to be confronted in winding down an
LCFI. The Task Force defines LCFIs with reference to the wide range of activities on a large
scale in many jurisdictions and financial sectors, and their significant involvement in clear-
ing, payment and settlement systems. A related term is that of a “financial conglomerate”,
which is defined in the European Directive on financial conglomerates as a group whose
activities mainly consist in providing financial services in different financial sectors (bank-
ing, investment services, and insurance) and comprise at least one undertaking engaged
in insurance business and at least one other undertaking from a different financial sec-
tor, and whose [intra-group] cross-sectoral activities are significant. In the United States, a
large diversified financial institution is qualified as “Large Complex Banking Organizations”
(LCBOs) and subject to more comprehensive and intensive supervision than banking groups
Bliss (2003).
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regulators may impose on foreign bank branches in order to secure local
creditors’ claims in the event of the failure of the head office.’

Informational asymmetries and regulatory competition hinder infor-
mation sharing among authorities. Effective crisis management requires
access to timely, accurate and relevant information about the LCFI and its
operations and markets. The usefulness of the information depends on how
quickly it can be obtained and how up-to-date it is. If particular types of
information can help to achieve a solution that is more advantageous for
the domestic jurisdiction, the regulator may not be inclined to share that
information with its foreign counterparts.®

Legal uncertainty arising from different legal regimes makes it difficult
to plan and orchestrate a wind down of an LCFI in a cross-border con-
text. Differences between home and host insolvency regimes, un-tested
enforceability of netting and collateral arrangements, depositor and investor
protection legislation, ring fencing practices, pending litigation, and the
availability of a range of governmental or judicial measures, such as mora-
toria, receivership, and financial sanctions, introduce significant uncertainty
that makes it difficult to plan and orchestrate a wind down in a cross-border
context.” Depending on the location of the assets and determination of the
applicable law, different rules will apply with respect to preference, own-
ership interests and set-off. The challenges arising from differences in the
legal framework are well documented in the work of the Group of Thirty
(1998) and the Group of Ten (2002). Attempts at international harmonization
of insolvency laws have met with only limited success.® Even if achieved,
the harmonization of legislation may not guarantee uniform application. As
demonstrated in the Parmalat case, conflicting judicial approaches remain

SBaxter, Hansen and Sommer (2004).

%Holthausen and Ronde (2004).

"The characteristics and implications of different insolvency regimes for banks were exam-
ined in a Basel Committee report (Basel Committee on Banking Supervision, 1992). See
also Group of Ten (2002).

8In 1997, the United Nations Commission on International Trade Law adopted a Model Law
on Cross-Border Insolvencies, which sought to address a limited range of issues peculiar
to cross-border insolvencies without harmonizing bankruptcy codes in their entirety. As a
model law rather than a treaty, it relies on individual countries changing their own laws to
conform to the model. The EC Insolvency Regulation, introduced in May 2002, is binding
on EU members and stipulates that EU countries must recognize each other’s bankruptcy
laws and insolvency administrators and their agents.
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under the EU Insolvency Regulation despite the unified procedural rules
within the European Union.’

LCFIs are too complex to fail and to be liquidated. As documented in
the Ferguson report, there is reason to believe that financial consolidation
has increased the risk that the failure of an LCFI would be disorderly.!?
Given the linkages of the LCFI with the rest of the financial sector and
the potential spillover effects of problems within an LCFI onto the institu-
tion’s counterparties and the financial markets, it seems impractical to put
an LCFI into liquidation.'! The costs to society of crises and instability
can be enormous.'? The average cumulative output loss of banking crises in
emerging market economies is nearly 14 percent of gross domestic product,
and up to 25 percent in developed countries.'3

LCFls are too large to save. The costs of a partial or complete bailout
are likely to be very high. The costs comprise not only direct costs for the
taxpayers, but also the indirect costs of weakened market discipline and
greater moral hazard. Despite cross-border spillovers the costs for bailing
out would need to be borne domestically. A market perception that an LCFI
would be likely to benefit from official support in times of stress provides
a competitive advantage and reduces the incentives for creditors to demand
disclosure and monitor risk exposures which in turn enables such institutions
to take larger, riskier positions without paying higher risk premiums to
their creditors.'* There are very large international groups based in rel-
atively small economies such as Belgium, the Netherlands, Sweden and
Switzerland. The burden on the home public sector of any financial support
could prove to be severe.

LCFlIs can be too remote to save. The country bearing the systemic risk
may not be the country of incorporation of the LCFI. The current scheme of
cross-border cooperation does not ensure that national regulators take into
account the systemic risk that affects other financial systems. The failure of
an LCFI with a large share in the local market of a particular foreign host
jurisdiction raises a number of questions regarding home and host regulator

9Marks (2004).

19Group of Ten (2001), p. 133.

1Systemic risks arising from the activities of large and complex financial institutions have
been the subject of a number of studies. See for example Dziobek (1997).

12The recent past has provided ample evidence of the costs of financial instability. See Basel
Committee on Banking Supervision (2004).

BHoggarth, Reis, and Saporta (2001).

14A concrete manifestation of this are the support ratings given by Fitch and other rating
agencies that seek to reflect the probability of official support in a crisis.
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responsibilities that so far have not been addressed. There is no mechanism
in place to ensure a generally acceptable sharing of the costs of a public
sector solution that benefits many jurisdictions.

Other priorities on the international agenda take precedence over work
on the management of financial crises in LCFIs. In the wake of the Asian
crisis, the prospect of default by Russia and the collapse of LTCM, finan-
cial stability assumed prominence on the international agenda. Consider-
able work was done to deal with the root causes of the problems, to develop
mechanisms for managing crises and to promote greater cooperation among
key authorities. Since then, there has been no failure of an LCFI and there
has been little political pressure to forge agreement on concrete proposals
on how to address the issues. In the wake of September 11, the fight against
terrorism and terrorism financing moved to the forefront of the interna-
tional regulatory and financial agenda. Significant progress in international
cooperation and information exchange was achieved for this purpose. The
initiatives related to anti-money laundering and combating terrorism financ-
ing clearly demonstrate that meaningful international cooperation can be
brought about if there is the political will and consensus on the objectives
to be pursued. The events of September 11 provided an impetus for further
work regarding some aspects of financial crisis management. On the inter-
national level, they generated a debate on an extension of cross-border lig-
uidity to avoid temporary liquidity tensions. On a national level, it prompted
a review of the contingency preparedness of the financial infrastructure. '’

2. Refocusing Measures to Resolve Global Institutions — Function
versus Institution-Based Approaches

It is neither desirable nor, in some circumstances, even possible to bail out
an LCFl in distress. For this reason it is essential to develop effective means
to wind it down while at the same time preserving the systemically relevant

SFor example, in the United Kingdom the Bank of England set up a task force to make
recommendations on the need for a legislative response to the threat of major operational
disruptions in the UK financial services sector. A report summarizing the findings was pub-
lished in December 2003 (Bank of England, 2003). The Financial Markets Law Committee
(FMLC, 2003) undertook an analysis of how the law and market practice would respond
to an event of major operational disruption. It does not consider purely financial crises but
rather disruptions due to unforeseeable events such as terrorist attacks or natural catastrophes
that may have possible adverse effects on the smooth and efficient operation of financial
markets.
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functions that it performs. This needs to be done in a world where the
authority for the oversight of globally active institutions rests with national
authorities.

One concrete and practical way to do this is to identify systemically
relevant functions and to insulate them from the global institution. As a
first step, it is necessary to agree on definitions and formulate concrete
criteria for identifying systemically relevant functions. Secondly, it is nec-
essary to develop practical methods that insulate the systemically important
functions and permit the functions to be performed, but do not require the
continued existence of the institution. Finally, because this approach will
have to be implemented by a range of different national authorities, the con-
flicts of interest and incentives that exist among national regulators need to
be acknowledged and addressed.

If contingency planning and state intervention focus only on the protec-
tion of the functions that are systemically relevant in a specific jurisdiction,
and not on the preservation of the institution carrying out those functions,
moral hazard will be reduced. LCFIs will begin to have misgivings about
whether they can expect taxpayers’ money to be used to bail them out. As
a result, they will become more cautious.

2.1. Identifying systemically relevant functions

National regulators need to determine whether an LCFI performs system-
ically relevant functions in their jurisdiction. In order to do so, they need
a definition of systemic risk and criteria to identify functions performed
by the LCFI that are systemically significant. Such definitions and criteria
should be mutually agreed with regulators in other relevant jurisdictions,
because the other authorities must at least tacitly accept that the actions are
warranted. Otherwise, their own measures may undercut the actions taken
to sustain the systemically important function in the original jurisdiction.
There is no generally accepted definition of a systemically relevant
function.'® An institution’s function may be considered systemically rele-
vant if its disruption would impose severe costs not only on the immediate
counterparties of the institution but also on the real economy. The adverse

16The Report of the Task Force on Major Operational Disruption in the Financial System
(Bank of England, 2003) makes reference to providers of ‘“systemically important
infrastructure”.
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real economic effects from systemic problems are generally seen as aris-
ing from disruptions to the payment system, to credit flows, and from the
destruction of asset values.!’

To determine whether or not the functions of an LCFI are systemically
relevant in their jurisdiction, regulators will need to establish objective cri-
teria that help to assess possible direct or indirect (transmission) effects on
the real economy of a shock or disruption affecting the LCFI. Since sys-
temic relevance depends on a range of exogenous and endogenous factors
that vary over time, the assessments will need to be repeated regularly.

Criteria to identify systemically relevant functions could include the
following.

Market share. Market share is one indicator of systemic relevance. It
shows the potential impact that the failure of an LCFI may have. For exam-
ple, if an LCFI holds a large share of the deposits in a country, its failure
could impose losses on depositors and have adverse wealth effects, thus
affecting consumption and savings decisions. It could also trigger deposit
runs. Adequate deposit insurance may eliminate the risk of deposit runs by
ensuring minimum compensation for all retail depositors, provided that the
funds of the deposit insurance scheme suffice.!® If the share of the LCFI
in bank lending is significant, its failure could disrupt credit relations and
reduce the availability of credit, causing a “credit crunch”.

Extent of dependencies. If other financial institutions are heavily depen-
dent upon the LCFI through interbank funding, risk management or pay-
ment and settlement systems, there is a serious risk that the failure of the
LCFI will affect the real economy through its impact on other financial
market participants. For instance, direct interbank loans may be recalled
in a crisis, causing liquidity problems for creditors. Interdependencies can
be direct and indirect. Direct interdependencies arise from inter-firm on
and off-balance-sheet exposures or cross-shareholdings. Indirect interde-
pendencies can arise from correlated exposures to non-financial sectors and
financial markets.

Extensive participation in large-value payment and securities settle-
ment systems. LCFIs that specialize in trading, settlement, correspondent

7Group of Ten (2001).

18Deposit insurance schemes are typically funded from contributions from the industry
itself, sometimes on an ex post basis in which case at times of low profitability, payment
obligations to the deposit insurance fund arising from the failure of an LCFI could place a
severe burden on the remaining financial institutions.
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banking or custody activities are likely to be intertwined with the global
payment and settlement infrastructure. An LCFI may have a key function in
the processing of payments in a country as a member of a payment system,
as an operator or co-operator of the payment system or as the provider of
payment processing and correspondent banking functions to other financial
institutions.!® If a large share of payments in one jurisdiction is processed
through the LCFI, the failure of the LCFI may disrupt economic activity
as payments for goods and services can no longer be made and received.?’
Similarly, the disruption of an institution with a major custodial function
could severely limit its customers’ access to their securities and thereby pre-
vent the settlement of securities transactions.>! The central importance of
some LCFIs for the financial infrastructure was illustrated in the aftermath
of the September 11 terrorist attacks by the problems encountered by the
Bank of New York, which had a key role in the clearing and settlement of
government securities.?” In the United Kingdom, payment activity through
CHAPS (the Clearing House Automated Payment System) is very concen-
trated. Half of payment activity would stop if either of the two most active
banks, which in turn run private payment systems for a large number of
smaller banks, were to fail.??

9The definition of “core clearing and settlement organizations” in the Interagency Paper
(2003) includes private sector firms that provide clearing and settlement services in “critical
markets”, which are defined as the markets for federal funds, foreign exchange, and com-
mercial paper, U.S. Government and agency securities, corporate debt and equity securities.
The Interagency Paper was issued by the Federal Reserve, the Office of the Comptroller of
the Currency and the Securities and Exchange Commission. It identifies sound practices that
focus on minimizing the immediate systemic effects of a wide-scale disruption on critical
financial markets.

20Lacker (2003) observes that interbank payment disruptions, whether due to technological
impediments or credit quality concerns, have been central to several banking crises.

2I'The consultative paper “Standards for Securities Clearing and Settlement Systems in the
European Union” dated July 2003 issued jointly by the European Central Bank (ECB) and
the Committee of European Securities Regulators (CESR) proposed to define a ““systemically
important provider” of custodial functions as an institution that has a share of five percent
at EU level or 25 percent at the domestic level (or lower, at the discretion of the national
authorities) in the bond, equities or derivatives markets. In the final version it is left to
national discretion to decide which provider should be deemed systemically important.
22The role of Bank of New York (BoNY) in clearing and settling government securities
transactions placed it at a critical node in interbank payment flows. For an account of
BoNY’s experience, see Lacker (2003).

BJames (2003).
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Role in liquidity management in the interbank market. If the local money
market is dominated by an LCFI, the possibility of disruption in banks’ liq-
uidity management increases. Financial market participants may extend to,
or receive from, an LCFI a significant amount of intraday and overnight
credit. As a consequence, the failure or disruption of a large payment
provider could be significant in terms of credit risk. Trading in corporate
securities, government securities, and money market instruments provides
banks, securities firms, and other financial institutions with the means to
adjust their cash and securities positions and those of their customers. An
LCFI that participates, either on its own or on behalf of its customers, with
a sufficiently large market share in one or more of these markets and fails
to settle its own or its customers’ pending transactions could threaten the
operation of the market.>*

Role in risk management. If the LCFI is a major counterparty for local
institutions in any of the markets where price, foreign exchange, or credit
risk is managed, the collapse of the LCFI will require the local institutions
to find alternative means to manage these risks. In addition, if the exposures
that are created by the failure of the LCFI generate losses for the local
institutions, their vulnerability will increase.

Political consequences. Considerations of the political consequences of
distress in an LCFI are likely to color the assessment of whether functions
or institutions are systemically relevant. Even if a failure has no immediate
destabilizing effects on the economy as a whole, the potential reputational
damage may be severe. Loss of confidence and reputational damage may
be felt within the entire financial system and result in a shrinking of the
financial industry and ultimately reduced tax income to the state.?

3. Insulating Systemically Relevant Functions

Once the relevant functions within a jurisdiction have been identified, the
next step is to specify and implement measures that would insulate those

24As a guideline, the Interagency Paper considers a firm to be significant in a particular
critical market if it consistently clears or settles at least 5 percent of the value of transactions
in that market.

2In the Financial System Stability Assessment of Switzerland for 2002, IMF staff observed
that a shock that would threaten one of the large Swiss institutions (or both at the same time)
would “result not only in financial loss but also in loss of reputation — a key asset of Swiss
banks” (IMF, 2002).
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functions from disruptions occurring within an LCFI or, where the function
itself is affected, minimize the disruption and mitigate its harmful effects.
The measures may be taken alone or in combination, either ex ante or ex post.

The insulation measures discussed below serve to ensure the continued
operation of the relevant functions. They leave unaddressed the question of
how the losses are allocated. Several loss allocation options are conceiv-
able. The losses may be absorbed by an industry-financed safety net, or by
depositors and other creditors, or shifted to the taxpayers when public funds
are used to operate the function either in an existing or newly established
financial institution.”® The proposed approach should, however, minimize
recourse to public funds since it seeks to contain the adverse effects of a
disruption through ex ante and/or ex post insulation measures.

Three types of insulation measures can be distinguished:

e The replacement of the LCFI as provider of the systemically rele-
vant function by other financial intermediaries,

e The dismemberment of the LCFI and detachment of the systemi-
cally relevant functions, and

e The immunization of the systemically relevant function from a
default by an LCFI or a disruption in its operations.

3.1. Replacement

Authorities need to consider the degree to which, and the speed with which,
the LCFI can be replaced as a provider of the systemically relevant function.
If other domestic or foreign financial intermediaries can quickly replace the
LCFI as a provider of the systemically relevant function, the adverse effects
of the failure of the LCFI could be significantly reduced and the need to
save it attenuated. The identification of alternative suppliers may ultimately
lead to the conclusion that the function is in itself not systemically relevant.

To determine replacement, the following factors need to be considered.

Availability of alternative suppliers. Whether or not a function can be
replaced depends on whether domestic or foreign financial intermediaries

26The guiding principle for the allocation of losses should be that, before the creditor,
the shareholders should be made to bear the cost of the resolution via a dilution or even
elimination of their shareholding interests.
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have the capacity to perform this function on a sufficient scale to fill the
gap. The need to ensure sufficient competition may hamper reliance on
replacement if it results in a high degree of concentration in the domestic
market.

Infrastructure. New suppliers would need to have the infrastructure
necessary to exercise those functions, such as risk control, back office pro-
cessing and IT systems. Other necessary prerequisites, for instance mem-
bership in clearing and settlement systems or securities exchanges, may
make it difficult to find suitable alternative suppliers.

Speed. Whether or not other providers can perform the function in ques-
tion depends on the speed with which they can fill the gap. In the long run
every function or activity is replaceable.

The degree to which each function is replaceable will differ depending
on the nature of the function. Replacement can realistically be assumed
for trading in securities, foreign exchange, and money market instruments.
Other market participants may increase their market share or new entrants
may find it profitable to begin trading. Depending on how the crisis unfolds
— whether or not it develops gradually — replacement could occur without
major market disruptions.

In contrast, when a large number of domestic institutions rely on an
LCFI to process their payments through a large-value payment, clearing and
settlement system, they may have difficulty in finding alternative clearers if
other institutions are not members of the system or if they do not have the
requisite infrastructure.

Replacement can generally be presumed for deposit taking, but it is not
always simple. For an LCFI with a large customer base, transferring cus-
tomer relationships individually, along with the entire documentation about
the relationship, including “know-your-customer” information, may be a
daunting task and hardly possible without any disruptions. Detaching and
transferring the function in its entirety may be a more practicable alternative.
Finding alternative providers for the credit granting function performed by
the LCFI for small and medium sized companies and for households may
likewise be complicated. Other institutions cannot be presumed to have
the information needed to ensure themselves of the creditworthiness of the
customers. However, it may be easier for large creditworthy clients to find
alternative sources of credit quickly at home or abroad or to tap securities
markets directly.
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3.2. Detachment

If there are no alternative suppliers that can perform the systemically rele-
vant functions of the LCFI, another option is to detach the functions from
the LCFI. The detachment should insulate the function from the wind down
and permit the performance of the function without disruption. The sep-
arated functions may be transferred to an acquiring financial institution,
to a newly established institution, a bridge bank or to a fully or partially
state-funded institution. Systemically relevant functions need not map into
either the organizational or the legal structure of the bank. The feasibility
of detachment will depend on a number of factors and present legal and
technical challenges for the authorities that may imply ex ante actions to
make dismemberment easier:

Separability. Whether or not a function can be spun off from the LCFI,
depends on whether or not it is economically viable as a stand-alone oper-
ation and on the extent to which it depends on infrastructure or support
functions that are themselves separable. When the systemically relevant
function is operated by a business unit cutting across legal entities, dismem-
berment presupposes that all adjunct functions, the necessary infrastructure,
premises, and human resources (employment contracts) are detachable and
transferable irrespective of the legal entity they belong to. When key func-
tions have been outsourced, it is necessary that the outsourcing contracts
can be transferred or that an alternative supplier can easily be found.

Transferability. Detachment is contingent upon its legal practicability.
The integral transfer of all assets and liabilities relevant for the operation
of the function must be possible within a reasonable time frame. When the
systemically relevant function, along with the necessary infrastructure and
support functions, is located in a separate legal entity, it can be carved out
from the defunct LCFI, sold to another institution, or operated on a stand-
alone basis. Ownership of the entity can be transferred by reassigning the
share capital. It is, however, much more complex to carve out business units
that are essential for the operation of the systemically relevant function if
they are not legally distinct. Such an operation would involve the transfer of
assets and liabilities, including loans and security interests. Taken together
these constitute a complex web of contractual relationships and property
rights. Under general law, a transfer would require a novation or reassign-
ment of each individual contract, observing the relevant formal requirements
as set forth in the law and obtaining the consent of the customers or other
beneficiaries. Such an operation would be complex and cumbersome, and
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impractical in a crisis that requires speedy resolution and legal certainty.?’
In some jurisdictions it is possible to apply the legislation governing merg-
ers and acquisitions and to transfer businesses as a whole and uno actu. The
Swiss Merger Act®® of 2004 provides for a mechanism to transfer assets and
liabilities. It subjects the transfer to an impairment test and requires proof
that the assets of the transferred business exceed its liabilities. Part VII of the
Financial Services and Markets Act 2000 (FSMA) provides for “banking
business transfer schemes” designed to facilitate the transfer of a banking
business.?” To prevent abuse and provide some independent appraisal of the
scheme, the FSMA requires the approval of the court. The “bridge bank™ or
the “good-bank/bad-bank”3? separation technique used in the United States
and other jurisdictions is another example of a mechanism that could be
used to detach systemically relevant functions.

Legal certainty. Clauses in commercial agreements that require some
form of consent (for instance International Swap Dealers Association doc-
uments) may hamper the perfection of the transfer of business. Separating
and transferring functions is likely to be more difficult if the LCFI is being
wound down in an insolvency procedure. The transfer of certain parts of the
business and not others may result in creditors not being treated equally.
Disgruntled creditors may challenge the transfer of business units on the
grounds that the transfer has prejudiced their interests. For this reason,
there need to be strict conditions attached to business transfers, such as
the requirement of consent by the regulator or court sanction.’! A statutory
procedure to transfer business similar to the U.S.-style bridge bank proce-
dure can be useful to achieve a speedy transfer of a substantial part of an

?Contractual novation requires the consent of the parties. Whereas assignment does not
require consent, it only operates with respect to entitlements and it does not allow the
transfer of liabilities.

28The new Swiss Act on Mergers, Demergers, Transformations, and Transfers of Assets
(Merger Act) became effective on July 1, 2004.

2For a discussion of banking business transfers under the FSMA, see Proctor (2003).

30A bridge bank is a temporary national bank chartered by the Office of the Comptroller of
the Currency and organized by the FDIC to take over and maintain banking services for the
customers of a failed bank.

31Business transfers pursuant to sections 104 to 117 of the Financial Services and Markets
Act 2000 have so far not arisen in an insolvency context. The reading of the statute should,
however, allow for such transfers to be made in the context of an insolvent transferor, or
certainly in the case of a transferor whose continued solvency is in question. Provisions
requiring certification by the regulators of the solvency of the transferee and court approval
are intended to safeguard depositors.
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LCFIs operations. The legal framework for transferring businesses is still
underdeveloped, or absent altogether, in many jurisdictions.

International recognition. The transfer may be more complicated if it
is intended to cover assets or security interests located in a foreign jurisdic-
tion. The transfer may not benefit from international recognition as foreign
courts may not recognize the transfer of an asset or security interest in their
jurisdiction.3? It may, however, be argued that the transfer should be recog-
nized pursuant to conflict of law rules if there is an appropriate connection to
the jurisdiction of the court that makes the order. Such a connection can be
presumed if the business was operated in the jurisdiction through a branch
or subsidiary.

In order to make detachment easier in a crisis, the authorities may
consider developing contingency arrangements, such as preparing for the
creation of bridge bank structures or imposing conditions ex ante on the
operation of systemically relevant functions in their jurisdictions. Such stric-
tures may pertain to the legal structure and restraints on outsourcing of key
operations or management functions to a foreign parent in order to ensure
separability and continuity of operations in case of disruptions in the parent
institution.

In the United States, the NewBank concept, which provides a contin-
gency plan for the involuntary exit of one of the two existing clearing banks
for government securities as aresult of financial or legal difficulties, is a good
illustration of the concept of detachment.?* NewBank is chartered as a bank
but remains dormant until the time that its activation becomes necessary.
When activated, it would purchase the business functions from the exiting
clearing bank and substitute itself as the legal counterparty in its place.’*

In New Zealand, where foreign-owned banks have a significant pres-
ence, systemically important banks are required to be incorporated locally so
that they can function on a stand-alone basis if the foreign parent experiences

2Under the FSMA it is presumed that the transferor institution would hold any foreign
security or asset on trust for the transferee, cf. FSMA, section 112(4). The transferor is
a bare trustee, and the transferee could thus require the trustee to institute any necessary
proceedings for the enforcement of the security in the foreign jurisdiction.

3Following the recommendation in a report of a private sector Working Group on Govern-
ment Securities Clearance and Settlement, the Federal Reserve Board established another
private sector Working Group on NewBank Implementation to further develop the concept
of a dormant bank that would be available for activation, if necessary, to clear and settle
U.S. government securities transactions. See Federal Reserve release of January 30, 2004.
34Federal Reserve Board, Securities and Exchange Commission (2002); Federal Reserve
Board (2003).
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difficulties.® Incorporation as separate legal entity ensures that assets and
liabilities are separable from those of the foreign parent or head office, which
is not the case with a branch. Branches subject to asset maintenance require-
ments have some of the characteristics of separately capitalized entities.*®
Ring fencing operates as another form of detachment or ex post separation.
It disregards the form of organization of a foreign bank branch in the host
country and treats it as if it were a separate entity by claiming all assets that
are booked to the branch jurisdiction in order to ensure that enough assets
remain in the jurisdiction to satisfy local creditors’ claims.?’

3.3. Immunization

A third option for avoiding systemic risk is to immunize the systemically
relevant function by making it “failure-proof” or at least more “failure-
resistant”. The following techniques can be employed to this end.

Collateralization. Counterparty risk may be reduced or eliminated
by requiring full or partial collateralization of counterparty claims. For
instance, the proposed “Standards for Securities Clearing and Settle-
ment Systems in the European Union” stipulate that providers of securi-
ties clearing and settlement services should fully collateralize their credit
exposures.>8

Set-off and netting. Set-off> and netting®” are widely regarded as reduc-
ing the risk that the failure of a major market participant will produce
knock-on effects. This is achieved by reducing counterparty exposures from
gross amounts to (much smaller) net values. Close-out netting clauses are
incorporated into most standardized special financial instruments.*! They

Bollard (2004).

3See infra note 44.

37See, for example, N.Y. Banking L. § 606 et seq.

3See Standard 9, ESCB-CESR (2004).

3Set-off is “a method of cancelling or offsetting reciprocal obligations and claims (or the
discharge of reciprocal obligations up to the amount of the smaller obligation). Set off can
operate by force of law or pursuant to a contract” (CPSS, 1998).

4ONetting is defined as “an agreed offsetting of mutual obligations by trading partners or
participants in a system, including the netting of trade obligations, for example through a
central counterparty, and also agreements to settle securities or funds transfer instructions
on a net basis” (CPSS, 2001).

4IA number of master agreements contain netting provisions, for instance, the Interna-
tional Swap and Derivatives Association (ISDA) master agreements 1987, 1992, 2002, the
European Master Agreement (EMA) and the Master Agreements shepherded by the British
Bankers Association and the Foreign Exchange Committee of New York.
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contain the right of a counterparty to unilaterally terminate the contract
under certain pre-specified conditions, and the right to net amounts due at
termination.

Carve-outs. Statutory law or contractual agreements may insulate cer-
tain transactions and collateralization techniques from the operation of
insolvency laws. In many jurisdictions, customers’ securities are segregated
from an institution’s own securities and are immunized against claims made
by third-party creditors on the custodian.

Market structure measures. Strict anti-trust rules or market share limits
may be imposed in order to preserve systemic integrity. For instance, in the
United States, inherent systemic risk is kept in check by a market structure
measure that prevents any bank from gaining more than 10 percent of the
total amount of deposits in the United States (or 30 percent of the total
amount of deposits in any State).*?

In theory, deposit taking could be insulated by requiring large deposit-
taking institutions to conduct deposit taking in a separate legal entity and
to hold all of their assets in the form of cash and marketable, short-term
debt obligations, such as qualifying government securities, and highly rated
commercial paper (so-called “narrow banking”).*> However in practice it is
unlikely that narrow banking will be legally mandated given the significant
complementarity of deposit-taking with other banking activities and the
resulting efficiency gains.

One way to insulate branch activities from weaknesses in the foreign
head offices is to introduce asset maintenance requirements which serve to
secure liabilities in local jurisdictions. U.S. regulators may impose so-called
asset maintenance requirements on branches of foreign banks to ensure that
sufficient assets would be available in the event of a liquidation to effect
repayment to depositors and other liability holders within the United States.
Thisis typically done when the authorities are unable to judge the institution’s
financial strength, or perceive weaknesses in the financial condition of the
parent bank or regulatory arrangements in the home country.**

4212 United States Code, section 1842 (d) (2).

“Wilmarth (2005).

4 Asset maintenance (“AM”) under the New York State Banking Law means the maintenance
of “eligible assets” in New York covering a specified percentage of a branch’s third-party
liabilities. In general, the concept of eligibility extends to those assets for which there is
a reasonable expectation of liquidation on a timely basis. Asset maintenance requirements
may be imposed at levels in excess of total third-party liabilities. A foreign branch may be
required to maintain a net “due to” parent position at all time. New York State Banking Law,
section 202-b(2).
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Collateralization and netting are commonly used to strengthen the finan-
cial infrastructure, such as payment, clearing and settlement systems. As
such, the Committee on Payment and Settlement Systems (CPSS) has devel-
oped a number of recommendations that have become accepted minimum
standards to reduce cross-border settlement risk and insulate payment and
securities settlement systems from the failure of market participants.*> Sim-
ilar provisions are codified in the European Settlement Finality Directive.*
They ensure that orders which are entered into a payment or settlement
system are insulated from cherry picking provisions, that the unwinding of
netting is prohibited and that collateral is insulated from insolvency pro-
ceedings. A certain degree of immunization can thus be achieved through
statutory and contractual mechanisms.*’” However, conflicting laws and an
absence of mutual recognition can render the effective application of such
immunization techniques uncertain in a cross-border context.*® Significant
efforts have been undertaken to harmonize the law and to improve coordi-
nation. Overall, the patchwork of applicable laws provides some protection
for close-out and netting agreements, but remains a source of legal uncer-
tainty.*” The Hague Convention on the law applicable to certain rights in
respect of securities held with an intermediary of December 13, 2002 as
well as the UNCITRAL initiatives in the area of insolvency law and secu-
rity interests show that international consensus in such areas is not out of
reach.

4. Need to Refocus International Regulatory Initiatives

A systemic crisis caused by distress in an LCFI will have significant costs. It
will imply the use of large amounts of public funds if the LCFI is prevented
from failing. Public assistance will tend to increase moral hazard and raise

4SCPSS (2001).

4Directive 98/26/EC of the European Parliament and of the Council of 19 May 1998
on settlement finality in payment and securities settlement systems (“Settlement Finality
Directive”).

4TIn recognition of the importance of the legal framework for market activities, the Report
of the Task Force on Major Operational Disruptions in the Financial System, Financial
Markets Law Committee (2003) recommended a review of private contracts with a view
to strengthening the resilience of contracts and providing greater legal certainty. The UK
Financial Services Authority is in the process of conducting such a review.

“8Group of Ten (2002).

“Bliss (2003).
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the probability of future crises. However, measures to insulate systemically
relevant functions from the failure of an LCFI also have costs. For instance,
the requirement that local affiliates be separately capitalized will tend to
increase operating costs, reduce competition, and impair efficiency in the
financial system. Accordingly, there is a clear calculus of the costs and
benefits of LCFI regulation.

These challenges are intensified by the global reach of the LCFIL
Although an ex ante measure can lower the costs caused by a potential
disruption of the LCFI from the perspective of the national regulator, the
same measure may impede competition or impair market access. It may also
reduce the residual value of the LCFIs in other jurisdictions. Thus, there is
aneed for some common understanding among regulators on measures that
are acceptable in order to minimize distortions and the costs associated with
the collapse of an LCFL

By recognizing that each national authority has a legitimate interest
in protecting systemically important functions, by reaching agreement on
what those functions are and by achieving consensus on the types of actions
that are justified to protect them, the problems of being “too large to fail”
and “too big to save” could be addressed in a pragmatic and meaningful
way.

National boundaries mean little in relation to global systemic instability.
Yet, they determine the national regulator’s powers and shape the incentives
that govern their actions. Regulators in a host jurisdiction may focus on
preserving functions with systemic relevance for the local jurisdiction while
regulators in the home jurisdictions may be inclined to turn a blind eye, in
particular if the operations of the LCFI in the host jurisdiction are small as
compared to the LCFI’s overall activities and have no effect on the LCFI’s
overall solvency and profitability.

A particular problem arises in countries where banks are mostly foreign
owned. Losses occurring in the home country may lead to retrenchment
from foreign operations. The insolvency of the foreign parent could lead to
the disappearance of systemically significant functions in the host country.
Moreover, losses can occur in the host country that cause the parent to aban-
don its local establishment. During the Argentine crisis some foreign banks
abandoned their branches or subsidiaries in Argentina, and depositors were
not able to make claims against the foreign parent.”° It is difficult to hold a

30Negro and Kay (2002).
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foreign parent liable for local branches’ obligations or to legally compel it
to recapitalize local subsidiaries. This situation may generate conflicts of
interests between home and host regulators. For instance, the home regu-
lator may be prepared to allow liquidation but the host regulator may want
the local affiliate to continue the operation in order to preserve relevant
functions and financial stability in the host country.

The current arrangements for cross-border banking supervision and the
relationship between host and home supervisors do not take into account the
heightened need for information of host countries in cases where systemi-
cally relevant functions are operated by an LCFI headquartered in a foreign
jurisdiction. Since host country authorities will bear the costs of the disap-
pearance of systemically relevant functions, they will need to retain ade-
quate supervisory powers over all institutions that perform these functions
in their jurisdiction and, for instance, will need to know what assets are avail-
able to meet obligations in the domestic jurisdiction. The internationally-
agreed framework for the supervision of multinational banks, as devised by
the Basel Committee on Banking Supervision', assigns clear roles to the
supervisors in the home and host countries. However, these do not match
the responsibilities and powers that the authorities have in an insolvency
situation.”? They shift supervisory responsibilities from the host to the home
regulator and fail to acknowledge the host country’s legitimate interests in
the event of a crisis. In a situation where systemically relevant functions are
operated through a branch structure, the host regulator may lack sufficient
reliable information concerning the risks and liabilities of the branch, the
parent or the entire conglomerate. However, the host country may have to
bear the costs of resolution, even if the solvency problems originated in the
home country.

5. Conclusions

We cannot expect to eliminate international financial crises entirely, but
we can hope to reduce their severity. The prospect of the failure of LCFIs
raises profound concerns because the institutions are global and regulation
is national. While it might seem logical to have a single authority with broad

>!Basel Committee on Banking Supervision (1996).
S2Hiipkes (2005).
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powers of regulatory design and supervisory oversight,> such suggestions
are not politically realistic. For the foreseeable future, or at least until the
next major international crisis, national governments will remain unwilling
to cede sufficient powers to international bodies to regulate globally active
financial institutions.* Reliance needs therefore to be placed on national
regulators.

National authorities will continue to respond to national interests. For
these reasons it is naive to expect that coordination between home and
host regulators will always work seamlessly in a crisis. The best way to
address these challenges is to recognize the conflicting interests and reach
agreement on an approach that all regulators concerned can apply. If this
is done, national regulatory action will be Pareto improving despite differ-
ing incentives. The threat of moral hazard will be kept to a minimum and
distortions to competition that reduce efficiency will be limited. The aim of
such cooperation should be to ensure that systemically important functions
are preserved while permitting the LCFI to fail.

Three steps are needed:

First, there is a need to forge international agreement on what systemi-
cally important functions are and what criteria can be used to identify them.
If there is such agreement, it is less likely that the measures that national
authorities take either ex ante or ex post to preserve these functions will be
undercut by actions of other regulators.

Second, there is a need for agreement on the type of insulation methods
that could be applied to contain systemic risk without unduly distorting com-
petition and reducing efficiency to inappropriate levels. Further work will
need to be undertaken to adapt the legal framework and to develop appro-
priate tools to either detach or immunize systemically relevant functions
from a defunct LCFI. A statutory procedure to transfer business, similar to
the U.S.-style bridge bank procedure, is useful to achieve a speedy trans-
fer of a substantial part of an LCFIs operations. Contractual immunization
techniques need to be strengthened and to be proof against legal challenge
in a cross-border context.

30n how such could be designed, see “The financial industry in the 21st century,” intro-
ductory remarks by Daniel Zuberbiihler, Director of the Secretariat, Swiss Federal Banking
Commission at the 11th International Conference of Banking Supervisors, Basel, September
2000.

>4National authorities have rejected approaches that would involve supra-national authori-
ties. See Kenen et al. (2004).
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Third, there is a need to reexamine the cooperation arrangements
between home and host regulators. The principles for cross-border banking
supervision need to acknowledge the heightened information need of regu-
lators in host countries where systemically relevant functions are provided
through foreign-controlled entities. To this end, it is necessary to reach a
consensus on what are the systemically important functions of LCFIs and
on the types of actions that are justified to protect them.
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Europe’s Universalist Approach to Cross-Border
Bank Resolution Issues
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Preventing the insolvency — that is, the default on obligations and, in par-
ticular, the inability to repay deposits — of depository institutions is the
essential objective of what is known as prudential or safety-and-soundness
banking regulation. The latter now forms the core component of the broader
banking regulatory systems of all nations. In contrast, the monetary, market-
structure, pricing, and/or social objectives that animated banking policy in
the past have either been abandoned or lost relative importance.

The prudential policy turn and, closely related to it, the remarkable
trend towards international regulatory convergence were precipitated by a
series of spectacular cross-border bank failures, whose recurrence they are
intended to preclude. Thus, the collapse in June 1974 of Bankhaus Herstatt,
a small German institution intensely active in the foreign exchange mar-
ket, marks the birth of modern banking regulation. The coincidence of the
Herstatt crisis with unprecedented bank failures in the U.K. and the U.S.
later in that year generated major concerns about the prudential state of the
international banking industry. More specifically, Herstatt brought to aware-
ness the nature and potential scale of cross-border effects of bank failure.
The policy response to the 1974 events involved the creation of the Basle
(now Basel) Committee (BCBS), an informal club comprising the world’s
most significant central banks and non-central-bank bank regulatory author-
ities. The first project of the new grouping entailed the formulation of a so-
called Concordat (BCBS, 1975), delineating the responsibilities of relevant
national supervisory authorities in relation to the prudential supervision of
banks present in more than one jurisdictions. A few years later, the col-
lapse of the Italian Banco Ambrosiano group, caused by the insolvency of
its unregulated Luxembourg subsidiary, demonstrated that additional work
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was necessary in the direction of eliminating supervisory gaps and led to
the issuance of a new, streamlined Concordat (BCBS, 1983). The commit-
tee further refined its arrangements regarding the supervision of banks and
banking groups with cross-border activities in July 1992, in response to
the Bank of Credit and Commerce International (BCCI) debacle (BCBS,
1992a).

Through this line of work, the Basel Committee has introduced a glob-
ally accepted framework for the allocation of prudential responsibilities in
relation to internationally active banking organizations, whether these are
set up in the form of a single entity, comprising a primary establishment
in one country and one or more foreign branches, or as groups of affiliated
companies having separate legal personality and different nationality. The
main principle that underpins this framework is that the solvency of every
banking organization with foreign branches or subsidiaries should be ulti-
mately and effectively supervised on an aggregate or consolidated basis by
the authorities of the country of incorporation of the single entity, in the
former case, or the group’s head entity, in the latter.

Through a parallel process, the Basel Committee has also achieved full
harmonization of the substantive rules regarding the measurement and min-
imum level of bank capital (BCBS, 1988, 2004). The same rules of capital
adequacy apply in Europe as elsewhere. In other words, the division of
supervisory responsibilities has progressed hand-in-hand with the emer-
gence of a common body of substantive regulatory standards, specifically
linked to the financial position and, in particular, solvency of banks.

1. Absence of Convergence in International Bank Insolvency Law

In short, the Basel principles and recommendations determine the alloca-
tion of supervisory jurisdiction and the principal prudential standards to be
applied throughout the time that a bank is in business, but fail to address
directly situations where things have already turned sour and the bank is
facing ruin. In other words, while a considerable degree of convergence
seems to have been achieved in relation to practices and standards aimed
at preventing failure, little work has been done in the direction of a harmo-
nized approach to the responsibilities and methodology for bank resolution
(Hiipkes, 2002) — whether the latter takes place through rescue opera-
tions of various sorts or through insolvency proceedings of either the judi-
cial or the administrative type (Hadjiemmanuil, 2004). An attempt toward
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a structured methodology for tackling bank crisis and insolvency can be
found in the “Weak banks” report of March 2002 (BSBC, 2002; cf. World
Bank, 2001); this, however, addresses only cursorily the problems posed by
international groups and/or financial conglomerates (BCBS, 2002).

Back in 1992, a Basel Committee study group employed the BCCI
debacle as a case study to explore problems relating to the liquidation of
a multinational bank. The final report was of a rather descriptive character
and did not include clear and precise answers to the problems it identified
(BCBS, 1992b). Very interestingly, however, it outlined four basic legal
concepts, which play a critical role in cross-border bank resolution. Two of
these concepts — namely, the separate-entities/single-entity doctrines and
the applicable law of bank liquidation — concerned the private international
law of bank insolvency and are, accordingly, of particular significance for
the present discussion. The two remaining concepts were substantive and
involved the right of set-off and the impact of proceedings aimed at the impo-
sition of criminal and civil penalties on bank liquidation. Unfortunately, the
Basel Committee did not further pursue this line of inquiry.

Thus, when insolvency proceedings appear necessary in relation to an
international banking organization — especially, one organized in a group
structure or functioning as a financial conglomerate — a number of thorny
questions acquire critical importance. What form and level of cooperation, if
any, should characterize the relationship between the regulatory and insol-
vency (judicial or administrative) authorities in the various jurisdictions
where the bank retains assets and/or affiliated establishments? Can insol-
vency proceedings be brought in all these jurisdictions or only in one? Which
parts of the organization are covered by the proceedings? What is the gov-
erning law? Which creditors are eligible to bring claims? Which assets are
available to satisfy their claims? These and related questions have not yet
found full, convincing and consistent answers (for a brief survey of existing
international rules, see Krimminger, 2004).

2. The Main Policy Options in International Bank Insolvency

Establishing which state is responsible for conducting insolvency proceed-
ings is of paramount importance when things go wrong for a bank with
cross-border presence. This points to a perennial dilemma of international
insolvency law and policy, that is, whether the collective proceedings relat-
ing to an insolvent enterprise with activities in multiple jurisdictions should
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be characterized by the principles of unity (in accordance to which only
a single set of proceedings, covering both the head office and its foreign
operations, is available) and universality (whereby the national proceed-
ings cover all foreign assets of, and all foreign claims against, the insolvent
enterprise, and equivalent groups of creditors in the various jurisdictions
are treated equally under a single set of priorities, determined by the law
governing the proceedings) or by the rival principles of plurality and terri-
toriality (Hiipkes, 2000; Tsanidis, 2004). Applied specifically to banking,
the question is framed in a somewhat different way — namely, whether
the home operation and overseas branches of an insolvent bank should be
treated as a single entity (one worldwide set of assets, one set of creditors)
or as separate entities (separate resolution in each host state, with only local
depositors and other creditors being allowed to prove against the local or,
possibly, worldwide assets) (Devos, 1999).

In a recent article, Tom Baxter, Joyce Hansen, and Joseph Sommer
distinguish four main possibilities (Baxter et al., 2004):

In the “classical territorialist” model, insolvency proceedings can be
brought in every jurisdiction where a failed bank maintains an establishment
or keeps assets. Each jurisdiction has authority over all local assets, but not
any overseas assets. Foreign creditors are often allowed to file claims. But
foreign courts and insolvency officials are excluded from participation in
the national proceedings. Thus, uncoordinated parallel proceedings can run
in all jurisdictions where assets can be marshaled.

Under “modern territoriality” — which essentially is another name for
the “separate entities” doctrine as applied in the United States to the domes-
tic branches of foreign banks — each branch or agency of an international
banking organization is treated as if it were a stand-alone, separately incor-
porated legal entity and is liquidated or restructured independently from
the rest of the organization, under the control of the host authorities. Unlike
classical territoriality, the system is claims-, not asset-based: The creditors
of the branch or agency are entitled to be paid out of the local assets, but also
out of assets located elsewhere if these are booked with the local operation,
possibly as a result of entries in the bank’s own records or of payment- or
settlement-system links. Despite its “generosity” — or, to be more precise,
its extraterritorial reach — on the asset side, modern territoriality is rather
restrictive in so far as eligible claimants are concerned: only local creditors
are allowed to file their claims in the proceedings. Following their satisfac-
tion, any remaining dividend is transferred to the head office’s estate, which
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is treated as a residual claimant in the position of shareholder. Non-local
creditors of the worldwide operation are expected to claim at that level.

In contrast to the above, under the “full universality” or “single-entity”
doctrine one jurisdiction conducts the main insolvency proceeding. All
other jurisdictions play a secondary role, mainly by assisting in the col-
lection of assets. In a genuinely universalist system, the bank’s legal person
(although not banking groups) is wound up in a unitary process and foreign
branches are treated only as offices of the larger corporate entity. The lig-
uidators are concerned with the collection and realization of the worldwide
assets and all creditors of the bank worldwide are entitled to prove in the
liquidation. In principle, claims of creditors of the head office do not obtain
priority over the claims of creditors of foreign branches.

Finally, “modified universality” attempts to alleviate the rigidity of
full universality, by emphasizing cooperation among countries. Each coun-
try’s courts (and, less evidently, the relevant administrative authorities)
decide on a case-by-case basis, taking into account the factual circum-
stances, whether they should initiate and conduct main or ancillary pro-
ceedings or they should, instead, defer to the courts of another jurisdiction.
The UNCITRAL Model Law on Cross-Border Insolvency and section 304
of the U.S. Bankruptcy Code are mentioned as examples of how modified
territoriality may work in practice.

The foregoing analysis may be somewhat misleading. What it calls
euphemistically “modern territoriality” is not merely a technical refine-
ment and adaptation of the classical version. Its most characteristic aspect
involves the steadfast ring-fencing of assets, which are then realized for the
exclusive, or at least preferential, benefit of local creditors. This is a quite
extreme solution, which can be justified only to the extent that branches are
perceived as effectively independent companies.

Conceptually, full universality appears as the soundest approach, since
it recognizes the unity of the bank’s legal personality in full (cf. Group of
Thirty, 1998). On the other hand, universality is difficult to implement in
practice. If it is to operate effectively, only one set of proceedings should be
allowed (that is, there should be unity of the proceedings) and its universal
reach should be respected universally. Other jurisdictions must recognize the
applicability of the legal rules of the forum of proceedings and the actions of
its insolvency officials, including by tolerating their mandatory interference
with local relationships of the insolvent bank. This is unlikely if, for instance,
the forum seeks to apply priority rules, which discriminate against foreign
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claimants, or even priority rules which are applied indistinctively, but which
diverge fundamentally from local policy choices.

Thus, the unilateral adoption of this system by a bank’s home juris-
diction is not enough. All affected jurisdictions must give their prior and
mutual consent, in the form of a treaty or similar commitment. For this
to happen, thorny issues must be addressed. At the most basic, clear
rules of private international law on the selection of the main jurisdiction
where proceedings can be brought must be agreed upon. A further ques-
tion relates to the availability or exclusion of secondary, subsidiary pro-
ceedings in host jurisdictions for the purpose of effective local collection
of assets. The most difficult issues, however, relate to the reconciliation
of divergent national rules of priority, or preferences, and the recogni-
tion and enforcement of local rights and agreements, including set-offs,
proprietary rights in instruments involving some kind of record-keeping,
account-keeping or registration, netting and repurchase agreements, etc.
Ideally, the universal insolvency proceedings would be subject to a single
legal system, governing all substantive matters relating to the effect of the
moratorium, the avoidance or enforcement of transactions, the collection
of assets, etc. Nonetheless, in all these issues, nations diverge widely and
are unlikely to agree on the disapplication of their own rules within their
territory, especially when the protection of their own citizens is at stake.
This necessitates wide exceptions from the basic principle that unitary, uni-
versal proceedings should be subject to a single law — presumably, the
law of the forum of the proceedings, or lex fori concursus — and dilutes
the values of coherence and equal treatment that universalism is intended
to serve.

A theoretically attractive alternative to full universalism would involve
classical territorialist proceedings in all countries where the insolvent bank
maintains assets, with universal cross-filling of claims and integration of
the foreign claims in each set of proceedings in the equivalent local ranks
of priority (cf. Westbrook, 1997). In a system of this type, creditors could
be represented in the parallel foreign proceedings by the officials of their
domestic insolvency. This system is a close alternative to universalism
in terms of ensuring neutrality of distributional outcomes. Politically, it
presents the advantage that interested countries can accept it more eas-
ily, because it respects their jurisdiction over the treatment of local assets
and relationships and applies the local order of priorities to the local
estates.
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Whether universalism as applied in practice works better than mod-
ern territoriality, is open to debate. Both approaches can rely on a quite
impressive armory of arguments.

Territorialist systems are praised for providing incentives for vigorous
and early initiation of insolvency proceedings. Host authorities can pro-
tect through their own insolvency-related actions the creditors of the local
branch and have, accordingly, a strong reason to monitor more closely the
financial condition of foreign banks. Their intervention can, in turn, trigger
the early commencement of proceedings in the bank’s home jurisdiction.
On the other hand, the home jurisdiction is not only responsible, under cur-
rent Basel arrangements, for the global supervision of its banks on a solo
and group basis, but also better placed to monitor their global risk man-
agement and financial situation. Thus, it should be more qualified to judge
whether the commencement of insolvency proceedings is advisable or not.
In contrast, the territorialist system may discourage forbearance of lingering
insolvency, but also introduces perverse incentives, potentially leading the
host jurisdiction to take action earlier than justified by the global situation,
in order to marshal and ring-fence all assets that it can lay its hands on. This
will also lead to preemptive actions by the home jurisdiction, which will
attempt to repatriate early on as many assets as possible. By extension, this
conflict of incentives is likely to generate communication and information-
sharing problems during times of distress (cf. Calzolari and Loranth, 2003).

It is also asserted that territorialism enjoys a clear advantage over uni-
versalism as far as asset recovery is concerned. Asset recovery does not
only comprise the stocktaking of existing assets, but also — and sometimes
mainly — the recovery of the proceeds of criminal and/or civil wrongdoing
by particular individuals. Of course, the home jurisdiction is always free to
pursue wrongdoers, but taking the necessary actions becomes tremendously
more difficult when the wrongdoer resides in another jurisdiction, unless
close judicial and enforcement cooperation can be secured. However, the
problem of pursuing wrongdoers across borders will also be faced — albeit
not with the same frequency — by territorialist systems whenever the host
jurisdiction seeks to pursue abroad the perpetrators of crimes or civil wrongs
involving the local branch.

The basic argument in favor of universalism is that it facilitates bank
reorganizations. This is so, because it permits a “global” administration of
the insolvent bank, whereby foreign branches, as mere offices or operating
units of the larger corporate entity, are restructured together with the head
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office. (The same approach, of course, will be inapplicable to the affiliated
members of an insolvent international banning group, which are likely to
be treated separately in all cases. See Nierop and Stenstrom, 2002.) This
increases the value of the estate in comparison with territorialist systems,
which compartmentalize the corporate entity into local units that in many
cases are not worth preserving as going concerns on a stand-alone basis.
Admittedly, formal reorganization proceedings are rarely used in the case of
ailing banks; instead, there is reliance on pre-insolvency workouts and res-
cue operations (such as capital injections, mergers, liability transfers, etc.).
Even so, the unavailability of potentially disruptive foreign proceedings
can be beneficial, because, by removing host-country insolvency-related
obstacles and “veto players”, it facilitates the implementation of central-
ized informal restructuring operations by the home state.

The problem of legal complexity is also mitigated under universalism,
and exacerbated in territorialist systems. For reasons mentioned above, even
in universalist systems, the overseas legal relationships of the insolvent bank
will be governed by the legal rules of various jurisdictions. However, this
will only affect the enforcement of claims and secured rights but not the
final distribution of collected assets, which will be handled centrally by the
jurisdiction of the main proceedings, based on a more or less integrated
order of priorities.

More generally, universalist systems reduce the transaction costs
incurred by persons wishing to prove in the proceedings, since the latter
only need to participate in a single set of proceedings. In contrast, clas-
sical territorialism leads to a multiplication of participation costs, as well
as of costs associated with the administration of the parallel national pro-
ceedings. In modern territorialist systems, of course, this argument loses
importance, because creditors are allowed to participate only in the insol-
vency proceedings affecting the branch with which they conducted business.
But this is achieved at the cost of unequal dividends for similarly placed
claimants in different jurisdictions, depending on the vagaries of the bank’s
asset-booking.

Advocates of modern territorialism finally assert that universalism
encourages “priority inflation”. It is an established fact that all national
insolvency laws tend to include priorities, whose effect is to benefit local
creditors, either explicitly (for example, local tax authorities) or implic-
itly (for example, local insolvency officials and lawyers). This bias may be
aggravated under universalism, since assets located in other jurisdictions can
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be used to pay off in priority creditors resident within the jurisdiction of the
forum. In contrast, the problem is supposed to be mitigated in modern terri-
torialist systems, which exclude foreign creditors anyway. What this argu-
ment fails to explain, is how, if at all, modern territorialist improves overall
the “net” result for unsecured creditors: the claims of the latter are now
fragmented in national classes, with foreign depositors and other creditors
ranking behind all local creditors in each set of proceedings. While, then, it
is predicted that under universalism all unsecured creditors will suffer some
measure of net loses in favor of the home jurisdiction’s preferred creditors,
but will otherwise be treated equally, under modern territorialism the dis-
tributional result for each national class of unsecured creditors becomes
inherently ambiguous and unpredictable, but always uneven. Moreover, the
alleged bias towards priority inflation in truly universalist systems may be
less pronounced, because it will be constrained by the need to recognize
foreign claims at equivalent rank.

3. Endorsement of Universalism in European Law: The
Winding up Directive

In the European Union (EU), bank resolution policy belongs in principle
to the several member states. European law contains a number of specific
requirements, which constrain the national discretion in certain respects, but
does not include a fully-fledged single normative framework or common
decision-making structures. A unified, pan-European legal and adminis-
trative framework for bank resolution is still lacking — and unlikely to
emerge in the foreseeable future. Even so, the relevance of Union law is
gradually growing in this field too. Already, a few European directives
have a direct bearing on bank resolution policies. These directives con-
stitute a fragmentary body of harmonized norms of special bank insolvency
law. In particular, the Deposit Guarantee Directive (Directive 94/19/EC of
the European Parliament and of the Council of 30 May 1994 on deposit-
guarantee schemes, OJ 1994 L 135/5) sets out the minimum level of cov-
erage that each member state’s national deposit insurance systems must
provide to all European depositors of the banks for which this is responsi-
ble in its capacity as home state. Simultaneously, certain general norms of
European competition and central banking law constrain the member state’s
ability to resolve troubled banks by way of rescue operations or other types
of financial assistance.
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The recent, and very important, Winding Up Directive (Directive
2001/24/EC of the European Parliament and of the Council of April 4,
2001, on the reorganization and winding up of credit institutions, OJ 2001
L 125/15), which came into full effect on May 5, 2004, applies specifically
to the issue under discussion here, that is, cross-border bank resolution.
The directive harmonizes the rules of private international law and some
procedural rules applicable to bank collective proceedings, with a view to
ensuring the mutual recognition of the national measures relating either
to the reorganization or the winding up (that is, liquidation) of banks (or,
in European parlance, credit institutions) in difficulty (Campbell, 2002;
Deguée, 2004). The directive performs in the banking sector the role played
in relation to general corporate insolvency by another European instru-
ment, the Insolvency Regulation (Council Regulation (EC) No 1346/2000
of 29 May 2000 on insolvency proceedings, OJ 2000 L 160/1). The latter
creates a single conflict-of-laws regime involving the mutual recognition
of collective proceedings relating to non-financial enterprises (for detailed
analysis, see Moss et al., 2002). Its sphere of application excludes, however,
all financial institutions. These are treated in three different ways: credit
institutions are covered by the Winding Up Directive; insurance undertak-
ings are subject to the very similar provisions of Directive 2001/17/EC of
the European Parliament and of the Council of March 19, 2001, on the reor-
ganization and winding up of insurance undertakings (OJ 2001 L 110/28);
and there is simply no European law on the insolvency of securities interme-
diaries and undertakings for collective investments in transferable securities
(UCITSs), which must, accordingly, be decided in accordance with national
private international law.

The general, banking and insurance insolvency instruments, all cover
issues of choice of forum, foreign recognition of the national proceedings
and (to a certain extent) choice of law, setting the ground for a European
order in insolvency law (Omar, 2004). In contrast, they affect minimally the
procedural rules of domestic insolvency law and do not impinge on material
(substantive) issues. In particular, they leave largely unaffected the rules on
the order of priority of claims, which continue to be widely divergent across
member states.

The insolvency regulation shares with the two sectoral directives a
fundamental universalist policy aspiration. But a major divide opens in
relation to the possibility of “secondary” territorial proceedings. The regula-
tion’s starting point entails the universal recognition of the main insolvency
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proceedings, which are opened in the member state where “the center of
the debtor’s main interests is situated”; this, for a legal person, is generally
deemed to be the place of its registered office. However, territorial (sec-
ondary) collective proceedings may also commence in any other member
state where the debtor has an establishment [Article 3(2) and 16(2)]. This is
intended to increase the efficiency of collection efforts. The secondary pro-
ceedings only produce effects in relation to local assets; but within this lim-
ited scope they prevail over the main proceedings and are respected across
the community [Article 17(2)]. Although the regulation provides explicitly
for cross-filings by all creditors and liquidators in all parallel (main and
secondary) proceedings (Article 32), thus ensuring equality of creditors’
treatment, in terms of procedure and governing law the distance from pure
universalism is very substantial. The end result is probably better described
as modified classical territorialism with universal cross-filing (Westbrook,
1997).

In contrast, the Winding Up Directive applies unwaveringly the princi-
ple of unity of the insolvency proceedings. The home member state is given
full and exclusive competence for insolvency proceedings relating to its
banks [Preamble, rec. (6) and (16), and Article 3(1) and 9(1)]. Specifically,
the directive applies to reorganization measures or winding Up proceed-
ings relating to European credit institutions and their branches established
in other EU member states. Banks having their head office outside the
EU are only covered if they retain branches in at least two member states
(Article 1). Reorganization measures are defined as “measures, which are
intended to preserve or restore the financial situation of a credit institution
and which could affect third parties’ pre-existing rights, including mea-
sures involving the possibility of a suspension of payments, suspension of
enforcement measures or reduction of claims” (Article 2, seventh indent).
The European legislator is agnostic as to the legal form of such measures.
Accordingly, both administrative and court-based procedures are covered,
provided that the rights of third parties are atissue. This becomes the primary
criterion distinguishing reorganization proceedings from ordinary supervi-
sory enforcement actions. In contrast, winding up proceedings are defined
as “collective proceedings opened and monitored by the administrative or
judicial authorities of a Member-State with the aim of realising assets under
the supervision of those authorities, including where the proceedings are
terminated by a composition or other, similar measure” (Article 2, ninth
indent). These are normally judicial, although some States place them under
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the control of administrative authorities (including the bank supervisors).
Control over both types of proceedings is assigned to the competent author-
ities of the home State (Article 3(1) and 9). Secondary proceedings are
completely excluded. Nevertheless, a puzzling provision refers to situa-
tions where “the administrative or judicial authorities of the host member
state deem it necessary to implement within their territory one or more reor-
ganisation measures” (Article 5); if so, they must inform accordingly the
home State’s supervisory authority (and not the authorities responsible for
the opening of insolvency proceedings, if different). In view of the direc-
tive’s insistence on unitary proceedings, it is not evident what form the host
authorities’ determination might take in these circumstances (given that it
could not amount to the opening of secondary proceedings).

The principle of universality is also respected up to a certain point. The
basic rule is that the laws, regulations and procedures of the home State
govern the proceedings (Article 3(2) and 10). This ensures mandatory coin-
cidence of forum and governing law — that is, the lex fori concursus applies
generally, albeit not in all respects. Numerous exceptions (Articles 20-32),
however, significantly reduce its effective field of operation and, simultane-
ously, dilute the principle of universality, in so far as they localize certain
types of legal relationships and subject them to the dissimilar legal rules of
the various host States (Cercone, 2004). This is, for instance, the case of net-
ting arrangements, which in the context of the bank insolvency proceedings
continue to be governed by the proper law of the contract (lex contractus or
lex causae). Concerning contractual rights relating to immovable property,
or security rights, the directive respects the principle of territoriality (lex rei
sitae or lex contractus, depending on the case). The same applies to security
rights relating to tangible or intangible assets (including fixed and floating
charges, as well as transfers subject to a reservation of title) and contractual
rights of set-off which might not be recognized under the law of the home
state (lex rei sitae or lex contractus, depending on the case). The fate of
transactions carried out on regulated markets is decided according to the
proper law of the contracts — which will usually be the law of the state
where the markets are located. And soon ...

The reason why the European legislature found it necessary to adopt
separate insolvency instruments which forbid secondary proceedings for
the regulated enterprises of the financial sector, should be sought precisely
in the need to align closely the regulatory and insolvency responsibilities in
this area (Wessels, 2004). Disregarding any collection advantages that the
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availability of secondary proceedings might present, the Winding Up Direc-
tive recognizes that in Europe the regulatory equivalent of the principle of
unity — the principle of “home-country control”, whereby a banking institu-
tion and its branches are placed together under the responsibility of a single
jurisdiction, that is, of the home State — already governs the on-going super-
vision of credit institutions in a pre-failure context. The directive stipulates
explicitly that the same principle should also underlie the commencement
and subsequent conduct of collective proceedings following failure. In this
manner, the Winding Up Directive completes the cycle opened in the 1980s
with the European rules on banks’ authorization and prudential supervision
(now consolidated in directive 2000/12/EC of the European Parliament and
of the Council of 20 March 2000 relating to the taking up and pursuit of
the business of credit institutions, OJ 2000 L 126/1) and continued in the
1990s with the Deposit Guarantee Directive. This is only reasonable, given
the interconnection between ongoing prudential supervision and bank reso-
lution, including by way of collective proceedings. In the opposite case, the
authorities in each host member state where an ailing bank has a presence
would be able initiate autonomously actions affecting the bank’s overall
fate, thus leading to conflicts of jurisdiction and disruption of the unitary
regulatory control of the home State (cf. Mayes et al., 2001).

A related objective of the Winding Up Directive is to transplant and
implement in the insolvency field the principle of automatic and complete
“mutual recognition” of home-country actions, without need for further for-
malities. The national proceedings of the home State are recognized across
the Union and produce the same effects in any other member state as in the
State where they were opened. Administrators and liquidators are explic-
itly allowed to exercise across the Union all the powers, which they are
entitled to exercise within the territory of their own member state. How-
ever, in discharging their powers, they must comply with the laws of the
States, within whose territory they take action — especially so, in connec-
tion with procedures for the realization of assets and the provision of infor-
mation to employees (Article 28). In contrast to the Insolvency Regulation
(Article 26), the mutual recognition of bank insolvency proceedings is not
subject to a public-policy exception. Moreover, the home State’s measures
are fully effective vis-a-vis third parties in other (host) member states, even
where the rules of the latter do not provide for equivalent measures, or
envisage them in principle but subject their implementation to conditions
which are not fulfilled in the case in hand.
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Crucially, the directive does not attempt to give expression to the third
pillar on which the single European banking market has been built — that
is, the “minimum harmonization” of the substantive rules. The directive, in
sort, is not aimed at establishing a framework of commonly accepted sub-
stantive and/or procedural minimum standards permeating bank resolution
practice across member states, but simply to ensure the mutual recognition
by member states of the measures that each one decides independently to
take to restore the viability or to ensure the orderly termination of locally
authorized banks. This is problematical, especially in view of the fact that
mutual recognition in regulatory law was based specifically on the effective
functional equivalence, as a result of harmonization, of the national systems
of prudential supervision.

The Winding Up Directive makes major strides to ensure that its
universalist/home-country-control-based stance will not imperil the legiti-
mate interests of creditors in host member states. Thus, the administrative
or judicial, as the case may be, insolvency authorities of the home state
are required to inform promptly by any available means the supervisory
authorities of the member states where branches of the insolvent bank are
established of their decision to commence proceedings. The notification
should indicate the likely practical effects [Articles 4 and 9(2)]. The direc-
tive further requires the publication in the host member states, in appropriate
languages, of the decision to commence proceedings (Articles 6 and 13),
as well as the individual notification of known creditors in the host member
states, if the lex fori concursus requires lodgment of a claim as a condition
for its recognition. The information provided in the latter case should indi-
cate, in particular, the time limits, the penalties laid down in regard to those
time limits, and the body empowered to accept the lodgment of claims or
observations relating to claims (Articles 7 and 14). Finally, liquidators are
required to keep creditors regularly informed of the progress of winding up
proceedings (Article 18). By means of these provisions, the purely procedu-
ral interests of all depositors and/or other creditors are given equal weight
and protection, regardless of nationality or state of residence.

The directive, however, goes even further by mandating, not only that
any creditor resident in another member state be given the right to lodge
claims or observations relating to claims, but also that such creditor receive
equal substantive treatment and accorded the same ranking with compara-
ble creditors in the home State (Article 16). In this manner, the European
legislation seeks to give universal effect to the order of priorities of the home
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state, but also to preempt the bias towards national protection and priority
inflation. Nonetheless, it does not do so consistently and comprehensively,
because, as explained above, it includes wide exceptions from the applica-
tion of lex fori concursus in order to ensure that the latter does not render
invalid or ineffectual contractual rights and security interests acquired under
the law of another member state.

Last but not least, the Winding Up Directive is the closest one gets
to a genuine single-entity approach in current international practice. How-
ever, its universalism is not completely universal: it is subject to both geo-
graphical limitations, since it applies only within the EU, and limitations
in terms of the nationality of the banks covered by its provisions. Thus,
its provisions apply to the home operations and EU branches of Euro-
pean credit institutions, but not to their operations in third countries. The
directive also includes a special regime for the insolvency treatment of
the European branches of third-country banks (Articles 8 and 19). In this
relation, it preserves the customary territorialist approach. This is consis-
tent with the separate authorization of third-country banks’ branches in
each host member state. Where such a bank maintains branches in sev-
eral member states, then, if the national authorities responsible for one
branch decide to commence insolvency proceedings in relation to it, they
must inform the banking supervisory authorities of all other member states
where the bank is established of their decision and its possible practical
effects, if possible before the reorganization measures are adopted or the
winding up opened, otherwise immediately thereafter. The directive further
invites the insolvency authorities of all member states hosting branches of
an insolvent third country bank to coordinate their actions. But it does not
go beyond these demands for the exchange of information and coordination
of responses.

4. Some Open Questions of the European Bank Insolvency Regime

At such an early stage, it is not possible to evaluate properly the directive’s
actual impact. If a tentative prediction can nonetheless be made, the directive
appears likely to improve the effectiveness of bank insolvency proceedings
in the EU. Within its specific European context, it provides a rational and
attractive response to the coordination problems, which usually plague the
resolution of cross-border bank insolvencies. Its advantages include clear
lines of national responsibility, speed, simplicity and reduced costs, and the
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avoidance of lengthy litigation for the purpose of recognizing insolvency
proceedings in other member states or participating in them.

The directive builds on a pre-existing pan-European harmonized system
of on-going prudential supervision, based on the principle of home-country
control; it further aligns closely the responsibilities for bank insolvency with
those for deposit insurance, since the mandatory deposit insurance systems
of the member states operate on a similar jurisdictional basis. The geograph-
ical limits of its applicability also coincide with those of the supervisory
and deposit-insurance systems. It is less evident that the directive could
serve as a viable model for rules of private international law governing
the insolvency of banks with activities in the EU and a third country or in
third countries only, since third countries are unlikely to share the above-
mentioned characteristics (cf. Patrikis, 1999).

Even from a strictly European perspective, however, certain limitations
of the new regime must be noted.

To start with, the directive defines reorganization measures and winding
up proceedings by reference to their legal effects, not their trigger. A com-
mon European definition of bank insolvency is still lacking. Accordingly,
the proceedings covered may kick in at very different levels of financial
weakness or instability, depending on the law and timeliness of interven-
tion of the home country. This does not ensure consistency in the handling
of banking crises, which is a key objective, especially in the case of larger
institutions.

Second, the directive does not take a stance on the critical issue of
who is eligible to commence insolvency proceedings: only the regulators or
the creditors as well? Nor does it set out common principles regarding the
procedural rights of participation in the ensuing proceedings of creditors
and/or other affected parties.

Third, the directive covers proceedings of both the administrative and
the judicial type, without specifying what is the appropriate involvement
of the banking supervisory authorities. In fact, its provisions reflect the
prevailing confusion regarding the appropriate roles of supervisors and
the non-supervisory judicial and/or administrative insolvency authorities,
which may be in control of the collective proceedings in various European
jurisdictions (see further Mayes, 2004).

Fourth, the sectoral fragmentation of European insolvency legislation
hampers a consistent, effective and equitable resolution of insolvent mul-
tifunctional banking groups or financial conglomerates, comprising securi-
ties houses, insurance companies and/or nonfinancial entities alongside the
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banking components. Beyond the divergent stance on secondary proceed-
ings, other differences between the general Insolvency Regulation and the
Winding Up Directive concern their respective position regarding certain
categories of transactions and rights, their overlapping but not completely
coextensive territorial applicability and the treatment of non-European insti-
tutions. The simultaneous operation of separate regimes for banks and other
companies, with discrepant procedural structures and conflicts rules, may
lead to uneven treatment of similar situations. More importantly, it raises
the specter of lack of coordination of the official responses to insolvency,
at both the cross-border and national levels.

Fifth, the European legislature remains silent on whether the fundamen-
tal policy objective of insolvency proceedings should be the maximization
of creditors’ recovery or the rehabilitation of the insolvent entity — although
he appears to indirectly favor reorganization over liquidation.

Finally, although the general tenor of European legislation would appear
to indicate a completely home-country-based bank resolution process, this
may not be always the case. In particular, there is no clear allocation of
decision-making responsibilities for informal restructuring and/or rescue
operations, including by way of lending of last resort (Hadjiemmanuil,
2004). In particular, it remains unclear whether European central banks
retain the power to engage in operations of the latter type; even if they are,
it is not clear whether this is a national responsibility or an ECB one. This
is not as much a case of “constructive ambiguity” regarding the availabil-
ity of refinancing facilities as one of destructive ambiguity regarding the
legality of, and responsibility for, the relevant operations. In this respect at
least, the current European situation has not moved far beyond the muddled
generalities of the original Basel Concordat.
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1. Introduction

Thirteen years after the liquidation of the Bank for Credit and Commerce
International (BCCI), the High Court of Justice of England and Wales held
on March 19, 2004, that the Bank of India was guilty of “knowingly partic-
ipating in the carrying on of the business of BCCI SA and BCCI Overseas
with intent to defraud the creditors of those companies or with a fraudulent
purpose”. Justice Patten found that the bank had embarked on a systematic
and wide-scale fraud involving the manipulation of account balances to con-
ceal losses incurred in the early 1980s and to maintain public confidence in
the bank. The Bank of India was ordered to pay the BCCI $43.231 million
in compensation. The knowledge of one manager at the Bank of India was
sufficient to attribute knowledge to the bank itself for six transactions made
between 1981 and 1986. Justice Patten ordered interest to be paid from the
date of the BCCI’s liquidation in 1991.!

This recent case law shows that the resolution of large and complex
financial institutions (LCFIs) is time consuming and involves a number of
commercial relationships as well as various jurisdictions and regulatory
regimes. In that respect, bank insolvency attracts a great deal of attention
from regulators and other public authorities because it involves legal conun-
drums, fraudulent activities, tough regulatory choices, and conflicting inter-
ests in a cross-border setting.

"Morris and others v. Bank of India (2004), EWHC 528 (Ch).
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Why are regulators concerned by LCFI insolvency? In general, LCFI
events of default may spill over to other participants and counterparties of
the LCFI, and those spillovers may lead to contagion across markets and
ultimately endanger the stability of the whole financial system, giving rise
to what is termed a “systemic risk”. As far as insolvency is concerned, it
is difficult to resolve an LCFI in an orderly fashion, which gives rise to
uncertainty across markets.

As LCFIs are increasingly doing business across borders and locat-
ing their assets in places outside their home regulator’s jurisdiction,
legal and regulatory coordination is becoming essential. Because there
is a mismatch between regulatory cooperation and jurisdictional regimes,
which may have extraterritorial effects, the international community has
been discussing methods of bridging the gap between regulatory coor-
dination and insolvency regimes following the report of the Group of
Ten (G10) contact group on the legal and institutional underpinnings of
the international financial system. Coordination should be based on the
principles of speedy and efficient resolution and equitable treatment of
creditors.?

This paper highlights the fact that there is no single set of arrangements
for dealing with the cross-border insolvency of an LCFI. It discusses the
exclusion of netting and collateral arrangements from the effects of insol-
vency. It then contends that systemically important functions need to be
insulated in the event of an LCFI insolvency. The paper also raises the
question of whether a managerial-based insolvency, that is, one initiated by
the management of the bank, is appropriate for LCFIs. Finally, it suggests
that central banks should always be involved in bank insolvency, irrespec-
tive of whether they are supervisors, and touches briefly upon the impact
of bank insolvency on the financial architecture and society’s responses to
bank insolvency.

It should be noted that LCFI failures that involve fraudulent practices
often reflect a failure to observe appropriate corporate governance arrange-
ments. Although they do have a bearing on LCFI insolvency, corporate
governance requirements are not considered in this paper.

2“Managing systemic banking crises,” International Monetary Fund, occasional paper,
No. 224-03, p. 9.
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2. Coordination of International Insolvency

2.1. Separate entity doctrine

Countries applying the single entity doctrine (the United Kingdom, the
United States for U.S. chartered banks, and Luxembourg, to name a few
examples), which are obliged to include all foreign and domestic creditors
in the estate of the insolvent bank, may be prevented from doing so by
jurisdictions applying the separate entity doctrine or “ring-fencing”. Those
jurisdictions (which include the United States for U.S. branches of foreign
banks?) use the assets of a given branch to satisfy any creditors of that
corporation resulting from transactions with the branch in question or from
other expenses related to the liquidation of that branch. The remaining assets
are used in the liquidation of any other U.S. branches or offices of this foreign
bank and after that any remaining assets are returned to the receiver in the
home country.

Territoriality — the approach often associated with the separate entity
doctrine — has long been considered obsolete. The United Nations Com-
mission on International Trade Law (UNCITRAL) Legislative Guide on
Insolvency (2004) recommends that in the case of insolvency proceedings
commenced where the debtor has its centre of main interests, the insol-
vency law should specify that the estate include all assets of the debtor
wherever located (Recommendation 36). It further recommends that where
the insolvency law adopts a universal approach, as recommended by this
guide, the law should also address the recognition of foreign proceedings
as recommended by UNCITRAL Model Law on Cross-Border Insolvency.

Nevertheless, an effect of ring-fencing is that it can result in a substan-
tial sum being paid to the home insolvency administrator. Neither approach
is therefore inherently detrimental or favorable to foreign creditors, if that
is what a home regulator is worried about.* Ring-fencing allows a foreign
branch facing uncertainty to continue to operate in a somewhat restricted

3Thomas C. Baxter, Jr., Joyce M. Hansen, Joseph H. Sommer, 2004, “Two cheers for
territoriality: An essay on international bank insolvency law,” The American Bankruptcy
Law Journal, Vol. 78, pp. 57-91.

4Bank for International Settlements, 1992, “The insolvency liquidation of a multinational
bank,” paper, available at www.bis.org.
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mode. The ability to remain operational gives an economic advantage to the
foreign bank, especially if the absence of ring-fencing would have meant
that the branch’s banking license had to be withdrawn, potentially precipi-
tating the failure of the foreign bank as a whole.

European Union (EU) legislation has been inspired by the principles
of unity, universality, and mutual recognition of authorities with respect
to the winding up and reorganization of banks established in the EU.
However, one could argue that the legalities of winding up a branch in
the European Union of a foreign bank established in a third country out-
side the European Union would not necessarily have materially different
results from the approach followed by jurisdictions ring-fencing local assets
of foreign branches. Article 19 of Directive 2001/24/EC of the European
Parliament and of the Council of April 4, 2001, on the reorganization and
winding up of credit institutions (the winding up directive; WUD) provides
that the competent authorities of the host member state must inform the
other host member states in which a credit institution from a third country
has set up branches, preferably ex ante, but in any case ex post. Com-
munity legislation does not impose similar obligations of EU authorities
vis-a-vis the authorities of the third country in which the credit institution
is established.

The WUD does not prevent separate liquidation or reorganization pro-
ceedings from being instituted against the branches in an EU member state
of a credit institution established in a third country with branches in at least
two EU member states. The EU authorities should in this case notify each
other, preferably ex ante or at least ex post, while liquidators should coor-
dinate their actions.> Obligations to notify the home country’s authorities
are not provided by the WUD but may arise from national law or regulatory
schemes or from memoranda of understanding (MOUSs) between a member
state’s competent authorities and the third country’s authorities.

National insolvency law will in this case determine whether the EU
authorities award the assets of a branch to local creditors or pass those assets
to the liquidator in the third country. Article 19 WUD can be interpreted as
a provision in line with principles found in the UNCITRAL Model Law on
Cross-Border Insolvency, as regards branches of third countries’ banks that
are licensed to operate in an EU member state. That distinction however

5Andrew Campbell, 2004, “Issues in cross-border bank insolvency: The European Commu-
nity directive on the reorganization and winding-up of credit institutions,” p. 19.
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means that banks established in the EU and EU branches of foreign banks
could be treated differently.

In Germany, branches of financial as well as nonfinancial institutions
from third countries may be subject to territorial insolvency proceedings
brought by local creditors prior to the opening of main insolvency pro-
ceedings in that third country. Main foreign proceedings will be recognized
automatically once they are opened.® If main insolvency proceedings are
opened in a third country, secondary insolvency proceedings may be opened
in Germany. The liquidator appointed by the German court is obliged to
cooperate with and provide information to the foreign liquidator, who may
participate in the creditors meeting and provide them with a plan. Remain-
ing assets will be passed to the liquidator in the main proceedings in that
third country.

2.2. Single entity doctrine

That being said, some qualification is necessary with regard to the European
Union, given that its regulatory and legal schemes have been engaged in an
extensive harmonization process over the past 30 years.

Currently, the scheme being developed in Europe provides for mutual
recognition of competent (judicial and administrative) authorities and their
decisions to open insolvency proceedings against the banks that they super-
vise, implying — and even requiring — cross-border coordination, ex ante
if possible and ex post in any case. This development is possible because
of the existence of a heavily harmonized system of banking supervision, a
highly regulated banking regime and the harmonization of the protection of
finality, netting and collateral arrangements in Europe.

In addition, Community legislation’ recognizes the validity and
enforceability of close-out netting and set-off under the contractually agreed

6Sections 354358 of the “Gesetz zur Neuregelung des internationalen Insolvenzrechts” of
March 13, 2003, (Fed. Gazette I, 345 et seq.) extend the scope of Council Regulation (EC)
No 1346/2000 of May 29, 2000, on insolvency proceedings.

"Directive 98/26/EC of 19 May 1998 on settlement finality in payment and securities set-
tlement systems, OJ L 166 11/6/1998, p. 45; Directive 2001/24/EC of 4 April 2001 on the
reorganization and winding up of credit institutions, OJ L 125, 5/5/2001, p. 15; Directive
2002/47/EC of June 6, 2002, on financial collateral arrangements, OJ L 168, 27/6/2002,
p- 43.
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national jurisdiction, provided that the chosen law recognizes netting and
set-off and its choice is not challenged (Articles 23, 25, and 26 WUD). In that
respect, the Community model of legislation has become a jurisdictionally
neutral system, honoring contracts according to their content, irrespective
of whether they are governed by the law of an EU member state or that of a
third country. This is a positive trend, which takes account of the particular
conditions of legal harmonization that exist in Europe.

In the European Union, the PRIMA rule followed by Community leg-
islation makes rights in securities subject to the law of the country where
the relevant securities account or centralized deposit system is located.?

2.3. No single set of insolvency arrangements

No single set of insolvency arrangements is appropriate for all the banks
within the various markets and regulatory schemes. What is important, how-
ever, is to achieve fair and equitable treatment of domestic and foreign cred-
itors and effective cross-border regulatory cooperation. In this respect, the
UNCITRAL Cross-Border Insolvency Model Law provides a good exam-
ple of smoothing out the inconsistencies between the two systems (that is,
territoriality and universality), which create problems when the two come
together in the case of an international insolvency, by applying the princi-
ple of the recognition of foreign insolvency proceedings (annex III). The
UNCITRAL insolvency guide,’ although it does not apply to bank insol-
vency, could be viewed as another example because it discusses various
policy goals and provides recommendations.

The International Federation of Insolvency Practitioners (INSOL Inter-
national) published in 2000 a statement of principles for a global approach
to multi-creditor workouts, containing eight principles for best practices for
all non-judicial multi-creditor workouts. It is debatable to what extent those
principles could serve as a basis for reaching a consensus among creditors
of a LCFI in different countries in order to achieve the restructuring of an
LCFI. These principles would not be suitable for liquidation proceedings.

8See article 24 of the Directive 2001/24/EC on the reorganization and winding up of credit
institutions and article 9 of both the directive on settlement finality in payment and securities
settlement systems and of the directive on financial collateral arrangements.

9United National Commission on International Trade Law (UNCITRAL), 2004, “Legislative
guide on insolvency,” available at www.uncitral.org.
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2.4. Exemptions contributing to an orderly resolution in the case
of insolvency

The validity and enforceability of netting and the finality of transfer orders
in payment, clearing and settlement systems, as well as of collateral arrange-
ments, render the parts of the bank insolvency proceedings related to the
staying of payments and the ranking of claims irrelevant.'” However, it has
been acknowledged that there is a risk that unsecured creditors will be left
with few assets in the bankruptcy estate to satisfy their claims.!! Neverthe-
less, the netting effect may also work to the benefit of the bankruptcy estate
and the other creditors.

3. Systemically Important Functions: Do They Deserve to Be
Preserved in Bank Insolvency?

3.1. Definition

The definition of systemically relevant functions is an issue. It should be
noted that considerable work is currently being carried out both in Europe
and in the U.S. First, in the framework of the joint Working Group of the
European System of Central Banks and Committee of European Securities
Regulators (ESCB-CESR) which elaborated standards for securities clear-
ing and settlement. Second, in the United States on the subject of operational
reliability and the transfer of critical functions to a dormant bank. In that
respect, the proposal made by Eva Hiipkes to insulate systemically relevant
functions from disruptions is very relevant and important also in the case
of an LCFI insolvency, which would be a more permanent failure.

As regards the definition of that term, the ESCB-CESR standards for
securities clearing and settlement (September 2004) are relevant. These
standards are based on the Committee on Payment and Settlement Systems

ORobert R. Bliss, 2003, “Bankruptcy law and large complex financial organizations: A
primer,” Economic Perspectives, Federal Reserve Bank of Chicago, First Quarter, p. 56. In
arecent case law, provisions in a 1992 International Securities Dealers Association (ISDA)
Master Agreement were upheld by the New South Wales Supreme Court (NSWSC) in Enron
Australia v. TXU Electricity (2003) NSWSC 1169, available at www.lawlink.nsw.gov.au/sc/
under “judgments.”

11G10 Contact Group on the Legal and Institutional Underpinnings of the International
Financial System, 2002, “Insolvency arrangements and contract enforceability,” p. 28, avail-
able at www.bis.org.
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and International Organization of Securities Commissions (CPSS-IOSCO)
recommendations for securities settlement systems (2001). Accordingly,
work is currently carried out in relation to credit and liquidity risk controls
with respect to significant custodians which manage significant arrange-
ments for settling securities transactions. In that respect, follow-up work is
planned, inter alia, to define criteria which may help regulators to identify
significant custodians under Standard 9. One of the measures proposed in
the ESCB-CESR standards is the full collateralization of the credit expo-
sures of operators settling significant volumes of securities transactions.

Standards 1 (Legal framework), 5 (Securities lending), 6 (Central
securities depositories — CSDs), 7 (Delivery versus payment — DVP),
8 (Timing of settlement finality), 9 (Risk controls in systemically impor-
tant systems), 10 (Cash settlement assets), 11 (Operational reliability),
12 (Protection of customers’ securities), 14 (Access), 15 (Efficiency),
16 (Communication procedures, messaging standards, and straight-through
processing), and 17 (Transparency) apply to significant custodians or
providers of securities services critical for clearing and settlement, enti-
ties providing securities clearing and settlement services, banks, or other
securities service providers. At least 13 of the 19 standards could apply to
individual entities which offer settlement services among other services as
well as to entities which offer solely clearing and/or settlement services.

For systemic stability reasons, Standards 9 and 11 require that custodi-
ans settling significant volumes of securities operate without interruption.
Operators of net settlement systems have to institute risk controls that as
a minimum ensure timely settlement in the event that a participant with a
considerable payment obligation is unable to settle.

3.2. What should regulators look at?

Similar notions regarding systemically important functions can be found in
G10 publications, which use the term “quasi-systems”.!? Regulators should
look at following elements:

e [Internalization. Entities that settle or clear transactions of their cus-
tomers across their books rather than via a payment, clearing, or
settlement system. In this case, changes do not necessarily occur in
the records of the payment or settlement system.

2Committee on Payment and Settlement Systems, 2003, “The role of central bank money
in payment systems,” Bank for International Settlements, p. 41.
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e Substantial value. Entities that settle, on behalf of customers, a sub-
stantial amount (by value) of securities transactions or payments.

e Number or type of customers. Entities that have a certain type of
client, usually other banks or professional investors.

e Absence of alternatives. There is no other entity that offers equiv-
alent settlement services to market participants.

3.3. Why protect those systemically critical functions?
Several arguments speak in favor of protecting these functions:

e Reduction of systemic risk. Securities transactions are the backbone
of financial systems and there should be legal certainty surrounding
their treatment. Customers’ assets should be segregated from the
settlement provider’s own assets. The transfer of securities should
not be hindered at any time. This would help issuers and investors
alike.

e Reduction of settlement risk. Risk-management measures address
credit and liquidity risks. Settlement risks on account of the insol-
vency of a bank offering clearing and settlement services can be
addressed by extra measures following or preceding the insolvency
of the operator of clearing and settlement functions. In that respect,
the proposal made by Eva Hiipkes would also extend the protection
offered by risk management measures in the case of bank insolvency.

e Securities in custody should be segregated. In bank insolvency,
there is a difference between deposits and custody of securities
held separately on behalf of customers. Custody of securities is a
function performed by banks outside their balance sheet. That could
justify treating securities held on behalf of customers differently in
the case of bank insolvency. While depositors may lose their cash
that they have deposited with a bank above the threshold of the
deposit guarantee scheme, securities that they hold with that bank
can always be identified as customer assets in the case of bankruptcy
provided that they are held separately from own funds. In the latter
case, investment protection schemes will apply.

e Cross-border coordination. Eva Hiipkes suggested three measures:
the replacement of LCFIs, dismemberment, and immunization. All
those measures have to be supported by regulatory and oversight
mechanisms, which call for the cross-border cooperation of all rel-
evant authorities and central banks.
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3.4. A managerial-initiated LCF]I insolvency?

Bank insolvency has traditionally been regulatory-based, that is, initiated
by regulators. Following changes in the trigger factors for bank insolvency,
a research paper has also suggested that management should be allowed to
initiate pre-packaged deals and thus combine that regulatory approach with
a managerial-based insolvency.'> How and whether that could work on a
cross-border basis remains to be seen. The author does not consider the time
to be right to approximate bank insolvency to general corporate insolvency
in those countries that have a special bank insolvency regulation.

Such schemes would give managers an incentive to come up with expe-
ditious and cheap plans, since literature suggests'# that low bankruptcy
costs and the swift resolution of assets are crucial in order to limit the sys-
temwide impact of contagious default events. Managerial-based insolvency
is not suitable for banks for several reasons. The bank’s management has
an incentive to delay the insolvency for as long as possible to save the
reputation of the firm, to keep their job, and to avoid disclosing any irreg-
ularities. By contrast, in jurisdictions where management is liable in the
event that it does not file for insolvency on time, management may be too
eager to start the insolvency proceedings and do so while the bank is still
viable.

Therefore, where LCFIs are concerned, it is sufficient for regulators to
decide — on the basis of objective or flexible criteria— to open insolvency
proceedings.

3.5. The involvement of central banks

It is evident that bank insolvency involves banking supervisors, courts, and
deposit insurance agencies. In countries with a two-peak model, the supervi-
sion of banks is entrusted to a financial regulator. Central banks traditionally
oversee payment and — according to more modern approaches — securities
settlement systems and thus have an interest in the stability of the financial

BDavid A. Skeel, Jr., 1998, “The law and finance of bank and insurance insol-
vency regulation,” working paper, available at http://papers.ssrn.com/sol3/papers.cfm?
abstract_id=10133.
“Helmut Elsinger, Alfred Lehar, and Martin Summer, 2003, “Risk assessment for
banking systems,” working paper, available at http://papers.ssrn.com/sol3/papers.cfm?
abstract_id=423985.
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system. A question that arises is whether a system of international coordi-
nation should a priori include, in addition to supervisors, central banks.

There are several arguments why the involvement of central banks is
warranted. First, central banks will ultimately be called upon as lenders
of last resort.!> Second, central banks are concerned with the stability of
the financial system. In that capacity, central banks have general respon-
sibility for overseeing payment and securities settlement systems whose
failure — whether those systems take the form of a bank or not — could
pose a threat to the stability of the financial system. Where those systems
are banks, the supervisors will have the ultimate responsibility for investor
protection and market discipline. However, central banks are the natural
overseers of those “systemically relevant functions” and ensure systemic
stability.

The Ferguson Report (2001)!6 acknowledged that the consolidation of
banks and operators of payment and settlement services raises challenges
for supervisors and overseers. Thus, new cooperative arrangements between
banking supervisors and overseers, both domestically and cross-border, may
be needed in order to identify and properly monitor the related risks.

The need for cross-border arrangements is more pronounced in the case
of LCFIs because their failures may affect a number of markets in which
they operate. The location of these markets may be different from the place
of incorporation and from the location of their assets. The central banks
of the affected markets in question should be involved in any regulatory
arrangements for three reasons.

First, because those central banks may be called upon to ease liquidity
problems of participants whose operability is affected by the LCFI’s failure.
Second, because substantial amounts of the assets of that country, which
can be used to receive liquidity from the payment system of the relevant
currency, may be held in the LCFI in question. And third, because those cen-
tral banks are already involved in cross-border coordination arrangements
on account of their role as overseers of payment and settlement systems in
which the LCFI participates. The existing arrangements can thus be adapted
to the particularities of the LCFI failure.

5Xavier Freixas, 1999, “Optimal bailout policy, conditionality, and constructive ambigu-
ity,” Universitat Pompeu Fabra, working paper, available at http://papers.ssrn.com/sol3/
papers.cfm?abstract_id=199054.

16Group of Ten, 2001, p. 323.
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4. Effect on Financial Architecture and Society

4.1. LCFlI insolvency affects financial architecture

Bank failures occurred throughout the 19th and 20th centuries with dra-
matic effects on the financial system and the history of some countries.
Although those failures were domestic, the panic and shock that they gen-
erated had lasting effects on the international banking and central bank-
ing sectors. Those failures, with the subsequent buyouts and mergers of
failed banks with sound institutions, changed the pattern of the banking
system in those countries and created financial conglomerates which have
lasted for a century and which still shape the financial landscape today.!’
Larger banks have emerged, other banks have vanished, and the struc-
ture of the banking system has changed considerably.!® A study in 2002
suggested that deposit shocks resulting from bank failures lasted for five
years.!? In addition, bank failures shake people’s trust in the financial sys-
tem because a number of creditors lose their deposits and that affects the

average person.20

4.2. LCFI insolvency affects investors’ behavior

It would be interesting to look at how cross-border bank failures have
changed the investment pattern of investors in a particular period. Further
research would be necessary to find out whether and how bank failures have
changed investors’ preferences and investment strategies.

17For a comprehensive account of the most dramatic and extensive European banking crises,
see Harold James, 2001, The End of Globalization, pp. 58-63.

8During the Asian financial crisis bank regulators forced mergers, which have not proved
to be conducive to sounder banks (see Michael S. H. Shih, 2000, “Banking-sector crisis
and mergers as a solution,” National University of Singapore, working paper, available at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=244989).

9Joseph R. Mason, James W. Kolari, Ali Anari, 2002, “Bank asset liquidation and the
propagation of the U.S. Great Depression,” Wharton Financial Institutions Center, working
paper, No. 35-02; David G. Mayes, 2004, “An approach to bank insolvency in transition and
emerging economies,” Bank of Finland, working paper, No. 4-04, p. 10.

20For an alternative theory on what causes panics, see Mark A. Carlson, 2002, “Causes of
bank suspension in the panic of 1893,” Board of Governors of the Federal Reserve System,
working paper, No. 11-02.
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4.3. LCFI insolvency and art

What the papers presented here have done is to capture the intriguing com-
plexities of bank insolvency, which will continue to bewilder lawyers and
regulators throughout the world, since legal and regulatory systems stem
from diverse political choices. For those who think that bank insolvency is
an introverted subject, here is some reassurance that it can bear in itself the
seed of art.

Artist Mark Lombardi was inspired by the BCCI’s extensive network
of business relations and the various jurisdictions within which it operated
and chose to depict them all in one of his famous “narrative structures”. His
work, called BCCI, ICIC, & FAB (1996-2000), is currently on display at
the Whitney Museum of American Art in New York. This pencil drawing
has fascinated both professionals and visitors.

5. Conclusion

There is no single set of insolvency arrangements for LCFIs. There are
currently no legal requirements or coordination arrangements in place, other
than bilateral MOUs among banking supervisors or regulators.

There is a need for a standard as regards the cross-border coordination
of overseers, banking supervisors, and securities regulators. The Report of
the Committee on Interbank netting schemes of the Central Banks of the
Group of Ten countries the (Lamfalussy report, 1990) has mandated super-
visory committees and fostered information exchange among regulators
with primary responsibility and other relevant central banks and supervi-
sory authorities. Furthermore, the Ferguson Report and the new Basel 11
Accord provide guidance in this respect. These arrangements have to be
reflected in bank insolvency regimes.

Systemically relevant functions need to be protected by various mea-
sures. The CPSS-IOSCO recommendations and the ESCB-CESR standards
offer guidance where this is concerned.

*Chryssa Papathanassiou is a senior expert at the European Central Bank in the field of the oversight
of securities settlement systems. The views expressed herein are solely those of the author and do not
represent the views of the European Central Bank or the Eurosystem.
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1. Multiple Regulators within a Single Country

When the new Labor government came into office in the U.K. in 1997, it
removed the function of supervising banks from the Bank of England and
transferred it to the newly formed Financial Services Authority (FSA), a
body which was to supervise virtually all financial institutions. That meant
that crisis management had, from then on, to be handled jointly, rather than
having a single central locus for decision-making. The FSA would have the
most intimate knowledge about the condition of any bank in difficulties,
but it had no access to money, to provide lender of last resort, the LOLR
(emergency liquidity assistance), to a bank in difficulty. The Bank could
provide LOLR assistance, but was now to be at arms-length from each
individual bank.

But the Bank is a public sector institution, and so any moneys that it may
put at risk of loss in emergency lending are not those of private sector share-
holders, but of taxpayers. Ever since Nigel Lawson, the then Chancellor of
the Exchequer, had complained strongly about the commitment of (quite a
small amount of) Bank funds in 1984 in the course of handling the Johnson
Matthey Bank (JMB) collapse and rescue without his prior consent,’ it had
become clear, de facto if not yet de jure, that the Bank could not undertake
any lending activity, or give commitments or guarantees, for example in the
context of LOLR operations, where there was any significant risk of loss
without prior notification to, and approval from, the political authorities in
the Treasury.

"Lawson (1992), pp. 402-409.
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So, shortly after the structural break, when the FSA was founded, a
memorandum of understanding (MOU) was agreed between these three
parties (Bank, FSA, and Treasury) about how crises were to be handled. It
ran roughly as follows: Any bank which found itself in difficulties should
contact the FSA, (n.b. not the Bank), since the FSA has the role of providing
the connection between the individual financial institutions and the author-
ities. Whilst the FSA would in any case inform the Bank, it could decide
whether, or not, the closure of the bank in difficulties might have systemic
implications. If the FSA was certain that there could be no such implica-
tions — and it would need to be very certain on that point, since systemic
stability remained the responsibility of the Bank — it could proceed to seek
a purchaser for the bank in difficulties, or to close it, though the FSA could
not of itself provide any emergency funding.

If there was any question of there being systemic implications, the Bank
would be called in to decide on how best to handle the problem from an
overall systemic viewpoint. While the politicians and the Treasury (HMT)
would be notified, in theory the Bank and FSA could proceed with any
course of action that did not commit to any risk of the usage (loss) of tax-
payers (Bank) funds on their own responsibility. If, however, there was any
such risk, then HMT would also have to approve. Thus crisis management
was now to be run in a tripartite way.

In practice, the immediate effect of the MOU was to establish a Tri-
partite Standing Committee (TSC), involving senior officials in the three
organizations, Bank, FSA, and HMT. It meets on a regular monthly basis
to review emerging risks and potential threats to financial stability. This is
partly so that the relevant officials can get to know each other, (to overcome
the “who do I telephone in a crisis” question), and partly so they can try to
be forewarned and prepared in advance for crises.

This prior description of crisis management perhaps suggested a
sequential approach, with the FSA first deliberating on its own what to
do, then bringing in the Bank, and finally these two bodies approaching
HMT with a joint proposal. Whilst there may be circumstances in which
such a chain of events could occur, in the more usual cases of a crisis unfold-
ing, the procedure is much more likely to be short-circuited. When news of
a crisis may break, (and if the news arrived via some market event, rather
than an application by a bank to the FSA, the Bank might get to hear of
it first), the TSC would be immediately called. The FSA would present
evidence, orally or on paper, on the condition of the bank(s) involved, the
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Bank would comment on the systemic implications of any proposed course
of action to handle the crisis, and HMT would need to get the politicians’
agreement to any course of action that might require the use (loss) of public
funds.

Thus crisis management is now to be managed by a committee rather
than by the Bank of England as the main central decision-maker. That
contrast, between a single locus for decision-making and the new com-
mittee system, is, however, somewhat exaggerated in reality. The Bank of
England’s freedom of individual, sole maneuver has always been limited,
both by its ability to absorb losses in the course of bank rescues and by occa-
sional limitations in information. In order to remedy both shortcomings the
Bank historically looked to the commercial banks for help.

The Fringe, or Secondary, Banking Crisis, 1973—1975, (see Reid, 1982)
was a typical example. At that time the Bank undertook little direct super-
vision of the banking system (Goodhart, 2004a) and knew less about these
smaller, secondary banks than the large London clearing banks, who cleared
those banks’ payments and in which the secondary banks held correspon-
dent balances. So the Bank asked the London clearing banks to distinguish
between those of its correspondent secondary banks which were clearly
insolvent and those which would become solvent (under normal market
conditions). It then formed a “lifeboat” to support those deemed likely to be
solvent, with a sizable proportion of the emergency loans coming from the
secondary bank’s clearing bank, plus negotiated shares in each case from
the Bank and the other clearing banks. Another case is the first Barings
crisis (1890 model), when, having persuaded itself and the main commer-
cial banks that Barings was solvent and would survive, the vast majority of
the guarantees that were provided to support Barings came from the other
commercial banks.

Thus, historically, much crisis management was done by the central
bank playing the role of lead manager, or facilitator, in a committee of
commercial banks, whilst putting up little, or occasionally none, of the
funds itself. Two similar examples in U.S. history are Long-Term Capital
Management, and in 1907 when J. P. Morgan managed the use of support
funds, which in this latter case mainly came from the U.S. Treasury (Wicker,
2000). But, in the case of the U.K., and in other countries where foreign
banks now play a large role, that approach, whereby the central bank seeks
help from a committee of major private banks, has become more problem-
atical. Returning to the Johnson Matthey collapse (1984), the Bank turned
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to its usual stratagem of encouraging the commercial banks in London to
“volunteer” to contribute to support the bank in trouble. But now the large,
incoming U.S. banks refused to play, citing legal problems in the U.S. if
they were perceived as using shareholder funds for extraneous purposes.
If the U.S. banks would not contribute to the Bank’s begging bowl, it was
only amour propre for the other foreign banks to refuse too. Eventually the
British clearing banks acceded to the Bank’s requests, but only grudgingly
and, it was clear, “for the last time”.

In any case the quantum of available support from the commercial bank-
ing sector was always limited; indeed the London clearing banks found
themselves after a time unable, or unwilling, to contribute further to the
lifeboat in 1974—-1975. When a really big crisis blew up, the Bank would
always have to go to the government for help, either through emergency
changes in the law, for example, suspension of convertibility 1797, suspen-
sions of the Bank of England (1844) Act in 1847, 1857, and (promised,
but not needed) 1866 (Acres, 1931), or for direct financial support; August
1914 is perhaps the best example of this latter, (Seabourne, 1986).

With “voluntary” support in crises from the private sector tending to
dry up, partially as a consequence of globalization, (and also of the rather
narrow, aggressively competitive approach of some U.S. banks), the Bank
of England was forced into greater reliance on the Treasury and taxpayers
for handling those crises deemed to be systemic. Be that as it may, the
Bank of England did not historically have the power or the ability to resolve
(large-scale) crises on its own. The concept of the Governor of the Bank
single-handedly, and ex cathedra, resolving such desperate times on his own
always needed to be qualified.

Even so, the Governor, and the Bank, was undoubtedly the leading
player, with the responsibility for devising the overall campaign, even if
the private sector banks and the government had important walk-on roles,
and could accept or refuse their own roles, and sometimes veto the Bank’s
plan as a whole. Now the plan of defense is to be agreed by a committee,
where each member has a potential veto over the use of emergency liquidity
assistance, or LOLR.

Does that matter? As we have all been told, a camel is a horse designed
by a committee. Often there is a need for speed in handling crises. What
would happen, for example, if a crisis was to occur in the middle of a
political crisis, or when a government had just been defeated in an election,
but before a new government had been installed? Could HMT always get a
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political response to a proposed rescue ploy; if there was no such response
forthcoming, would HMT or the Bank feel able to go ahead nonetheless?

We do not know the answers to such questions in part because no such
crisis event has, as far as I know, occurred since the TSC was established in
1997. The TSC may have met in the aftermath of 9/11, even though most of
the international consequentials were handled elsewhere. Apart from that,
there is no public report or evidence of the TSC having ever met in crisis
mode from its inception up till now.

There is now a continuing trend to separate supervision from the remain-
ing central banking functions and to allocate it to a distinct, specialized —
Financial Services Authority — or, as in Australia, to several separate
bodies; the foundation of the China Banking Regulatory Commission
(CBRC) being the latest example. See on all this Goodhart (2000). So this
account of events in the U.K. may have some wider relevance. Moreover,
in many other countries the supervisory function has long been partly, or
wholly, separated from the central bank function. In some cases, notably in
North America, both in the U.S. and Canada, an official institution charged
with oversight of checking the conditions of the main banks was already in
existence before their central bank was set up, the Office of the Comptroller
of the Currency (OCC) in the U.S. and the Office of the Inspector General
of Banks in Canada. Furthermore, in many European countries, such as
Germany, France, and the Scandinavian countries, the supervisory author-
ity has been partly, or wholly, separated from the central bank.

In the U.S. there have been eloquent arguments that the central bank
needs some “hands-on” supervisory experience of its own in order to help
it deal with both its crisis-handling functions and even its macromone-
tary management, see Greenspan (1997, 2000) and Peek, Rosengren, and
Tootell (1998, 1999). Such arguments would no doubt be echoed by
those European central banks holding on to their supervisory functions (for
example, Italy, Spain), especially now that their macromonetary functions
have been swallowed up by the European Central Bank (ECB). Nevertheless
there is relatively little empirical evidence to suggest that there have been
systematic differences in the efficiency, or success, of crisis management
between countries, depending on whether banking supervision was wholly,
partly, or not at all separated from the central bank.? In any case crisis events

2The arguments in Peek er al. (1998) were, however, contradicted by Feldman e al. (2002).
3Using a large cross-country data set, based on a World Bank Survey, see Barth et al. (2001),
Barth er al. (2001, 2002), have now made a start on such an exercise.
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are fortunately so rare that it is quite difficult to test any such hypothesis
empirically. Certainly when such separation occurs, the institution that has
to handle the resulting crisis may often criticize the functional regulator
for not having spotted, or defused, the crisis earlier. (For example, in the
case of the two largest recent losses sustained by the U.S. deposit insurance
funds — First National Bank of Keystone in September 1999 and Superior
Bank, FSB in July 2001) — the Federal Deposit Insurance Corporation
(FDIC) felt that its ability to make its own assessments of the risks to the
funds from large institutions had been impeded, at least initially, by the pri-
mary regulator®). That, however, tells both ways. If the supervisory function
is held within the central bank, any bank failure is likely to cause collateral
reputational damage to the central bank, as the Bank of England experienced
not only with JMB and Barings but also the, seemingly never-ending, saga
of Bank of Credit and Commerce International (BCCI).

One concern in this respect that I have had myself is that the ethos, and
culture, of a specialized supervisory authority is likely to differ from that of a
central bank, with the former tending to concentrate on legal and accounting
professionals and issues, whereas the latter has greater economic expertise
and focus, see Goodhart, Schoenmaker, and Dasgupta (2002). While such
differences in culture almost certainly exist, the next question is whether
they matter greatly. Our worry was that the legalistic ethos of a separate
supervisory authority might make them concentrate attention on customer
protection (asymmetric information) issues, and perhaps take their eye off
the ball on macroeconomic risk, concentrations of (contagious) risk and
systemic issues. Even if that was partly the case, so long as the separate
supervisor both obtained, and shared, the information sought, and needed,
by the central bank, there should be no wider problem. What is necessary
is for there to be sufficient coordination and information sharing between
the separate supervisor and the central bank. While one does hear some
suggestions and the occasional anecdote that information availability to the
central bank deteriorates after separation, it is rare to find any attested, or
published, examples of that. As noted earlier, there is no good evidence yet
to show any systematic differences in the efficiency of crisis management

4As aresult of such incidents, the circumstances under which the FDIC exercises its special
examination authority granted under the 1950 Federal Deposit Insurance Act were clarified
through an agreement with other domestic functional regulators in January 2002 and FDIC
examiners are now based in eight large insured institutions representing over 40 percent of
the industry’s assets.
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within a country depending on the extent of such separation between the
supervisory agency and the central bank.

One major difference between the U.S. and most other countries lies
in the much greater role of the FDIC in crisis management in the U.S.
By comparison the Deposit Protection Fund plays no public policy role
whatsoever in the U.K., largely acting as a post office, mailing out checks
to depositors in failed banks and seeking any necessary funding top-ups
from member banks (plus probable ultimate government support if real
disaster struck the banks. It is not in the rules, but I believe that this is
what actually would happen, as occurred in Finland in 1992-1993). In any
case depositor insurance in the U.K. and European Union (EU) is capped,
and involves some co-insurance, (that is, payouts of less than 100 percent).
When a bank fails in the U.K., the FSA (or any creditor) would apply to
the courts to appoint a receiver, if liquidation is certain, or an administrator
if there is some hope of keeping the bank in operation, for example, in an
arranged merger/purchase by another bank. In contrast, when the licensing
authority in the U.S., the OCC for national banks, the state authorities for
the state banks, revokes the original bank charter, that bank is then put into
the hands of the FDIC to handle the situation.

When a bank gets into trouble, the news is likely to spread, and it will
lose liquidity in the interbank market. In so far as the bank has high quality
liquid assets, it can raise cash by selling them or using them as collateral
against borrowing, for example, repos. Whether, in the U.S., it uses its high
quality collateral to borrow from the Fed at the discount window or from
the money markets depends on the relative costs and reputational (and other
non-price) costs and effects of so doing. But so long as discount window bor-
rowing is fully collateralized by high quality assets, it is in some important
respects not really last resort lending at all, since it is just a very close sub-
stitute to using those same assets for raising funds in private sector markets.

An interesting feature of the U.S. system has been that true last resort,
emergency liquidity assistance, to U.S. banks in severe difficulties was pro-
vided, between 1982 and 1992, by the FDIC in the form of open bank
assistance, (rather than by the Fed). During these years they provided 141
banks with $11,630,356,000, of which $6,200,062,000 was recovered, and
$5,430,080,000 lost. This was a high loss rate. The sums provided, and the
losses, were even larger in the case of the thrifts, the savings and loans insti-
tutions, and the Federal Savings and Loan Insurance Corporation, which
effectively became bankrupt.
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There were doubts whether the expenditure of such funds, which were
ultimately backed by the taxpayer, to save failing banks was efficient or
worthwhile. Risks of contagion were often exaggerated, (Kaufman, 1987,
1994, 1995a, b, 1996, 2000a, b; Kaufman and Scott, 2003), and the regula-
tors, including the FDIC, might be under pressure to keep banks open when
this was not necessarily the most (least) cost efficient process. It was in this
context that the FDIC Improvement Act (FDICIA) was passed in 1991.

Since that date purchase and deposit assumption has been much the
most preferred resolution technique. The Act’s main provision affecting the
resolution process® included the least cost test. Under this test, any resolu-
tion must be less costly than a liquidation. Prior to FDICIA, the FDIC could
use any technique less costly than a deposit payoff, but not necessarily the
cheapest of these alternatives. The earlier “essential” criterion had been
often invoked when dealing with a failing institution whose services were
considered essential to the community. The provision is intended to prevent
the FDIC from providing support for non-insured deposits and other cred-
itors. It tends to discourage whole bank solutions where, as an alternative,
the FDIC sees the possibility of maximizing the premium paid for deposit
franchises by parceling out the bank to different acquirers. In determining
least cost, the FDIC is required to evaluate alternative structures on the net
present value basis using a realistic discount rate.

Post-FDICIA, the only exception permitted to a least cost solution is
where a finding has been made that the problem is “systemic”, that is, where
the application of the FDIC’s least cost mandate would lead to “serious
adverse effects on economic conditions or financial stability”. Such a finding
requires the support of a two-thirds majority of both the FDIC and the
Federal Reserve boards and the consent of the U.S. Treasury Secretary
after he/she has consulted the U.S. President. Note that the OCC, despite
often being the functional regulator, has no formal role in this exercise.
Nevertheless, the OCC is an arm of the U.S. Treasury, and the Comptroller
would presumably have a chance and the ability to submit his/her own
comments and report to the Secretary of the Treasury.

Note the similarities between the procedures established in the U.K. and
in the U.S. In both cases the supervisors, the central bank, and the politicians
at the Treasury, all have to agree together that a rescue is needed for systemic

3The Actalso included provisions introducing risk-based deposit insurance premia, measures
to increase the FDIC’s borrowing authority for the Bank Insurance Fund (BIF) from $5
billion to $30 billion, stronger enforcement powers in dealing with banks, and restrictions
on the bidding for brokered deposits by banks in difficulty.
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reasons; all three parties have an effective negative veto, (though probably
the central bank and the politicians could in effect overrule the FSA/FDIC if
push really came to shove; but the likelihood of the politicians/central banks
wanting a rescue against the best advice of the FSA/FDIC seems remote).
Again in both cases no call for any systemic rescue has yet been made,
since FDICIA in 1991 or the establishment of the TSC in 1997. There is,
therefore, no experience of how the process might work, or not, in a crisis.
Once a situation had been agreed to be systemic, it would, presumably, be
for the central bank in each case to take the lead in managing the crisis, but
even that might depend on the personalities, experience and self-confidence
of the various officials involved.

Be that as it may, the growing trend towards separation between
banking supervisory agencies and central banks means that some (for-
mal) mechanisms for having them coordinate crisis management will be
required. Similarly the experience of the severe fiscal burden of repairing
a banking collapse, (for a reckoning of such costs, see, amongst others,
Bordo et al., 2001; Caprio and Klingebiel, 1996, 1999; Hoggarth et al.,
2001; and Lindgren et al., 1996), will mean that the Ministry of Finance
(MoF)/Treasury and the relevant minister(s) will also want and need to
be consulted about the conduct of crisis management. So, some kind of
tripartite mechanism, involving the supervisor(s), the central bank and the
MoF/HMT, plus politicians, seems likely to emerge, whether on a formal, or
an informal, basis. Nevertheless such committee-type mechanisms remain
generally untested. Economic conditions have remained comparatively sta-
ble and benign over the last decade, and, while there have been, and indeed
remain, threats to financial stability, these have not, so far, generally crys-
tallized into systemic banking crises in Western Europe and U.S.

Japan has had a less happy experience. In their case the FSA, the Bank
of Japan (BoJ), the MoF, and the politicians have all been involved in try-
ing to handle their banking problems, but the mechanisms for coordination
and cooperation have seemed somewhat ad hoc, and less than ideal either
in formulation or operation. Relationships between bureaucracies some-
times appear, to an outsider, to be less than fully cooperative. There is,
I believe, a very high level committee of the BOJ, JFSA, and the Prime
Minister’s office®, but little regular contact between the BoJ and Japan’s

The Financial System Management Council, called into action whenever the Prime Minister
envisages a serious threat to financial stability. It did meet to consider how to handle the
Resona Bank crisis in May 2003 and the Ashikaga Bank nationalization in December, 2003.
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FSA at working level. Indeed anecdotal reports suggest that requests for
information, etc., have to go formally through the top of each institution.

If an appropriate committee structure is set up in advance, there seems
no fundamental reason why crisis management within each country should
not be effectively managed. We shall see.

Of course, it is best if banks in trouble can be reorganized, and new
management established, before losses are suffered and economic capital
exhausted, see Mayes and Liuksila (2003). One problem, however, with
requiring early closure, for this purpose, is that the managers and private
shareholders have a legal right to continue so long as they have not infringed
any law. An enforced early closure/reorganization/removal of managers
imposed by the authorities is likely to be met by a law suit against them,
for example against the central bank, unless a “smoking gun” evidence of
illegal practice, for example, continuing to run an insolvent business, can be
clearly proven in court. Indeed the window of opportunity between closing
a bank so early that the owners may sue and so late that the depositors may
sue may have become vanishingly small. What is then needed is a legal
mandate to initiate early closure before a bank has exhausted its capital.

As Krimminger (2004) puts it, “The laws must have clear criteria for
initiating insolvency proceedings. This is particularly crucial in banking
insolvencies where otherwise insolvent banks may be able to continue indef-
initely by raising funds from depositors and act as a drag or diversion of
economic capital. Clear, mandatory criteria permit prompt and decisive
action before the bank’s equity is exhausted. The criteria should be manda-
tory to require supervisory action as capital or other indicia of institutional
soundness erode. In effect, mandatory action requirements create the super-
visory discipline that augments market discipline”. So the application of
prompt corrective action in countries outside the U.S. would require such
countries, in most cases, to introduce new legislation modeled on the U.S.
FDICIA. This is not currently under consideration, at least not in the U.K.

2. Crises with International Complications Involving Regulators
in Several Countries

A crisis will often, perhaps usually, involve financial losses, often severe.
Even within a single country working out a decision how these might be
allocated among shareholders, other creditors (often other banks), deposi-
tors, taxpayers, and other private sector (financial) bodies is politically and
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presentationally difficult. In the Japanese case there was some unwillingness
to grasp this nettle, which added to delay and, probably, to overall cost.

The problem is, of course, far worse when it involves burden sharing
between countries, where these countries will not only have quite different
objectives (that is, minimize their own loss), but also differences in legal
arrangements.

Moreover the problems of introducing prompt corrective action, that
is, of reorganizing a bank and changing the management before the bank
is clearly bankrupt, will tend to become much worse when dealing with an
international group with cross-border subsidiaries. The problems of the bank
may be localized, but the reorganization would presumably affect the bank
as awhole. Moreover the head office and subsidiaries will be regulated under
differing national legal systems.” What is legal in one jurisdiction may not
be so in another. David Mayes (2004), especially in section 2.1 on “Cross-
border complications”, sets out the difficulties nicely. These have also been
discussed at some length in the preceding session of this conference.

As Krimminger (2004) points out, “a significant complicating factor is
that the national legal rules and policy choices that govern the resolution
of international financial institutions may conflict and, at a minimum, may
preclude effective action at the time of insolvency. There are several inter-
related issues. First, there is no international insolvency standard for banks
or other financial institutions. While it may be appropriate that different
nations — with different economic and cultural histories — have adopted
varying laws and policy choices to govern domestic financial insolvencies,
it is essential that the basic legal mechanisms applicable to international
linkages permit effective action to mitigate contagion effects around the
globe. Second, current laws around the globe do not adequately address the

"The problem has been addressed within the EU by its insolvency regulations representing
new, statutory efforts to create a common “universal” approach to cross-border insolvencies
within a unifying political entity. The resolution of failed banks is addressed by EC Directive
2001/24/EC of April 4, 2001 on the reorganisation and winding up of credit institutions.
In short, the EU’s Insolvency Regulation seeks to establish an EU-wide insolvency process
providing for non-discrimination and equal treatment of creditors, recognition of other EU
insolvency proceedings, and cooperation between insolvency authorities as an overlay on
national insolvency law. “For insolvencies among EU members, the Insolvency Regulation
embodies the universal approach by treating the entire bank and its branches as a single
entity subject to resolution under the law of the ‘home Member state’. Even within the
EU there remains the possibility for conflict because countries can, and have, exercised the
option to opt out of the Insolvency Regulation,” Krimminger (2004).
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complexities created by international holding company structures. These
complex structures certainly create difficulties in regulatory coordination
under normal conditions. During a period of financial instability, the differ-
ing regulatory jurisdictions within a nation and between nations create even
more difficult challenges in pre-failure coordination. International super-
visors are taking steps to improve understanding and coordination before
insolvency. However, if insolvency occurs, the different legal rules and
policies that apply to banking, insurance, and securities components of a
holding company structure could impair the ability to respond effectively
to prevent cross-border crises. Current insolvency laws may not provide the
level of flexibility available to regulators once the actual insolvency occurs.
Third, in a world of 24/7 financial operations and markets, the many legal
rules that are based on the pace of the nineteenth century or even twentieth
century may not be up to the task. It is essential that insolvency rules give
decision-makers the flexibility and authority to take action in “real time”
to avoid compounding the effect of a single large insolvency through the
linkages between markets and payments systems.”

The nature of the problems will differ somewhat depending on whether
the entity of the foreign-owned bank in the host country is a branch of
the main bank, or a separately capitalized subsidiary. In the case of the
branch this is an integral component of the main bank, in principle like any
other (domestic) branch, so that asset and liability management, and offi-
cial supervision for capital adequacy, large exposures, connected lending,
concentration of lending, etc., will be undertaken in a consolidated fashion
respectively by the home bank and by the home bank’s supervisor.

Two areas of concern, at least, nevertheless remain in the case of the
treatment of host country branches. The first relates to deposit insurance.
There is sometimes a question of which deposits will be insured, and to
what extent, by the host country in foreign bank branches, and what assets
may be available to the host country, in case of closure of the main bank,
to meet such insurance claims. Taking this latter question first, if the home
country deals with a bankruptcy/liquidation on a single entity basis, so that
all depositors are paid on a pari passu basis wherever located, then there
is no problem, but if the home country runs a “ring-fencing” system as
does U.S. and Australia, then a host country may find itself suffering what
will seem an undue insurance pay-out. One solution may be to require any
large-sized branch to become a subsidiary, so that the host country can more
easily require the subsidiary to maintain a sufficient ratio of local assets to
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local deposits. Again if the host country deposit insurance is less gener-
ous than the home country’s arrangements, there may be some unhappiness
among local depositors in the case of a failure. A depositor with a U.S. bank
office in London, or elsewhere in the EU, would rank behind all depositors,
(whatever their nationality or domicile), who had placed such deposits in
branches located in the U.S. for recovering funds with the help of the FDIC,
and could only rely on the much more limited, (capped and co-insured) U.K.
deposit insurance fund. Given the absence of a collapse of any large inter-
national retail bank, at least since BCCI in 1991, (which was, fortunately,
atypical in many respects), there is probably little customer appreciation
of the differences between, and limits on, deposit insurance protection in
differing circumstances, for example, in home as compared with foreign
branches of the same bank, and, in some cases, with respect to the currency
denomination of the deposit.

The second issue concerns liquidity. In order to remain in business,
a bank has to honor the convertibility requirement, that is, to be able and
prepared to pay out cash on demand to those with demand deposits or
time deposits becoming due, (though sometimes a bank can reasonably
blame practical transportation problems for a short-term failure to meet this
obligation). Within a single banking enterprise, liquidity management will
generally be centralized, and access to cash distributed around the country
by Head Office. One problem with a branch of a foreign bank is that it
will often be open when its head-quarters, and its home central bank, is
shut either because of time zone differences or because of different national
holidays. If the branch should run into liquidity problems in such cases, it
may be difficult, perhaps impossible, to contact the relevant officials either
at the head-quarters of the bank concerned, or at the home central bank,
and, if and when contacted, such officials may not be able to do much to
rectify the situation, at a time when all markets are shut in the home country.
However, in several cases in the past, whenever a real potential crisis did
blow up, the relevant home central bank officials were roused, and were
generally able to respond satisfactorily.

Perhaps a more worrying case is when a banking entity in the U.K.
may not have assured access to full liquidity support from its home cen-
tral bank. This may be because the institution with a bank branch in the
U.K. does not come under the umbrella of its home central bank. The U.S.
investment houses with their banking activities in London may come into
this category. So the host central bank may be put in the difficult position of



266 C. A. E. Goodhart

either lending to the foreign branch, possibly in foreign currency, possibly
against limited, or low quality collateral, or of requiring the (temporary)
closure of the branch with all the reputational (and legal?) implications that
that might bring with it. Under such circumstances a host country’s central
bank would feel considerably more comfortable if every foreign branch
maintained dedicated liquid assets sufficient to meet two days abnormal
withdrawals; the two days requirement allows for one day of holiday in the
home country and one day for the time zone difference. At present there is
no international agreement on the maintenance of liquidity in foreign bank
branches, though it is recognized that host countries do have the right to
impose liquidity requirements on foreign bank branches. This subject may
be reviewed in international fora in due course.

In some respects the host country prudential authorities will feel more
in control when the foreign bank establishes a subsidiary, rather than just
a branch. A subsidiary becomes a legally separate entity with its own cap-
ital, and subject to the supervision and full regulatory requirements of the
host country. A problem, however, is that the formal legal distinctions and
separation are not matched by a similar economic separation. For example
the home — headquarters — bank may put pressure on the subsidiary bank
to take an action, such as a transfer of assets, which will be to the home —
main — bank’s benefit, but may be detrimental to the conditions of the
host subsidiary, and potentially to the welfare of the host authorities and
taxpayers, whereas the reverse is unlikely ever to occur.

Let us assume two countries, A and B, where a bank headquartered
in A has a subsidiary in B. Assume that the B subsidiary is profitable, but
that the headquarters in A, perhaps at the behest of the authorities there,
transfers much of the subsidiary’s profits and assets to prop up the main
bank. Moreover, the bankruptcy laws in A might ring-fence assets in A so
that A depositors were paid off before B depositors got a look-in. Whether
on purpose, or not, in a globalized financial system losses occurring in a
bank in one country could be effectively passed through to the depositors
or to the fiscal authorities in another country.

The worst problems, however, are likely to occur over problems con-
nected with burden sharing in the event of any attempted rescue and
recapitalization.

Assume that a crisis arises in a bank with subsidiaries in two coun-
tries, and headquartered in a third, because loans made in one of the two
subsidiaries go bad. Let me take a numerical example, with headquarters
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Table 1. Division of bank and subsidiaries’ assets and
liabilities in a crisis

A B C Sum

Assets 120 110 40 270
Deposit Liabilities 100 100 100 300

in country A and subsidiaries in B and C. Loans made by C become non-
performing, so that the supposed local assets and deposits are divided as
shown in Table 1. Although in the bank as a whole liabilities exceed assets,
the deficiency is, in this example, concentrated in subsidiary C. So, the first
question is whether the parent bank can just walk away from this subsidiary
and leave the host country, and its deposit insurance fund (if any), to pick
up the bits. The ability of the parent to distance itself from problems in the
subsidiary may depend on circumstances. For example, were losses in the
subsidiary caused by local factors, for example, government interference
(as in Argentina), over which the parent bank could have had no control, or
was the loss caused by managerial failures which the parent bank should
have prevented, for example, Barings in Singapore, Allied Irish Bank in
the U.S.? Again, it is easier for a parent to walk away from a subsidiary in
dire straits if the name of the subsidiary is distinct from that of the parent.
Particularly if the name is the same, and if the key operational decisions
have been taken at parental headquarters, reputational effects make it hard
for a parent bank just to cast a subsidiary adrift.

Assuming that the supervisors in A choose to liquidate the headquar-
ter bank, can the B supervisors keep the subsidiary going in business as a
separate stand-alone bank? The experience of BCCI (Hong Kong) suggests
that the indirect reputational effect, combined with lack of public informa-
tion available at the time, would be too great. Assume that country A has
a pari-passu bankruptcy law, so that if all assets and liabilities were put
into a single pot and spread out equally, then each depositor would get paid
90 cents in the dollar, would not there be an enormous temptation on the
politicians and supervisors in B to undertake some de facto ring-fencing of
their own, by repaying local depositors in full from local assets, and then
returning just ten assets to the head-office liquidator, so that depositors in
A and C would get 85 cents in the dollar, not 90. Assume next that A has
a ring-fencing bankruptcy procedure. A and B depositors get paid in full,
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whereas C depositors would get just 70 cents in the dollar. The lesson for
host countries is to be especially careful and conservative whenever the
home country ring-fences.

The problems are likely to be even more difficult when there is a wish,
by A country supervisors, to recapitalize the bank, and keep it as a going
concern. There is no difficulty if A is prepared to face the fiscal burden all on
its own, but A country politicians and taxpayers will surely demur. After all
the failings arose in country C. Should not those who allowed that to happen,
that is, the authorities in C, share in the costs of recapitalization? Moreover
the benefits of banking intermediation are shared amongst the depositors,
and local borrowers, in this case roughly equally, in A, B, and C. Why should
not the cost of recapitalization also be shared out equally amongst the three
countries? I rather doubt, however, whether the politicians and taxpayers of
B would see the argument quite that way.

So recapitalization of a failing international bank with multiple sub-
sidiaries would likely involve a politicized negotiating game with the whole
panoply of potential threats, outside options and so on, as employed in game
theory. There would, in the case pictured here, probably be multiple possible
equilibria.

Even when the various issues involved in recapitalization are confined
within a single country, as in Japan in the last decade, the question of
resolving the distribution of burden among various potential classes, for
example bank shareholders, bank creditors and debtors, and taxpayers, was
so difficult and politically charged that decisive measures to contain the
crisis and to return the banking system to health were unduly delayed. The
complications of resolving an international distribution of burdens would
be even worse.

I have wondered, for example in my Per Jacobsson lecture, on “Some
new directions for financial stability” (Goodhart, 2004b), whether there
might be a role for an impartial international arbiter, to expedite the nego-
tiations. That arbiter could be the ECB in the European case, or the IMF,
the World Bank, or the Bank for International Settlements more widely.
My more practically experienced friends, however, have been skeptical. A
country which does not like the arbiter’s ruling may reject it, and would put
forward plenty of reasons for so doing. Moreover all the countries involved
would have to agree, ex ante, to accept the arbiter’s ruling. Would such
agreement be forthcoming? Nevertheless the possibility of some possible
court of arbitration in such cases has some merit.
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But negotiations, especially international negotiations, and arbitration
take time, often a very long time. If a bank, or worse a banking system, has
been seriously weakened by bad debts, time is of the essence. Can we afford
to run a banking system which is so interpenetrated that the resolution of
any banking crisis involves inter-national negotiations?

Such inter-country problems are, however, likely to become more fre-
quent in the future than they have been in the past. Major financial crises
have occurred most frequently in retail banking and thrift intermediaries,
and these have been kept primarily national in ownership.

It would become much more difficult to maintain bank supervision, and
crisis management at the national level were commercial banking systems
to become much more fully integrated amongst countries, especially, but
not only, in the EU. This latter integrationist outcome is what has been, in
principle, the objective of the Lisbon process and of other European Com-
munity initiatives. Be that as it may, the (major) nation states within the
EU have continued to drag their heels in allowing for international com-
petition in their partly-protected domestic retail markets, including equity
markets as well as retail banking. The recent take-over by Banco Santander
Central Hispano of Abbey National in the U.K. may be interpreted either
as the exception that proves the rule, or the first path-breaking step towards
cross-border retail banking in the major EU countries.

There is a contrast in this respect between the bigger nations in the EU
and the smaller countries. In the smaller countries there has been less dispo-
sition, perhaps because of less power, to maintain the purely national char-
acteristics of domestic banking. In the Scandinavian countries the largest
banking conglomerate, Nordea, now covers all the four countries, despite
these countries’ differing positions within the EU and Eurozone. This inter-
penetration was in some part accelerated by their financial crisis in the
early 1990s. Again the Benelux countries have seen increasing bank inter-
penetration with Fortis and Dexia bank becoming international, rather than
national. And recently there has been a takeover of a locally large Austrian
domestic bank (Bank Austria) by a German bank (Hypovereinsbank).

The penetration and involvement of foreign banks is most marked in
East European countries, both those now in the EU and some prospective
candidate countries. So, in most East European countries, a large proportion,
often a majority, of bank deposits and bank assets are placed with foreign-
owned banks, in almost all cases, as already noted, in subsidiaries of such
banks, not in branches. So there is a major division within the EU between
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the large countries with a primarily nationally owned retail banking system
and the smaller countries with a large proportion of foreign-owned banks
in their banking system.

It is to be expected that the large countries will establish the structures
and procedures within the EU that best suit themselves. With their bank-
ing systems remaining mostly domestically headquartered, (and political
pressures for supporting national champions), and with any fiscal burdens
from crisis management falling on national Treasuries, the big countries
will persist in insisting on the maintenance of nationally controlled bank
supervision, and on control over lender of last resort lending and crisis man-
agement. This was the gist of the letter on this subject issued by Chancellor
Brown of the U.K. and the Finance Minister Eichel of Germany on the
occasion of the Oviedo Ecofin meeting in April 2002. Such national control
over supervision and crisis management suits the big countries in the EU.
Despite the desire of some at the ECB for greater centralization, absent
banking inter-penetration in the big countries and any federal fiscal compe-
tence, the wishes of the large nation states will prevail here.

Nevertheless the intended progress of structural change, especially, but
not only, in the EU points towards greater cross-country integration of
retail banks and other financial intermediaries. Moreover, certain groups
of smaller countries in the EU, in Eastern Europe, Scandinavia, and, per-
haps, Benelux, have already got to this juncture. Within the EU the problem
could, in principle, be resolved by centralizing supervision and crisis man-
agement. But that runs up against the constitutional problem that crisis
management is often extremely expensive, and there is no central, federal
fiscal competence to handle it in the EU. If the burden has to be met by
national Treasuries, then supervision and crisis management will remain at
the national level with all the problems that that entails. This is but another
facet of the more general problem for the EU arising from the disjunction
of having a federal monetary system but a national fiscal system. However
the EU handles this problem, there is going to be no good, nor easy way
to handle burden-sharing between other sovereign states. This is a problem
waiting to become yet more serious over time.
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The Role of the Safety Net in Resolving
Large Financial Institutions

David G. Mayes*
Bank of Finland

1. The Wider Context of Resolving Large Bank Insolvencies

It is inherent in tackling problems in financial institutions that are judged
to be “systemically important” that they will not actually be closed for
business even if they reach the point of insolvency.! The authorities, with
or without the participation of the private sector, will find a way forward,
whether it involves a guarantee, a capital injection, nationalization, division
into a “good” and a “bad” bank or some other technique.” In the short term it
may simply take the form of permitting an institution that would otherwise
have to close, to continue in business.? Systemic importance implies that the
costs to the economy as a whole of permitting an insolvency will be greater
than the costs of the alternative course of action. Such a “cost” relates not

'There are of course different sorts of systemic events. More generalized stress across the
system as a whole, rather than concentrated in a single large institution, will also generate
action, quite possibly from monetary policy. Here, most of the discussion is of problems
in a single institution but many of the same concerns apply, only more strongly, with the
wider problem. In the same way that it may be difficult for other banks to recapitalize a
single systemic bank, it will be difficult to recapitalize a range of banks if the whole sector
is under economic pressure.

2According to Bovenzi (2002) the most likely outcome for a systemic bank in the U.S.
would be that the FDIC immediately set up a bridge bank to continue the operations of the
bank until a longer term resolution can be found, under what is effectively nationalization
(Herring, 2004).

3“All” that is necessary is a set of actions that will convince creditors and depositors (and
in theory the relevant court) that the bank in question can meet its on-going obligations.
It is only actual default or announcement of expected failure to pay that will trigger an
application to the courts and the opening of insolvency proceedings.
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just to the direct and knock-on impact of the particular failure* but also
to the continuing impact on the behavior of the financial system even if
no such failure ever occurs.’ On the plus side it helps generate confidence
in the system, increase usage and efficiency and cut transactions costs, on
the negative side it offers a moral hazard, the possibility of increased risk
and the distortion of the structure of the industry by encouraging banks to
become “too-big-to-fail”.

Intervention in systemic cases will necessarily result in some transfer
of the costs away from those who would be directly affected under insol-
vency, more widely across the economy and probably over a longer period
of time. This and the impact on the continuing operation of the industry
thus also introduce concerns over equity as well as net financial cost. Most
assessments of these net costs are partial (Schwierz, 2004) and are mainly
concerned with appraising, after the event, whether public money was prop-
erly used. They do not normally include an assessment of the moral hazard
or costs of regulation.

This, often largely implicit, guarantee of intervention forms part of the
“safety net” that the authorities provide to ensure the efficient operation of
the financial system in the event of or anticipation of a severe shock either
to an individual institution or to the system as a whole. It is the primary pur-
pose of this paper to consider how this guarantee should fit into the safety
net. In many countries the different parts of the safety net, implicit guaran-
tees, lender of last resort, deposit insurance, regulation, supervision, etc.,
although closely related in practice, tend to be rather unrelated in design.®
Furthermore, while for deposit insurance there is an extensive literature
covering how such insurance should be priced,’ the same does not apply to
the safety net as a whole.

4We use the term “failure” to denote the point at which the authorities step in to takeover
the bank. Such a failure may occur because a bank has inadequate assets to be allowed to
continue or through fraud. In many cases we implicitly use it to embrace the occurrence
of “default,” where the bank actually fails to meet a current obligation through insufficient
funds. A bank that is about to default may go to the authorities just beforehand, so which
term actually applies will depend on the exact circumstances. While a bank fails if it defaults
the reverse is not necessarily the case.

SThis is of course in addition to the ongoing costs and benefits of prudential supervision.
®Even in the U.S., which has one of the most integrated frameworks, systemic support is
treated exceptionally under FDICIA (The Federal Deposit Insurance Corporation Improve-
ment Act of 1991).

7See Morrison and White (2004) for a recent example.



Role of Safety Net 277

We cannot address the whole of this issue but in the ensuing sections
our primary concern is that for many systemically important institutions the
implicit guarantees have to be considered in an international context. This
generates seven main arguments, which are dealt with in turn.

e In organizing its structure a large cross-border financial institution
has some ability and incentive to organize its structure so that it
can try to maximize the potential benefit from different countries’
(implicit) guarantees;

e This in turn leads countries to try to limit the extent that such guar-
antees and other aspects of the safety net apply outside their juris-
diction, which in itself may inhibit the most efficient and equitable
resolution of problems; and

e In the European Union (EU)/European Economic Area (EEA), the
principle of “home country control” means that large discrepan-
cies can exist between authorities’ systemic responsibility and their
ability to offer credible implicit guarantees.

These discrepancies could lead to two forms of failure in the safety net:

e Some systemic banks may be too big for the authorities in a small
country to save, and

e Some authorities may be unable to stop the closures that cause sys-
temic problems, hence possibly turning a problem into a systemic
event unnecessarily.

Avoiding these failures in the safety net implies four steps:

e Case by case agreements among the authorities about how to handle
such problems in principle before they occur,

e A strong emphasis on prompt corrective action while banks have
positive value and enhanced cooperation among supervisors —
including the effective operation of market discipline on regula-
torily compliant poor performers,

e Considerable regulatory harmonization, and

e Intervention using public not private law as soon as a bank is thought
not to have positive net worth, so that losses are small enough to be
manageable.

In the EU/EEA environment there are further problems with other parts of
the safety net, particularly deposit insurance, if a bank wishes to change
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its cross-border corporate structure, and specific resolution agencies at an
international level may be required.

2. The International Dimension

While the traditional literature treats the question of how to handle systemic
problems as if they are something which could be dealt with within a single
jurisdiction, increasingly, institutions that are large enough to be systemic
will be operating in a number of countries and subject to a number of juris-
dictions. Thus, not only may there be anomalies within a given country over
the way in which actual and potential systemic events are handled but the
regime also has to be able to cope with multiple jurisdictions. Since there is
little in the way of international law which covers this area, this essentially
means that the outcome will depend upon the way in which the authorities
involved manage to cooperate.® At present, despite a raft of MoUs (mem-
oranda of understanding) among authorities promising cooperation, it is
difficult to guess how the practice will work out, as outcomes will depend
on the specific circumstances.’

This provides the basis for an unfortunate conflict. Insolvency is avoided
nationally in systemic cases because it is too costly. However, avoiding
it involves state intervention. Such intervention in an international envi-
ronment involves cooperation. But intervention in the face of insolvency

8While cooperation sounds the sensible way to go in the absence of a specific event, such
action may be more difficult to achieve at the time when one country seeks to blame another
for being “responsible” for the problem. Where the event that brings down the bank occurs
solely in the home country a host might feel entitled to compensation and vice versa.
“Holthausen and Rgnde (2004) consider the case where supervisors in the home and host
countries follow the MoUs in a manner that seeks to protect their national interests by
limiting the information they provide to their partners about the part of the bank under
their supervision. While this shows that the result is going to be less favorable than could
be achieved through side-payments, it confuses two issues, namely cooperation among
supervisors and cooperation in resolution, where the key parties are not supervisors but
those with the access to public funds. While cooperation among supervisors may be cautious,
particularly, where the consequences of failure or the sources of the threat to the bank rely
on confidential information about other entities, there is much less incentive for it to be
non-cooperative as might be the case with governments faced by a crisis. There, protecting
national interests first and the joint interest second has clear plausibility.
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normally needs to occur very rapidly if it is to succeed. Having to obtain
international agreement on the way forward in real time may not be realistic
given the problems the national authorities have experienced over systemic
events.!? Prior agreement is necessary, beyond what is currently in place
and this paper suggests how this might be done, extending the proposals in
Mayes et al. (2001) and Mayes and Liuksila (2003).

Designing schemes for intervention cannot be undertaken in isolation,
as the nature of the expected intervention in the various countries will in
turn affect banks’ behavior. Knowing that more favorable treatment would
be likely to apply if it can make itself systemic, will itself influence how
a bank organizes its corporate structure, structures its balance sheet and
manages its risks. It also affects the cost of finance for them (Granlund,
2003).!! Large financial institutions whose business runs across countries
would actually have a fiduciary duty to their shareholders to try to make sure
that they organize their incorporation and structure in such a way that tends
to maximize shareholder value in the event of difficulty. The net result is
in part an encouragement to become too large or too complex to fail (Stern
and Feldman, 2003).!2

For cross-border institutions, where there is a choice, the temptation
must be to try to ensure that the lead authority is one more likely to apply
a method of resolution that offers the greatest protection to shareholders.
In one sense the degree to which such (regulatory) arbitrage can be applied
is limited, as many banks do not have much choice over where they can
be headquartered. However, their access to the various parts of the safety
net can be quite considerably affected by the forms of incorporation they
chose. In the EU, for example, they will be subject to home country con-
trol if they opt to use a branch structure but host country control if they
set up subsidiaries; although its lead or “consolidating” supervisor will be
its home country in both cases. They can choose which arrangement is
most appropriate for each market. Ironically, while opting for a corporate

19While the lessons from the grab for local assets that followed the failure of BCCI may have
been learnt, the replacement arrangements have, fortunately, not been effectively tested.
1Stern and Feldman (2003) explore the extent to which being thought too big to fail affects
credit ratings and the cost of capital.

12Size has a number of different facets in achieving systemic status, not simply the size of
the potential loss and the number of people directly affected. Simply being too complicated
to sort out fast enough would suffice as would a critical role in particular markets.
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structure that enables home country control to operate may make more
sense from the point of view of organizing the bank’s business efficiently,
it might also make the bank less complex and hence more feasible for the
home country to close.

The authorities will tend to respond to cross-border banks’ choices to
limit their own exposures, so this is not a single step decision. In particular,
the authorities will want to take account of the fact that the distribution of the
impact across countries varies according to whether it is the shareholders,
depositors (the insurance funds), other creditors, employees or direct or
indirect contagion through the system that absorbs losses. As is explored
in the next section, the bank’s choice may not offer a credible option to the
authorities for action according to the prevailing commitments in the event
of failure.

3. Too-Big-to-Save?

There have been various instances of failure of insurance funds in the face of
large claims, with the payout ending up being less generous than expected
(Eisenbeis, 2004). In an international context the demands on the host coun-
try can build up well beyond the importance of the bank in purely domestic
operations. The assessment of the extent of the protection potentially avail-
able in a market therefore comprises both the likely rules that will be applied
and the capacity to exercise them. Some banks are so large that they will be
effectively “too large to save” for the authorities in a small country (Mayes,
2004). Although the home and host authorities between them may have
the resources necessary to avoid a failure and, indeed, the question of how
such joint action by the various authorities involved would be achieved has
been addressed, it is not clear how the practice would work (Brouwer et al.,
2003). Cooperation in the current problem of supervision of international
banks is more advanced than the cooperation over the hypothetical issue of
crisis management.

Interestingly enough until the discussions about the restructuring of
Nordea (set out in the appendix), there has been relatively little concern,
outside Switzerland, over the extent to which an insurance fund, as cur-
rently structured in the EU, might have to pay out to foreign depositors.
Deutsche Bank in New Zealand, for example, states quite explicitly in its
disclosure documents that New Zealand depositors are covered on exactly
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the same basis by the German deposit insurance fund as are its depositors
in Germany.'3

There are conflicting interests among the authorities. To take a simple
example, a bank may be of systemic importance in some host countries,
where it has branches or subsidiaries, but not in the home country (Mayes
and Vesala, 2000). There are no clear rules for international compensation in
these circumstances. The host country has to cope with the systemic problem
but it cannot control the resolution of the bank in question where that is the
responsibility of the home authority. It is noticeable that New Zealand,
which faces this problem, is insisting that all systemically important banks
be locally incorporated even if they are foreign owned (Bollard and Ng,
2003).'* However, even having an identifiable local institution that can be
in some sense isolated from the rest of the banking group does not address
all of the issues.!> A group which is solvent but in difficulty might quite
legitimately want to shrink foreign activity rapidly to focus on its “core”
market (Peek and Rosengren, 2000). Hence the actions in the host country
may be quite damaging even when there is no issue of insolvency or breaking
of the regulations.

3The key parts of the two page Key Information Summary, which all banks in New Zealand
are required to display in branches for the benefit of customers, are “Deutsche Bank AG New
Zealand (DBAG NZ) is a branch of Deutsche Bank AG. Therefore, obligations of DBAG
NZ are obligations of Deutsche Bank AG. The rights of creditors located in New Zealand
in a bankruptcy of Deutsche Bank AG would be governed by the German Bankruptcy Act.
... all unsecured creditors of Deutsche Bank AG would be treated equally in a bankruptcy
of Deutsche Bank AG. ... unsecured creditors of DBAG NZ would have the benefit of a
Deposit Insurance Fund operated by the Federal Association of German Banks, of which
Deutsche Bank AG is a member. The fund protects all deposits with a member bank by
non-banks irrespective of the location of the bank with which a deposit is being made.”
There are of course provisos about how the courts may operate in practice.

4In this instance, it is not a concern over the structure of the deposit insurance fund as
neither Australia (where most of the foreign banks are incorporated) nor New Zealand have
one, but rather over the existence of domestic depositor preference in Australia and the
possibility of different attitudes to a systemic problem in the two countries in a crisis.
I5Kaufman (2004) points out that even though a bank may be operating as a subsidiary in a
country, the subsidiary may not be an independent institution that can operate on its own, as
all of the main services and operations may be provided by the parent or other parts of the
group. In such a case a host country has little means of keeping the local part of the bank
running on its own in the event of failure, irrelevant of the legal corporate form.
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This cross-national issue is potentially a much more serious problem
than its domestic counterpart, as currently the financial system operates as
if this difficulty did not exist. The switch in behavior from believing that a
satisfactory safety net exists to fearing that it does not would exacerbate the
crisis. Fortunately, none of the international banks that are large compared
to the countries in which they operate has come close to failure. There
is therefore the opportunity to address the issue without the pressure of a
pending case.

As this is a small country problem it has not been comprehensively
addressed in the international fora dominated by the Group of Ten (G10).
The countries most affected have had to take action ahead of more general-
ized agreement. Switzerland has unilaterally acted as it is home to two banks
in this category (Hiipkes, 2003). Similarly, the Nordic countries, which face
inter alia the problem of handling Nordea, the most striking example of
such a cross-border bank in Europe (Schoenmaker and Oosterloo, 2002),
are making specific case by case arrangements. A general EU/EEA-wide
agreement is some way off despite the existence of the Winding-up Directive
(Hadjiemmanuil, 2003).16

4. Other Factors Affecting the Choice of Structure and
Regulatory Location

It is not just how shareholders will be treated in the event of difficulty that
matters for the bank’s choice of structure and regulatory location. Clearly the
major emphasis will be on the attractiveness of the operating environment,
both in terms of the costs it imposes on the bank (and hence on its customers)
and in its appeal to customers (Mélkonen, 2004).

The choices open to abank wishing to alter its structure may be more lim-
ited than is immediately apparent. The structure of deposit insurance regimes

18The Winding-up Directive (Directive 2001/24/EC of the European Parliament and of the
Council of 4th April 2001) does at least follow the generally accepted principles of treating
the bank as a single entity, acting under a single set of proceedings and having equal treatment
of all classes of customers in the EU/EEA irrespective of where they are. More importantly
from the point of view of the present paper, this single approach, run by the authorities in
the home country, applies to reorganization proceedings before the bank reaches the point
of insolvency. In both of these cases, even though the host countries may not have matching
provisions in their own laws and procedures, those of the home country will be applied
(Campbell, 2003). This provides for asymmetry within a market as the host country laws
may permit administrative intervention where the home country does not. Hence banks
competing for the same customers directly will be differently treated.
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varies considerably inside the EEA. Although there is a common minimum
for the deposits to be insured, the way the insurance is funded and adminis-
tered varies from case to case. Such insurance is therefore not portable. If a
bank is taken over or decides to alter its corporate form, it cannot simply with-
draw its “share” of the deposit insurance fund and place it with the deposit
insurance corporation of another country. Insurance funds tend to operate on
aratcheting up basis. If the funds available fall relative to the insured deposits
then they have to be topped up. Excess funds permit a contributions holiday.
An individual bank that is losing deposits may gain exemption from making
further contributions. Exit where all depositors are repaid in full from the
bank’s assets is not common, normally exit entails drawing on the fund.

5. The Design of the Safety Net

The authorities normally try to strike a balance between trying to avoid
threats to the financial system and having an action plan in place to offset the
unacceptable consequences should they occur. There will also be outcomes
for which they have no explicit plans, because the events have not been
thought of or because their expected frequency or cost is too low to make
such preparation worthwhile. Regulation to reduce the risk of systemic
problems will have an ongoing compliance cost. However, having an action
plan in place or believed to be in place has twin aspects. In part there will be
little in the way of costs unless it is activated. However, it will also confer
continuing costs and benefits just because of its existence.

We do not address here the parts of the safety net that relate to a mal-
function in the system, particularly that relating the lender of last resort
function performed by central banks. Under normal circumstances banks
should not have difficulty gaining access to liquidity through the market and
the central banks in the EU/EEA in particular stand ready to provide ade-
quate liquidity to keep markets functioning well in the event of problems.
Even though lending in the Euro area needs to collateralized, central banks
will be making a judgement about any potential loss they might face from
their actions, so there will be a grey area on the edge of failure or default.!”

17Kahn and Santos (2004) produce a model in which the lender of last resort and deposit
insurance functions are effectively substitutes. In such a world there is an obvious conflict
of interest as the deposit insurance fund would like a bank to be closed early to minimize its
losses whereas the lender of last resort would hope that the bank could survive its problems
so that there was no pressure on the system. Normally the functions are clearly divided and
the exposures and beneficiaries not so closely matched.
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Most of the safety net, however, is only triggered in the event of default or
failure. Its parts, in terms of deposit insurance, emergency lending, guaran-
tees etc. may well be the responsibility of separate organizations including
the central bank and the ministry of finance.'®

For any such scheme to be efficient, the parts need to support each
other.'” A system of resolution without direct access to public funds, as
suggested in Mayes et al. (2001), will only be workable if the losses to be
borne by the shareholders and creditors are limited. If they are a noticeable
percentage of GDP, they will retain their systemic character but not of
course to anything like the extent that they would if the bank had been
allowed to close and enter normal insolvency proceedings. The robust exit
approach therefore has to be buttressed not just by the normal sorts of
regulations and supervision to ensure prudential behavior but by market
discipline and requirements for prompt corrective action should the bank
get into difficulty.

In an international environment the authorities have to decide how to
handle their potential exposure to foreign creditors and depositors (and
indeed shareholders if they are intending to keep the organization running
in current ownership or to buy them out). In the case of Switzerland, the
question of managing the exposure has been addressed directly by imposing
a limit, of 4bnCHF, on the payout by the deposit insurance fund, despite the
obligations to refund up to a maximum that apply on an account by account
basis. Some countries handle these potential liabilities differently, either by
not providing insurance or, as in the case of the U.S. and Australia, by pro-
viding domestic depositor preference. As mentioned earlier, in the EU/EEA
the position is more complex as the obligation over which jurisdiction has
to provide the insurance and hence pay out depends on the corporate form

18There clearly two forms of coordination that are required in the case of financial difficulty
in a cross-border bank. The first is among the organizations with the same responsibilities in
the different countries — among the central banks, for example, in coordinating emergency
lending. The second is between the organizations with different responsibilities. A central
bank considering emergency lending will want the supervisory authority’s opinion on the
solvency of the bank, itself the result of coordination among the supervisors.

19Beck (2003), for example, shows a neat contrast between Germany, where the parts do fit
together, and Russia, where some of the incentives appear to be perverse.
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of the bank. A bank operating as a subsidiary in a second country will have
its eligible deposits covered by that “host” country, while one that operates
as a branch will have them covered by the home country where the parent
company is incorporated.?’

In the case of systemic institutions it is not clear that it is the deposit
insurance part of the safety net that is relevant to decisions about corporate
structures, balance sheets and risk taking. If the institution is going to be
kept trading, then the insurance fund will not be called upon. This is not
strictly true if the organization that is going to provide the systemic support
is itself the deposit insurance fund (as in the Norwegian crisis of 1991) (Moe
et al., 2004). To some extent the relevant concern will be the extent of the
potential Lender of Last Resort actions by the central bank or the degree
of regulatory forbearance. In the main it will be a concern over which state
will provide the capital injection or guarantee necessary to keep the bank
open and trading.

All of this will be a guess, not simply because of the traditional con-
structive ambiguity that exists — the authorities will not commit themselves
in advance to what support will be offered in case that encourages banks to
take greater risks. It will be mainly because the authorities have not actu-
ally decided in advance and will treat each occurrence case by case. As the
second Brouwer Report (Brouwer ef al., 2003) points out, at the European
level, MoUs as to who would do what in a crisis do not extend as far as any
commitment to pay.

If behavior in the Nordic crises is anything to go by, then the unstated
expectation would be that the authorities would limit the losses to the liabil-
ity of the shareholders and the jobs of managers and directors immediately
involved at the very least. In Sweden and Finland, even the shareholders
were not wiped out in all cases. The reaction was particularly instructive in
Sweden, where there was no deposit insurance at the time. It is not clear
that a country with no deposit insurance would actually offer no protection
in systemic cases — even if, as in the case of New Zealand, the authorities

20The system is not quite as simple as this, as the bank can opt to have its insurance topped up
in the local market to the level prevailing there. Banks can thus avoid being at a competitive
disadvantage in a foreign market if their home country deposit insurance is less generous.
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go to some lengths to spell out the lack of insurance and the limits to their
obligations (Orr, 2004).2!

There is thus an expectation of no or limited loss combined with an
increasing likelihood that the authorities may not have the capacity to deliver
it. While there is a fairly close match between the regulatory responsibility
and the responsibility for deposit insurance this is not so for intervention.
The authority that triggers an insolvency is not necessarily in a country that
has a systemic problem as a result. The incentives for prompt corrective
action, forbearance or use of public funds will not necessarily match up. It
is not immediately obvious what impact this might have on risk-taking by
systemic banks normally and in the event of difficulty. A well-worked out
and believable scheme of international coordination in the event of difficulty
might reduce moral hazard but the worry that there might be an inability
to coordinate in the event of a crisis might also lower the hazard compared
to the traditional national circumstance where a bailout is likely to be the
expected outcome in the absence of a clearly planned alternative. Only the
well worked out scheme addresses the issue of what to do if a crisis were
actually to arise.

6. The Need for Action over Systemically Important Banks

It is important not to over-emphasize the difficulty of getting agreement
among the authorities over cooperation in the hypothetical case of dif-
ficulty in a cross-border institution of systemic proportions. Differences
in framework and interests among regimes can be small in some cases.
Although there is considerable room for detailed difference, agreeing that
one supervisor would act on behalf of the others in the Nordic/Baltic region,
following a regime under the auspices of the Basel2, should not prove par-
ticularly difficult while banks are adequately capitalized, given the very

21 Although our main concern here is with the failure of a single “systemic” institution,
much of the information that would be used to assess the authorities’ likely reaction will
stem from more widespread financial crises as these are the more typical occurrence. The
more widespread the crisis, the more likely it is that there were generalized market-wide
measures employed to help offset the impact and not just measures focused on individual
institutions. The more general the crisis the more likely it is that governments will under-
taking sweeping changes, even if these are not permitted by the pre-existing legislation. In
a crisis a government can rush through new legislation and use emergency powers.



Role of Safety Net 287

substantial convergence of the legal framework and the rules applied.?> The
other countries could feel confident that supervision was being applied to
adequate standards.”? The problem comes when banks are underperform-
ing or show other causes for concern. The rules for corrective action do not
necessarily coincide quite so readily, not least because there is considerable
scope for judgement. However, a large part of how any insolvency regime
might operate is affected by the effectiveness of the actions available to
avoid reaching the point of insolvency in the first place.

Three circumstances need to be covered by supervisory coordination
or cooperation:>* adequate capitalization, inadequate capitalization requir-
ing prompt corrective action and insolvency/intervention where corrective
action has failed. These will be subject to different regulation in the var-
ious countries and hence the agreement between authorities has to cover
all three. The widespread nature of this need will in itself encourage the
regulatory systems to converge. Indeed there has been considerable policy
borrowing already with countries looking closely at each other’s rules when
making revisions. Such convergence has of course been greatly assisted by
the framework of banking regulation in the EU/EEA and the Lamfalussy
process, including the setting up of the Committee of European Banking
Supervisors, to parallel the Committee of European Securities Regulators
(Roldan, 2004).

22The range of possibilities of how to handle cooperation in financial regulation and super-
vision of solvent institutions in Europe has been widely discussed and the options are clearly
set out in Lastra (2003) inter alia.

2Some level of exchange of information is likely to be agreed to help substantiate that
confidence (probably in the form of an MOU).

24Schoenmaker and Oosterloo (2002) make a helpful distinction between the various ways
in which authorities can work together. They can retain their independence and simply
cooperate or work more closely through explicit routes of coordination and defined respon-
sibilities. (They can also of course set up a joint organization, which could be new or simply
a subordination of one organization to another.) The typical MoUs range between coopera-
tion and coordination and there is no hard and fast line that can be drawn between the two.
To quite a large extent, how the authorities work together will be a matter of actual practice
rather than the rules that govern it. Exchange of information, for example, is something
that is always controlled by the organization that has it. It will only be after the event that
one might discover that information has been withheld or the terms of the MOU interpreted
in a more restricted sense than anticipated by the aspiring receiver of the information. In
the context of the revisions to the agreements between the Nordic and Baltic regulators
an arrangement that involves more explicit coordination, including agency agreements is
anticipated rather than simply cooperation under relatively loose MoUs.
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While it is easy to separate out the role of the authorities when handling
a solvent institution from handling an insolvent one, the area in between
is more difficult to differentiate. Different skills are required in conducting
monitoring and compliance activities of supervision from those used when
the authorities take over the bank or try to judge what form of support should
be offered. When the need for corrective action arrives, increasing elements
of skills under insolvency begin to come to the fore. The authorities increas-
ingly restrict the scope of action for the bank, both to protect the depositors
and creditors and to enhance the chances of successful recapitalization. This
gives a clear problem of institutional structure, if resolution of an insolvent
institution is going to be undertaken not just by a different organization
but by organizations with different country mixes, following the different
incidence of the activities of the bank in the two circumstances. The distri-
bution of customers and the distribution of losses under insolvency can be
very different.

Corrective action should not await instructions or pressure from the
supervisors but should occur through the normal market mechanisms
(Llewellyn and Mayes, 2003). Initial pressure will occur within the board
of the bank if they feel performance is inadequate. Such underperformance
may not be detectable to outsiders and may be based on comparison with
other banks — gaining market share, for example. The internal corporate
governance of the bank will be the first line of corrective action. Beyond that,
under-performance of the bank may be perceived by outsiders even though
the bank meets all the prudential criteria of the authorities and is hence not a
concern to them. At that point market discipline would work through a vari-
ety of routes both pressuring the directors to act through changes in share
prices, subordinated debt prices, ratings etc. and through the market for cor-
porate control.”> Thus concern over the effective operation of the process
for corrective action is within the ambit of those supervising adequately
solvent institutions.

The mere fact of being a cross-border bank of systemic importance
does not necessarily affect the operation of much of market discipline but it
might make sale of the bank on the market difficult. It may rule out a number
of most likely aspiring acquirers because it would reduce competition too
much in one or other of the markets, possibly entailing a break up as part

ZLlewellyn and Mayes (2003) suggest a list of at least ten stakeholders who monitor the
bank and can take action as a result of market signals or indeed provide the market signals
through their actions.
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of an acceptable deal. If a prospective purchaser expects to have to satisfy
several different authorities this may itself act as a deterrent. The impact of
the regulatory structure on the speed of drift towards difficulty can therefore
occur well away from any expectation of failure. Competition law at both the
national and EU level will affect behavior. Only other very large banks are
likely to have the resources to takeover or merge with the under-performing
bank. Such a consequence may delay addressing the problem and entail
that the buyer needs to be foreign to avert the competition concerns.?® Such
a purchase or merger would only worsen the problems of the discrepancy
between home country control and host country systemic responsibility.
Once the bank becomes a source of concern to the authorities, even if it
is not actually in breach of the regulations, the actions of the authorities will
affect the probability of failure. If a bank is undercapitalized it will trigger
some process of prompt corrective action. There is no guarantee that a home
country authority would pursue this with the same vigor as the host would.
How recapitalization plans should be viewed and how active the search
for suitors would be tends to be kept confidential until approaches become
formal. While forbearance is formally discouraged in most administrations,
what this means in practice can vary enormously. Hence host and home
country authorities can have very different views about what should be done.
As Bliss (2003) points out, if a voluntary resolution, assisted by the
authorities as honest broker, can be achieved at this stage it will greatly
assist the chances of success for a large complex financial institution, as
illustrated by LTCM.?’ In an insolvency the arrangements are deliberately
designed to achieve collective action among the multitude of claimants by
ensuring them a pre-ordained priority and equal treatment with similar cred-
itors. Individual creditors then cannot hold the others to ransom by refusing
to agree. For voluntary arrangements to work prior to insolvency, there has
to be a willingness for all of the parties to participate. In the cross-border
context there also has to be the willingness by the affected to recognize the

26As appears to be the case with the Abbey National in the UK. A merger with another
large UK bank Lloyds-TSB, was not permitted and the current proposal from the Banco
Santander Central Hispano comes from outside the UK but only after a delay of years.
?"The LTCM example is interesting because it was the Federal Reserve Bank of New York
that got the parties round the table. It is the authority which has the concern for systemic
stability that has the greatest motivation for action. In many cases in Europe the lead regulator
may not be a central bank. Thus for the central bank in the lead regulator’s country to step
in as the broker it has to be sufficiently informed to act in time.
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validity of some institution as the honest broker. This could be difficult if it
is a central bank in a foreign country with which the bank’s private coun-
terparties in a particular host country may have had few dealings. Bliss also
notes (2003, p. 28) that the arrival of “vulture funds”, which are concerned
to maximize the short-run payoff without wishing to run the continuing
business may make such voluntary action more difficult. The cooperative
“London Approach” is likely to be decreasingly applicable.

A particular advantage of voluntary action in cooperation with the cred-
itors rather than intervention by the authorities directly is that it does not
entail the premature termination of contracts and the triggering of closeout
netting. Any scheme for reorganization that admits the bank has in some
sense failed may trigger the immediate termination of some contracts as may
reduction in credit ratings. This in itself will tend to reduce the value of the
bank and hence make resolution more costly, even if the design reduces the
systemic consequences of the failure.

The key to making the system fit together is that the incentives to cred-
itors, debtors and the authorities for early resolution must all bite. In each
case judgements must be made about the potential benefits from delay rather
than action. Management is likely to favor delay as resolution will probably
involve loss of their jobs but for the owners, a resolution which involves
their retrieving at least some value will be better than the none they will
achieve if the bank reaches the point of compulsory official intervention.
Collective voluntary action may have a better pay off than simply selling
shares on the market. The problem comes when the downside is limited®
or where individuals can do better than equal treatment by holding out or
exiting early. Even the authorities can have conflicting incentives, if inter-
vention, even voluntarily, can be taken to imply some form of regulatory
failure (Eisenbeis, 2004). If it were certain that early action would be an
improvement rather than hoping that a turnaround in the economy or fortu-
nate private offer would solve the problem, there would be no conflict. It is
difficult to conceive of a system which does not work, at least in part, because
of the knowledge that the authorities will have no alternative to intervening
as the various trigger points are reached. And that those interventions will
be less attractive than voluntary preemption.

2There has of course been a series of suggestions about how the downside for executives
might be extended even after they leave the company, by making their ability to exercise
share price related benefits subject to a substantial time delay (see Wood, 2004, for example).
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7. Trying to Minimize the Cost

The first line two lines of defense in trying to organize the smooth resolution
of problems in large cross-border financial institutions are thus a regulatory
regime that discourages getting into difficulty in the first place and a correc-
tive action regime that not merely involves action by the supervisors when
compliance is threatened but earlier effective operation for the pressures
from market discipline. However, these first two lines of defense can be
breached, especially by financial accidents or fraud. If a bank nevertheless
gets to the point of default or failure, it would greatly ease the problem of
resolving cross-border banks if a means could be found where no public
sector money is involved.?’ The problems of one country having to con-
sider paying beneficiaries in another then need not occur, although there
could still be competition for control of the assets. In such circumstances
of limited loss, the problems of getting prior agreement on a system for
cross-border resolution would be lessened.

The key step in our proposals is to minimize the amount of any public
funds needed to effect the resolution satisfactorily. This in turn reduces
the size of the problem that has to be resolved by bargaining among the
different countries affected. In so far as there is exposure, the more this
can be dealt with by prior agreements that come into force automatically
then the easier it will be to achieve the resolution. This can apply to the
principal unavoidable exposure, namely that to the deposit insurance funds,
which will need make good depositors’ balances covered by the insurance
to the extent of the write-down that was necessary to bring the bank back
to positive net worth. In some respects this can remain as a claim on the
bank’s books, as its existence should be sufficient to prevent a run by the
insured depositors. It is an asset against which the central bank would be
prepared to lend to provide emergency liquidity without the need to sell
further assets at a deep discount.

2Eisenbeis (2004) suggests that the simplest route would be for the authorities to withdraw
the license and takeover control for the resolution of the bank from the shareholders while
it still has positive value. This is possible already in the U.S. framework under FIDCIA as
the FDIC is required to step in when the capital ratio falls below 2 percent of assets (USA
12 U.S.C. § 18310 (h)). However, whether this particular window is wide enough to catch
the bank before it becomes insolvent is debatable. Nevertheless, the earlier the authorities
can step in, the lower any losses to either private or public sector (beyond the shareholders)
are likely to be. Unfortunately, the authorities in the EU/EEA do not in the main possess
any such powers to step in before the point of default or failure occurs.
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The proposals for bank resolution in Mayes et al. (2001) (rehearsed
briefly in Table 1) avoid having to use public funds to bail out the creditors
of problem banks (or the shareholders). Adopting a regulatory framework
along these lines would still be of benefit. Their key ingredient is that the
shareholders bear the initial loss and beyond that any remaining losses are
apportioned among the creditors and depositors, without the need to close
the bank. However, even if this scheme can be applied, it is unlikely to be
possible to avoid actual or potential fiscal costs altogether, even if direct costs
incurred in the resolution procedure are ultimately repaid. The same knock
on effects would apply if other approaches to resolution avoiding closure
were used and there was, say, a bailout in the form of emergency (unsecured)

Table 1. The Mayes, Halme and Liuksila (2001) proposals

1 The authorities should use public rather than private law to regulate the
closure and resolution of banks so that:

2 The authorities should step in at prescribed benchmarks and takeover
the bank from the shareholders (the benchmark discussed in the book is
zero net worth, so that shareholder value is zero at that point and there
is no question of expropriation, other intervention points are possible).

3 The authorities should then make an immediate appraisal of the extent
of the deficiency in the bank as of the moment of failure or default.
(In the case of non-systemic banks the expectation is that normal insol-
vency procedures would apply and the bank would be closed or kept in
being by the receiver according to which course of action appeared to
maximize the return for the creditors, including the deposit insurance
fund. In the case of systemic banks dealt with here, closure is not an
option by definition).

4  The losses, if any, would be apportioned, respecting priority, equally
across the categories of creditors so that net worth is returned to zero.
Such apportionment would follow the procedures under insolvency and
hence would make not make anybody worse off than they would be
under insolvency (probably noticeably less so as the costs are much
lower). There are various ways this process of writing down could take
through debt or equity restructuring.

5 The bank would be re-opened for business, under the new ownership,
with a public guarantee, without any material interruption of trading.
(It is assumed that the whole process takes place over the proverbial
weekend so that the authorities have 48 hours or more to implement
the process.)
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loans that were eventually repaid, as in the Swedish crisis (Moe et al., 2004).
Since the bank involved is of systemic size, it is unlikely that the realization
of a major loss will be without knock-on fiscal consequences, even if the
smooth resolution procedures we have suggested are applied. There will be
some job losses and consumption reductions and hence increased demands
for public spending and reduced tax revenues, however, far less than if the
bank were to become insolvent and the systemic consequences of failure
and actual closure realized.

Secondly, if depositors have had to bear some of the loss and those
deposits have been insured in part or in full by the state, there will be a
net increase in public sector debt. Even in a completely private or funded
scheme a loan might be necessary until the deposit insurance fund can build
up its resources again from its members. The scheme may of course collapse,
pushing the state into paying out in order to avoid a loss of confidence and
the sorts of systemic events they hope having the safety net avoids.>°

Thirdly, under the resolution procedures summarized in Table 1, the
authorities have to make a rapid assessment of the net worth of the bank
before writing down the claims of the creditors in priority sufficiently to
return the bank to positive net worth. There are bound to be errors in this cal-
culation. If the claims have been written down too far, creditors would need
to be compensated. In theory shareholders might need to be compensated if it
turned out that net worth had after all been positive at the time of takeover.>!
Similarly if further losses are discovered, these would be a charge on the
previous creditors or the state, not on the new owners of the bank.

This takes us to the most important exposure for the public sector. It is
not possible for the bank to reopen for business unless there is a public guar-
antee for the business undertaken after the point of seizure by the authorities
(item 5 in Table 1). This could be a considerable contingent liability if the
problems of the bank lie with its continuing operations rather than simply
with an appropriate lowering of the value of its assets to take full account of
the likely non-performance of its loan portfolio. If the failure is related to
a severe downturn in the economy, the economy may perform worse than
forecast and hence generate more failures among the bank’s borrowers than
anticipated. While the authorities are still responsible for the running of the

30Kane (1987) offers a good illustration of the fiscal problems posed by the failure of a
deposit guarantee fund.
31Some forms of equity restructuring could make such compensation automatic.
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bank prior to returning it to the private sector they will be liable for any
further losses just as they will benefit from gains.

Thus, there will be some actual and contingent losses that the authorities
will have to assume. How these are to be borne will have to be decided
beforehand and the resolution agency or administrator will have to be able
to act quickly under a prescribed code without further need to refer to
the governmental principals. This presupposes two requirements. First that
burden-sharing has been agreed according to some simple principle, say, the
country distribution of insured deposits, if the home country is not to assume
the entire burden. Second, that the administrator of the bank has some direct
access to funds. This could be readily achieved if the administrator were
appointed by the central bank(s) involved.

8. Judging When to Intervene and Assessing the Loss

Although the Mayes et al. (2001) scheme involves taking over the bank
when its net worth falls to zero the authorities need to be able to detect
when that occurs. If they wait until there are signs of an emerging run
or the bank itself admits that it could default, the insolvency is likely to
be considerable.> Mayes and Liuksila (2003) suggest that the basis for
supervision should change as soon as a bank is thought to be failing to
comply with the minimum requirements for capital adequacy. At that point
the focus should cease to be just on regulatory capital and should move
to establishing a valuation of the bank on an economic or net worth basis.
Thus attempting to evaluate the net worth of the bank would not be confined
to the proverbial weekend should the bank appear insolvent but to a longer
period. While this may not be possible if the bank is subject to a very unusual
shock or to a fraud or other sudden discovery of a loss of capital, it should
increase the chance of intervening before the loss deepens too far. In the
case of a cross-border bank it will be the lead supervisor that has to make
these judgements for the institution as a whole. It is not immediate apparent
why this should alter the logic of the scheme.

32The actual requirement is that the authorities should step in at the earlier of “failure” or
default, where failure is defined as negative net worth, that is, where an orderly liquidation
of the bank’s assets would not cover its liabilities. The orderly requirement is necessary, as
in an insolvency it is the duty of the liquidator to try to maximize the value of the pool of
assets available to meet the claims. It is not just a matter of the current or “fire sale” value
of those assets.
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One means of moving the focus away from regulatory capital would
be to activate a different branch of the supervisory authority that handles
failures or to bring in a separate resolution agency to perform the valuation.
Having this procedure will help increase the incentive on the bank to make
its own voluntary recapitalization by making the prospect of resolving the
bank successfully with a total loss to shareholders more real. Special efforts
are needed to try to establish such a valuation. As Kaufman (2004, p. 6)
remarks “as a bank approaches insolvency, its reported books approach
fiction more than fact”.

It is impossible to make an accurate valuation of a bank’s assets and
liabilities in a hurry. To treat the stakeholders in the bank fairly in a res-
olution, they should not be made worse of than they would be under
insolvency. However, the only way to find out what the outcome of an
insolvency would be is to have it. Assets are realized over a substantial
period of time in a manner which the liquidator thinks will maximize the
pool available for redistribution, subject to the relevant agreement by the
courts. Any valuation today of what that outcome will be is necessarily
hypothetical.

In any case an insolvency valuation is necessarily on a dismember-
ment rather than a going concern basis, although the liquidator can choose
sale of businesses as the way to maximize value. Banks will usually be
worth more as going concerns even if their value is negative (Guttentag and
Herring, 1983). A mark-to-market valuation according to the most recent
International Accounting Standards is not a solution because the market
price itself would be affected by the situation of a systemic institution. If
a systemic bank’s assets come on to the market or are thought likely to do
so, prices will fall and the apparent solvency of the bank would fall. In a
systemic case the value of the loan portfolio would be affected as the chance
of default by borrowers would increase.

As long as the value of the bank appears to be negative, taking con-
trol away from the shareholders does not deprive them of value as their
shares are worthless. It is the depositors and other creditors whose exposure
increases as the value of the bank falls further. It is this limit to shareholders’
losses that can tempt a bank in difficulties to take increasing risks (gambling
for resurrection). While prompt corrective action will seek both to limit
risk-taking and encourage measures to recapitalize and reduce losses, the
authorities still have to acknowledge the rights of shareholders while the
bank has positive value.
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What closes a bank, in the absence of intervention, is not having assets
worth less than liabilities but being unable to pay, that is, default. The LOLR
arrangement is predicated on the idea that it is temporary illiquidity or the
need to sell assets prematurely and in a hurry at over-discounted prices
that is the problem. These arrangements should prevent a bank defaulting
before it “fails” in the net worth sense. However, in practice a bank is
likely to be able to continue to meet its day-to-day obligations to pay even
though its net worth on a liquidation basis may be negative. It would require
an unfortunate handling of liquidity for this not to be true.3* The normal
requirement for triggering insolvency is either default or the likelihood of
it, not the existence of negative net worth. As long as there is no rush to call
in claims, trading can continue.

The key is to act in the window between zero net worth and default — if
it exists. Acting beforehand in cases other than fraud or serious breaches of
the regulations will be difficult even in the case of a bank that has become
substantially undercapitalized. In theory banking licenses can be withdrawn
thereby triggering closure. But that in itself destroys value and hence puts a
burden of responsibility on the public sector that it is not normally willing to
acquire. It will be open to legal claims and the actions could easily look like
expropriation. As the Pafitis case shows* there is considerable limitation
on how the authorities can seek to push unwilling shareholders into action.

The concern about the failure of a systemic bank has two sides. First,
there is the immediate disruption to financial markets if the bank stopped
trading. The knock on effect of so many failed or interrupted transactions
would be difficult to offset without considerable real harm to the economy.
Second, in trying to avoid the failure or avoid being caught up in it, there will
be a rush to liquidate assets, resulting in a system-wide fall in asset prices.

What is particularly worrying in these sorts of circumstance is that
policy tends to be reactive (Goodhart, 2004b). Action is not taken until the
problem has realized, influential people have lost money and the government
has come under pressure from the economic consequences and the crisis of

3Goodhart (2004a) points out that the current pre-occupation in the Basel Committee dis-
cussion with holding capital against risk may actually have gone too far in changing the
emphasis away from liquidity. Supervisors might want to focus somewhat more on liquid-
ity in fulfilling the aims of financial stability, especially if Basel2 and the new accounting
conventions end up being somewhat pro-cyclical in their initial impact.

34 Panagis Pafitis and other v. Trapeza Kentrikis Ellados AE and others (Case C-441/93),
CMLR, 9 July 1996.
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the time. Being prepared for such a problem is not particularly expensive.
No grand organization is required even if there were to be a European level
agency. No change is needed in banking supervision in normal times. The
legislative burden would however be considerable if the law is to be changed
to the basis we suggest and the discussions between the authorities con-
cerned will no doubt be difficult even if the resolution arrangements are on
a case by case basis.

In practice there are delays before the deposit insurance fund provides
a partial or full payout to the insured. If the intervention has come early, the
size of the claim will in turn be limited — quite possibly sufficiently that
the fund can cover it in the short run from its resources and only replenish
its funds more slowly from its private or public sector sources (depending
on its design) according to the normal rules.

If, as in the U.S., it is the deposit insurance fund of the home country
that takes responsibility for the resolution after the decision to intervene has
been taken, the claim on “public” funds and the ability to disburse them are
in the same hands. This does not apply to the deposit insurance funds in
host countries. If an international bank operates through subsidiaries and not
branches then the administrator has to rely on the prior commitment of the
other funds. Of course some host countries may have no deposit insurance
scheme. Then the management of the losses will be more complex, as each
individual deposit will have to be written down, as it will be where the
deposit insurance scheme itself involves a haircut, as in the U.K.

The guarantee offered against future losses is more difficult. It is a
contingent liability and will only be drawn on where the rapid assessment
of losses at the time of intervention was an underestimate or it is impossible
to run the bank on a break-even basis. Even so the guarantee is unlikely to
require the actual provision of funds in the short run. This will not be the case
so readily, if the confidence building gesture takes the form of providing a
substantial deposit (at market rates). Nevertheless, such an approach entails
that either the home country issues the guarantee on its own, in the hope of
the host countries joining in with the appropriate shares thereafter, or that
their commitment can be achieved at the time.

9. Equal Treatment and the Need for a Common Pool Approach

The treatment of cross-border banks in difficulty is more straightforward
if creditors and debtors are only distinguished by the types of claims they
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hold on the bank and are not differentiated by the countries in which they
happen to reside.>> As soon as there is any preference for domestic over
foreign creditors in a particular class then each country will want to try to
arrange administration of the problem so that it can gain control over the
assets within its borders.3® One would expect that where domestic depos-
itor preference applies, banks and foreign authorities will ensure that the
structure of the bank is such that much of the impact would be neutralized.?’

10. The Need for a Resolution Agency

The great advantage of the U.S. system is that the authorities have decided
each of the main issues about how a resolution should be handled, namely:

e At what point should intervention take place?
e Who should be responsible for the intervention?
e What principles should be applied in resolving the problem bank?

In the EU none of these have been agreed at an international level and some
are not clear even at the national level.

In Mayes et al. (2001), we left open the institutional form of how the
intervention should be carried out. We argued that it might well be possible
simply to have a framework available without any specific new agency being
set up for the purpose. The lead authority could then agree the procedures
to be followed and a list of acceptable receivers/administrators who could
be appointed should the need arise. They would bring in the best person
available at the time. This approach still seems feasible where the potential
arrangements are agreed on a case by case basis and there are not many cases.
Even in the U.S. it is normally argued that the number of systemic banks

35Bliss (2003) sets out the problems that that the U.S. approach can generate in encouraging
a conflict among the different national authorities as foreign agencies seek to ring fence the
parts of the bank within their jurisdiction to limit the impact of U.S. depositor preference if
the bank were to be resolved as a single entity in the U.S.

3]t is noticeable that the RBNZ has suggested this as one of the reasons why banks should
have to incorporate locally, even if they are not systemic.

37In the Winding-up Directive, the EU recognizes these difficulties and tries to treat resolu-
tion with both the single entity approach and with creditors of the same class being treated
equally, whatever their country of residence or wherever their claim lies within the complex
group involved. The directive applies not just to insolvency but also to other reorganizations
(Campbell, 2003).
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would only fall in the range 10-30 (Feldman and Stern, 2003). However,
since we are also advocating early action, this might be more plausible if
either there were a specific organization in place or at least a section in one
of the existing authorities, charged with the task.

It is important to distinguish between the regimes for supervising sol-
vent banks and the regimes for handling insolvent banks, that is, banks that
have “failed” or are defaulting. The choices over how to handle a solvency
regime have been documented (Schoenmaker, 2003). Supervision could be
organized at an international level, it can be run by a lead supervisor in
the “home country” or it can be organized on a cooperative/coordinated
basis among the host and home countries, with the home country taking
the lead.

It is implicit in MHL that the supervisory agency would decide when
intervention should take place and that only once the need for intervention
was established would some resolution agency then step in. In the event of
a surprise default, this would clearly be the case. However, if a bank has
become undercapitalized in the eyes of the supervisory agency it would
be possible for the resolution agency to step in earlier and for them to
perform the net worth assessment rather than the supervisory agency. The
bank in question would then be facing two sets of inquiries, one from the
supervisory agency concerned with regulatory capital and its replenishment,
management of risk and compliance with regulations, and the other from the
resolution agency simply concerned with valuation issues and preparations
for how the institution might be managed in the event of failure. This could
become burdensome, but it is not clear that having two separate agencies
would be worse than having two arms of the same agency do the job. The
problem in the second case is then that the information has to be transferred
between agencies at the point of failure.

It is easy to understand the arguments for trying to centralize all these
functions in a single agency, especially in the central bank, because all of
the judgements could be related: corrective actions while undercapitalized;
emergency lending in liquidity problems; intervention on the assessment
of failure. However, the key issue for when to step in is the exposure to
loss. In the U.S. case the incentive is aligned because it is the deposit insur-
ance agency that is the resolution agency. The central bank would only be
exposed to the extent its liquidity lending turned out to be to an insolvent
institution.

In the European environment such neatness is almost impossible. While
there is likely to be a good match between home country supervision and
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deposit insurance, there is little match with systemic responsibility. The
question then arises of how far each of the functions needs to be coordi-
nated in the same manner. If there were to be a single resolution agency
appointed in advance for each “systemic” bank, would that imply particular
forms for the organization of supervision, deposit insurance, regulation or
even lender of last resort? Clearly the lead supervisor would need to share
the information of when the bank became undercapitalized, so the reso-
lution agency could start work. In the EU environment the interests of all
the deposit insurance agencies would be aligned under the common pool
principle as they would not be able to alter their share of the total liability
by individual rather than joint action. However, they might very well dis-
agree as to whether a particular action would maximize the funds available.
By symmetry then, there would be a straightforward argument for making
the deposit insurance agency of the lead supervisor’s country the resolution
agency (or the agency with the greatest exposure).>®

The existing structure of many deposit insurance agencies in the EU
makes them unsuitable for taking on any resolution role. Their role in normal
times involves management of the funds and in a crisis their task is relatively
passive, responding when the need to pay out occurs. A resolution agency
needs to be able to perform two main functions. It needs a “resolution
department” to carry out the restructuring of the bank and the executive tasks
while the bank is in public control. It also needs what Liuksila (2004) calls
a “supervisory department” which makes the judgements. The supervisory
department decides upon the level of net worth and on the size of any
haircut to be applied. It acts as the tribunal that decides on the petitions of
the interested parties.

Schoenmaker and Oosterloo (2004) argue that it would be best to have
a European level agreement on how to handle the resolution of systemic
banks but the authorities involved have to have a viable arrangement in
place. They cannot wait for general agreement. This inevitably implies case
by case solutions but may be sufficient. In the case of Finland, for example,
this relates to just one bank, although it could relate to a second. In the case
of Estonia, however, all major banks are foreign owned and such agreements
are, therefore, needed in three cases, one of which is the same, Nordea, as

BThere is no necessary match between lead supervisor and largest deposit insurance expo-
sure, as the deposit insurance relates to some retail deposits, while the lead role will depend
more on the structure of the overall business.
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for Finland.?® Clearly it would be sensible to be ready to move to a European
level agreement if one could be achieved, but such case by case agreements
are themselves a step to more efficient European integration.

Appendix: The Example of Nordea

The Nordea Banking Group, which is currently headquartered in Sweden
and has banks in Norway, Denmark, Sweden and Finland, branches in other
countries including Estonia, Poland, Singapore and a branch in New York,
an investment services arm and an insurance company, is planning to take
advantage of the European Company Statute after it comes into force in
October 2004 and operate as a single bank based in Sweden with branches
in all the other countries by some time in 2006. This is likely to be the first
such move by a major international bank and will be a substantial departure
from the traditional parent and subsidiary model, even though that itself is a
rather poor description of the way many international financial services are
organized in complex groupings. Nordea is clearly of systemic importance.
As at March 2004 it had a 40 percent share of the Finnish banking market,
25 percent of the Danish, 20 percent of the Swedish and 15 percent of
the Norwegian. Its share of the insurance markets was somewhat smaller:
Finland 35 percent, Denmark 20 percent, Norway 9 percent and Sweden
6 percent.*0

The current framework for supervision and the treatment of the solvent
bank is straightforward. Each of the constituent banks is supervised by the
authorities in its country of location (host) and the group is supervised in
Sweden. The same applies to the parts of the insurance arm, although in
Finland, at any rate, it is a separate supervisor. However, beyond that the
structure becomes more complicated. Nordea Bank (Finland) has the branch
in New York and the branch in Estonia.

There is thus overlapping responsibility. In the New York case the branch
is supervised by the Finnish authority (Rahoitustarkastus), the New York

3Hansapank, largely owned by Swedbank, has a 50 percent market share, Eesti Uhispank,
largely owned by SEB, has a 30 percent market share and the branch of Nordea, 11 percent.
The only other significant bank with an 8 percent market share is a branch of Sampo,
Finland’s second largest bank. While Sampo is clearly a systemic bank in Finland it is more
marginal in Estonia but complicated by also having a large multinational insurance company
in the group.

40A1l data from Rahoitustarkastus.



302 D.G. Mayes

Fed and New York state authorities. All are involved in on-site inspections.
In the Estonian case the position changed on 1st May when Estonia joined
the EU. Up till then the position was similar to New York with overlapping
supervision. Now Estonia, in theory, has no role in prudential supervision
but in practice Rahoitustarkastus has agreed with Finantsinspektsioon in
Estonia that the latter will continue in its previous role, effectively as its
agent, until the wider arrangement is put in place for 2006. (Conduct of
business regulation is still a national concern and hence the supervisory
authorities would continue to have some role under any arrangement.)

Looking forward, however, it is for the Swedish Finansinspektionen to
work out with the other supervisors how it wants to run the new structure of
supervision to come into force in 2006. It could in theory just employ its own
local staff, presumably recruited from among the ranks of the newly unem-
ployed supervisors in the other countries, since being able to speak the local
language and having some experience are essential. The other authorities
would then only gain access to information about Nordea officially through
what the Swedish authority disclosed under the MoU. Thus although the
Finnish authority remains responsible in its charter for the stability of the
financial system it would be only supervising less than half of the system.

There are thus serious problems in setting up what to do under insol-
vency. It would not of course be of any value to remove the systemic respon-
sibility from the Finnish supervisory authority because having to cope with
the consequences would still remain a national reality. Fortunately in prac-
tice the outcome is likely to be some form of cooperation among the existing
authorities, without the sort of Chinese walls that would prevent the build-
ing up of a systemic picture. It also seems probable that there will not be
duplication in the supervisory process. However, the nature of the final
agreement is going to be very much the product of common sense rather
than one where a path is clearly dictated by the legal framework. While
the EU authorities are keenly interested in how the process is working out,
there is no expectation of any EU-wide agreement on how such arrange-
ments should function before the Nordea arrangements come into force
in 2006.

There are parallel discussions on how to organize deposit insurance,
which in theory should be entirely absorbed by Sweden. Under the current
EU rules there is aright to apply for a top up where the host country’s scheme
is more generous than that of the home country but that in Finland is the least
generous of the four Nordic countries and Tagatisfond in Estonia, which was
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only set up in 1998, will only reach the EU minimum at the end of 2007.
Hence on a strict interpretation of the current rules Nordea would therefore
have to subscribe to the Swedish deposit insurance scheme. However, this
does not mean that it can somehow withdraw its contributions from the
existing scheme or request that its share of the funds of the scheme be
transferred to Sweden. In any case both the Finnish and Estonian schemes
are still building up their funds to the level thought sensible for covering
the risk.

This issue is rather further from resolution. Clearly there it is necessary
to sort out first of all how, if at all, Nordea can switch insurers of its depositors
in Finland (and the other EEA/EU states). Indeed, one option would be to try
to change the rules and to permit host country insurance of deposits.*! Then
systemic responsibilities in legal, fiscal and financial terms would match.
The mismatch would be between the Swedish responsibility for supervision
and the Finnish deposit insurance fund’s position as a contingent creditor.
However, unlike in the U.S., it is not the insurance fund that is the initiator
of the insolvency process but the supervisory authority. The insurer has to
pay out as laid down but is not the decision-maker over how losses might be
limited or minimized. Given equal treatment, this would imply that interests
of the Swedish insurance fund and the funds in the other countries would
be the same.

Differences would occur if Swedish insolvency law were noticeably
different from that in the other countries or of course in the predilection
for the use of public funds differed across the countries concerned. In this
case the answer from the ways in which the Nordic crises of the late 1980s—
early 1990s were handled is that preferences are not the same. Moe et al.
(2004) show that Denmark, Finland, Norway and Sweden handled their
crises differently, in part affected by their differing depth. In principle, how-
ever, one supervisory authority can act on behalf of the others in triggering
insolvency/the requirement for a capital injection/public guarantee.

What is not resolved in this discussion is how the respective govern-
ments would act in the event of failure or insolvency. The role of the central
banks is clearer, especially since the formation of the Eurosystem. Rules
for the provision of emergency liquidity assistance are laid down, including
the list of acceptable collateral. The different branches of the bank would

“I'The Deposit Insurance Directive is drawn in fairly general terms, so it is not yet clear how
much leeway there is for the member states to come to bilateral agreements.
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continue to hold accounts with the local central bank as their financing
requirements would be currency specific. The central banks would not
provide direct capital injections as they did in the Nordic crises. It seems
unlikely that there will be explicit published inter-governmental agreements
about what to do in the event of failure or other hypothetical circumstances
involving public funds.

The issue is further complicated by the structure of the ownership of
Nordea. The Swedish state is the largest single shareholder at 19.5 percent
(as of March 2004). Danish, Swedish and Finnish institutions own a further
41.2 percent*? and 12.7 percent by the public in those same countries. This
leaves 26.1 percent in ownership outside these countries. The Swedish state
is therefore going to face special pressures in the run up to any insolvency,
since as a part owner it will be expected to participate in recapitalization.
This gives a complex incentive to the other owners, who might legitimately
guess that they would benefit from holding out as the Swedish authorities
would not let such an important bank fail. If this proved correct they could
avoid some of the cost (and risk) of the recapitalization.
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Financial markets today are dominated by large complex financial institu-
tions (LCFIs). These LCFIs span international boundaries and functional
areas. The financial markets in which LCFIs function are increasingly inter-
national and functionally interrelated. In contrast, regulatory and supervi-
sory agencies are national and in some countries, such as the U.S., separated
by functional area.! The insolvency administrators, who oversee and control
the resolution of LCFIs when they become financially distressed, be they
courts or administrative agencies, are also national. Again, in some coun-
tries, including the U.S., insolvency administrators are divided by functional

'In the U.S., depository institutions (banks, in the U.S. sense) are supervised, depending
on their charter, by the Federal Reserve, the Office of the Comptroller of the Currency
(OCC), the Federal Deposit Insurance Corporation (FDIC), or state banking regulators.
Thrifts are supervised by the Office of Thrift Supervision (OTS). Securities broker/dealers
(investment banks in U.S. taxonomy) are supervised by the Securities and Exchange
Commission (SEC). Insurance companies are supervised by state insurance regulators.
Futures markets and their participants are supervised by the Commodities Futures Trading
Commission (CFTC). Federal Home Loan banks are supervised by the Federal Hous-
ing Finance Board. The housing goverment sponsored entities (GSEs), Freddie Mac
and Fannie Mae, are supervised by the Office of Federal Housing Enterprise Oversight
(OFHEO). Some significant financial market participants, most notably hedge funds, are
effectively unsupervised. Bank and financial holding companies are supervised by the
Federal Reserve. Where subsidiaries involved in different functional areas are combined
into holding companies, supervision is divided with different agencies supervising different
divisions.
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area.” Thus, there is an inconsistency between the organizational structure
of LFCIs and financial markets on the one hand, and regulatory and legal
structures on the other. This inconsistency presents a number of obstacles
to effective supervision and resolution of LCFIs.

The regulatory, supervisory, and legal frameworks in which financial
institutions operate should seek to achieve three desiderata: (1) the timely
detection and forestalling of financial distress; (2) predictable and timely
closure of insolvent financial institutions; and (3) the orderly resolution of
insolvent firms. Achieving these three objectives decreases the incidence
and costs of financial distress and provides legal certainty. It may also mit-
igate the risk of systemic disruptions to financial markets if intervention is
timely and resolution is effective and is perceived to be in the interests of
counterparties.> LCFIs present challenges to achieving each of these three
objectives.

Timely intervention, closure, and resolution require timely, accurate,
and comprehensive information about the financial condition of the entire
firm. The ability to quickly move assets between subsidiaries (sometimes at
the direction of supervisors) to favor one subsidiary at the expense of another
in the event of insolvency, or (more rarely) to perpetrate fraud, makes piece-
meal examination and supervision less effective in detecting insolvency.
Potential pre-insolvency asset shifting and cross-firm reputation risks make
isolating the effects of financial distress to “other” parts of the firms dif-
ficult and uncertain. Large derivatives positions, which characterize many
of the LCFlIs, and their attendant legal treatment under insolvency, pose a
particularly severe burden on supervisors to intervene in a timely manner.*
Effective supervision requires both the proper incentives for supervisors

2In the U.S., banks are resolved by the FDIC, though the closure decision lies with their
primary regulator. Broker/dealers are resolved by the SEC. Insurance firms are resolved in
state courts under state insurance laws. Most other financial firms (including bank and finan-
cial holding companies) are resolved under federal bankruptcy laws in federal bankruptcy
courts. The GSEs may be placed into conservatorship under the supervision of OFHEO, but
no legal mechanism exists for liquidating them. Where holding companies contain banks,
broker/dealers, or insurance companies, each relevant jurisdiction resolves its relevant con-
stituent part in separate (and sometimes adversarial) proceedings. Where a distressed firm
spans multiple national jurisdictions, multiple insolvency proceedings will be initiated. The
rules governing cooperating across jurisdictions are complicated and not always cooperative
(see Baxter, 2005).

3See Bliss (2003).

4See Bliss (2003) and Bergman et al. (2003).
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to act and effective mechanisms for them to intervene in a timely manner.
Orderly resolution requires cooperation across resolution agents in differ-
ent jurisdictions and sufficient time to collect information, value assets and
claims, and maximize the recoveries for the benefits of all creditors.

1. Barriers to Effective Supervision

Barriers to effective supervision can arise when there is a misalignment
of risks and responsibilities. Supervisors face a number of incentive prob-
lems vis-a-vis their own constituencies and nominal objectives.’ LCFIs
present a number of particular problems for supervisory incentives. One
of the problems is “who supervises?” Unlike the U.S., where supervi-
sory responsibilities remain divided (with limited mechanisms for effecting
information sharing and inter-agency cooperation), the European Union
(EU) has clarified this question by mandating home country supervision of
EU-parent financial institutions operating across EU national boundaries.
However, this leaves a number of incentive problems unresolved. Mayes
(2005) addresses problems that arise through the interaction of deposit insur-
ance schemes and home country supervision. The basic problem lies in the
disconnect between who is supervising the bank and who potentially bears
the losses if the bank fails. The structure of deposit insurance in the EU is
evolving as the issues that Mayes raises are worked through and the expan-
sion of EU banks within the EU, notably Nordea, bring these issues to the
forefront.

Much of the discussion to date, including Mayes (2005), has focused on
the problems of depositors and deposit insurance. Potential political prob-
lems may arise if tax payers in one country are asked to underwrite deposit
insurance losses arising from the paying off depositors in another country.®
On the other hand, even if deposit insurance schemes can be arranged to
distribute costs equitably across countries, there remains the problem of
other externalities. The failure of a small bank is likely to have limited local
consequences and therefore present few problems for local supervisors.
However, a bank may be “small” in its home country, but “large” in the host
country. In such situations, the incentives of the home country regulators

5See Bliss (2004) and Eisenbeis (2004).
6Similar discontent and ensuing political pressures may arise in deposit insurance schemes
that have solvent banks picking up the losses incurred in resolving insolvent banks.
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and resolution authorities — who control the closure and resolution — and
those of the host country regulators — who are effectively powerless to
influence the closure decision and resolution, though they must deal with
the consequent disruptions to their financial markets — will not necessarily
be aligned. This scenario could play out either through home country regu-
lators delaying closure or closing preemptively. Gambling for resurrection
may be appealing if the bulk of the (perhaps exacerbated) costs of failure
would be borne elsewhere. Alternatively, a home country supervisor may
see prompt closure and liquidation as the most effective means of dealing
with a distressed small (in the home country) bank, while the host country
regulators might prefer to keep the bank operating by selling it, perhaps at
a subsidized price, or even providing some form of tax-payer subsidized
recapitalization.

It is important to keep in mind, however, that deposits are not the sole or
even primary liability of financial institutions or even necessarily of banks
(in the U.S. sense), particularly when it comes to LCFIs. For instance,
Citibank, the major bank within Citicorp (the holding company), holds
only 46 percent of the assets of the holding company.’ Its bank deposits
account for 81 percent of its bank liabilities (40 percent of holding company
liabilities). But of these, only 35 percent are classified as domestic deposits.®
Thus, only a small fraction of the liabilities of Citicorp (14 percent of total
holding company liabilities) are deposits in the sense being considered in
most discussions. Nonbank LCFIs, such as Fannie Mae, have no deposits
(not being depository institutions), though there is considerable concern
that in the event of problems their creditors may be prove to be effectively
insured.” Since non-depository creditors are not negligible at LCFIs, any

TThese data come from the National Information Center, Federal Reserve web site. Data are
as of June 30, 2004.

8Under U.S. law only domestic deposits meet the definition of “deposits” required to qualify
for deposit insurance and to enjoy protection depositor preference laws. Remaining types
of “deposits”, including foreign deposits, are general creditors.

9The credit spreads on GSE debt is commonly thought to reflect implicit guarantees that the
GSEs would not be allowed to fail. This is not an entirely unwarranted assessment, notwith-
standing frequent assertions that the GSE debt is not guaranteed. GSEs importance in both
mortgage and derivatives markets raises the possibility that Fannie Mae and Freddie Mac
may prove too-big-to-fail. Given their large derivatives positions and the legal uncertainty
surrounding their status, they may prove too complex to resolve in an orderly manner, leav-
ing bailout as the only viable option. Their political clout may further add to the probability
of bailout.
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closure and resolution policy should take their interests into account. The
alternative is that non-depository creditors may contract to protect their
interests in ways that reduce the ability of firms to manage their balance
sheet, particularly in times of financial stress,'” and then bolt at the first sign
of trouble, reducing the options of regulators to intervene constructively to
prevent the insolvency of a weakened firm.

Transnational deposit insurance issues are not the only factor impact-
ing the effectiveness of supervision of LCFIs. Where multiple agencies are
involved in supervision, either collectively or separately, a number of prob-
lems arise. Division of supervisory responsibilities arises from functional
supervision of different lines of business within the same corporate entity
(for example, in the U.S.), host country supervision of foreign-parented
subsidiaries (as distinct from home country supervision of branches of for-
eign parents), and from separation of supervision, deposit insurance, lender
of last resort, and ultimately political authority to impose costs on tax pay-
ers. Goodhart (2005) examines the coordination problems that arise from
the division of responsibilities and interests that arise from the separation
of authority over various functions. His focus is primarily within country,
though the issues he raises can only be exacerbated when a multi-national
LCFI becomes distressed.

Various efforts have been made to mitigate the effects of divided super-
vision. The EU clarifies supervisory responsibilities by locating them with
the home country supervisory authority. This does not solve the problems
of subsidiaries and extra-EU LCFIs. In the U.S., the Federal Reserve is
granted umbrella supervisory authority for holding companies and consid-
erable powers to intervene should it feel the holding company is in financial
difficulty. These complex structures are predicated on the assumption of har-
monization of objectives, alignment of interests, and complete and useful
information sharing.

It is unrealistic to assume that these prerequisites are fully met. Dif-
ferent regulatory agencies have different objectives. Banking agencies are
usually concerned with safety and soundness (of banks) and systemic risk,
but are apt to take a narrow view of who is to be protected (depositors and
deposit insurer), at least until a crisis occurs. Securities regulators may be
more concerned with investor protection from fraud, insider trading, and
market manipulation than in the financial soundness of securities firms.

10The use of collateral, restrictive covenants, and due-on-downgrade provisions are examples
of such defensive contracting.
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State insurance regulators may be attuned to the political calculus of price
and business practice regulation. In many cases these differential biases
are statutorily mandated. However, the hypothetical business models that
underlie legislation and regulations — for instance, that banks take (domes-
tic) deposits and make loans, and little else, and that securities dealers do
not make loans — are at variance with the realities of modern financial
markets.

Legally-mandated inconsistent objectives are exacerbated by institu-
tional and social/psychological factors. Goodhart (2005) details the con-
flicting institutional incentives entailed by separating supervision, deposit
insurance, and lender of last resort (and tax-payer funded bailout) func-
tions. However, even where objectives may be expected to be aligned,
for instance between the Office of the Comptroller of the Currency and
the Federal Deposit Insurance Corporation, inter-agency social dynam-
ics sometimes impede cooperation and information flows.!! Differences in
objectives cause differential information to be collected by the various reg-
ulators. This makes it difficult, if not impossible, to consolidate information
across operating units at any but the crudest level. Such highly aggregated
information may be adequate when a firm is doing well, but is apt to be
insufficient when the firm becomes financially distressed. Judgments about
whether and how to intervene and how to best resolve a distressed firm
requires detailed consolidated information about the firm’s assets, liabili-
ties and risk exposures. Insufficiently detailed consolidated information is
apt to reduce the options of resolution authorities and increase the costs of
liquidating assets.!?

2. Barriers to Orderly Resolution

Bankruptcy procedures have evolved to solve a basic problem: how to max-
imize the value of the firm for the benefit of all creditors. Central to this
process is the temporary “staying” of creditor’s claims while the courts
collect the firm’s assets and creditor claims and then decide how best to

For example, when Superior Bank was collapsing the OTS, the responsible supervisor,
impeded efforts by the FDIC to gain access to the firm to conduct their own assessment.
I2Resolution of financial firms tends to be rapid and the ability to realize the value of
assets being sold will depend on the availability of detailed information on which to base
valuations. Regrettably, experience has shown the distressed firms cannot be relied on the
have adequate accounting systems.
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resolve the firm. Two basic options (with some variants) are open to the res-
olution agent: to liquidate the firm, realizing the highest possible value for
the assets under the circumstances, and pay off the valid creditors’ claims
under some priority rule; or, if it is determined that the firm has going con-
cern value that would be lost in liquidation, to renegotiate the creditors’
claims to rehabilitate the firm and return it to economic viability (variously
termed conservatorship, administration, or, in the U.S., Chapter 11). These
alternatives rely critically on the ability to stay claims. Absent such stays,
creditors would rush to seize and liquidate assets. Stripped of its assets, the
firm would cease to exist (and going concern value would be lost). Those
creditors who have successfully seized assets would have no incentive to
maximize the liquidation value of those assets once their own claims were
covered as any excess must usually be paid back to the insolvent firm.

The existence of multiple resolution authorities undermines the goal of
an orderly and coordinated resolution. Two approaches exist to handling
multi-jurisdiction insolvencies: ring fencing and single entity approaches.
Under ring fencing, multiple, parallel legal processes proceed indepen-
dently, each seeking to resolve the claims of creditors under their purview
using assets under their immediate control. Under a single entity approach, a
lead resolution authority is agreed and authorities in other relevant jurisdic-
tions take subsidiary (ancillary) roles, acting as agents of the lead authority.
The U.S. practices ring fencing when foreign banks operating in the U.S.
become distressed. When a U.S. bank with foreign operations becomes
insolvent, the U.S. adopts a single entity approach.'®> The EU has moved
towards having the home country resolution authority take the lead with
the EU host countries performing ancillary roles. The practical effect of
this mandated cooperation is mitigated by giving force to local laws in the
ancillary proceedings. Cooperation may be conditioned on the desire to
ensure that domestic creditors are left no worse off than they would have
been under a local proceeding.'*

13U.S. regulators have been successful in applying the ring fence approach in the past, due
in large part to the U.S. being a natural locus for foreign banks’ investment assets. It is
unclear whether foreign jurisdictions have been willing to cooperate when the FDIC has
asserted claims on foreign-located assets that would naturally have the effect of lowering
the payments to foreign creditors.

14When BCCI failed, most of BCCI’s EU assets were located in the U.K. U.K. courts
cooperated with the Luxemburg court overseeing the European bankruptcy proceedings,
but applied U.K. laws and procedures. This had the effect of benefiting creditors of the U.K.
offices of BCCI over other creditors.
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Ring fencing naturally discriminates against foreign creditors of the
insolvent firm. This in turn makes cooperation with ring fencing jurisdic-
tions virtually impossible. “No worse oft” caveats to ancillary proceedings
may also lead to efforts to control assets locally rather than pooling them for
the common benefit. In either case, the desire to seize control of assets makes
administration (conservatorship) difficult as the freedom of the firm to con-
tinue transacting may be severely circumscribed. Evidence from the only
large(ish) multinational bank failure to date, Bank of Credit and Commerce
International (BCCI) in 1991, suggests that agents will act in national self-
interest to the detriment of foreign creditors rather than cooperating for
the common good.!® This creates strong disincentives to cooperation and
undermines the collective action needed to effect a rehabilitation of a dis-
tressed firm. Thus, liquidation of a distressed multinational LCFI is highly
probable, even if the firm has considerable going concern value to be lost.

Likewise, barriers exist to cooperative attempts at early intervention to
prevent the dissolution of a distressed financial firm. While central banks
(Iender of last resort) and politicians (committing tax payer funds) may
be willing to act to prevent or ameliorate the catastrophic failure of a large
systemically important domestic financial institution, there is little evidence
that they will be willing to commit domestic funds to the benefit of potential
foreign creditors. A similar dynamic between multiple functional resolution
agents in the U.S. has the same effect. The resolutions of MCorp (1989)
and the Bank of New England Corporation (BNEC) (1991), both large
failed multi-bank holding companies, demonstrate the lack of coordination
across resolution agents. Both produced extensive (and expensive) litigation
between bankruptcy trustees and regulators over conflicting claims to the
assets. !0

An additional obstacle to the orderly resolution of LCFIs results from
the special treatment accorded derivatives contracts under insolvency laws.
As Grosshandler (2004) details, the treatment of derivatives in the event of
insolvency is markedly different that that afforded other creditors’ claims.

SWhen BCCI failed, the U.S. unilaterally seized domestic assets and paid off domestic
creditors in full. This reduced recoveries to other creditors.

1S BNEC involved the sale of non-bank assets, the proceeds of which were down-streamed to
the distressed bank subsidiary and later seized by the FDIC. Both cases involved extensive
borrowing by the distressed subsidiary from solvent sister subsidiaries, resulting in the
latter’s insolvency (and the seizure of their assets) when the distressed subsidiary was closed
and the FDIC (standing in for the bank) defaulted on the inter-subsidiary loans.
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With the possible (and untested) exception of derivatives involving insolvent
U.S. banks as counterparties, the stays applicable to most financial con-
tracts do not apply to derivatives and related collateral. Thus, derivatives
counter parties to insolvent (or even merely distressed) firms may uni-
laterally close-out and terminate their contracts without waiting for court
approval. They may also immediately liquidate any collateral pledged under
those agreements.

This ability of derivatives counter parties to effectively run becomes
critically important where the distressed firm has substantial derivatives
positions. Even if the close-out and liquidation of collateral leave the firm
still solvent, the loss of business and ability to manage risk may undermine
its economic viability. A substantial fraction of LCFIs have large derivatives’
positions.!” Furthermore, sudden closeout of a large derivatives dealers
positions may have a destabilizing effect on derivatives market, raising
systemic risk concerns.'® The threat of a derivatives run may put pressure
on regulators to intervene prior to the triggering of close-out (as happened
in the case of Long-Term Capital Management).

3. Summary

The underlying reality is that we have resolution procedures originating
in the 18th and 19th centuries, regulatory structures based in the late 19th
and early 20th centuries, and financial firms operating in markets that have
rapidly evolved in the late 20th century and into the 21st century. The prob-
lems facing the resolution of LCFIs discussed herein and in Goodhart (2005)
and Mayes (2005) are in part inevitable and in part historical. The under-
lying legal issues detailed in Grosshandler (2004) reflect previous, perhaps
unconscious, tradeoffs that are now deeply engrained in the structure of
financial markets.

Resolution processes and (at least in the U.S.) regulatory structures
are unlikely to change appreciably. The forces of nationalism are strong
and the entrenched interests of regulatory agencies make change difficult.
The peculiar treatment of derivatives is deeply embedded in the structure

"These exposures may exceed the firm’s capital. In 2004, the market value of bilateral netted
derivatives credit exposures at J.P. Morgan totaled 738 percent of its risk based capital. For
Citibank the figure was 240 percent. (OCC, 2004.)

18See Bliss and Kaufman (2004).
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of derivatives markets and cannot be undone without great risk to the
functioning of these markets.!” Given the difficulty in enacting mecha-
nisms for achieving a true cooperative and coordinated resolution of insol-
vent LCFlIs, an even greater emphasis must be placed on early identification
of LFCI distress and coordinated intervention by regulators. The problems
of coordination become immeasurably more difficult once it is no longer
clear that the distressed firm is still solvent. However, early intervention,
particularly for nonbank financial institutions, may have to rely more on
moral suasion and voluntary cooperation than on legal mandate.
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1. Introduction

Although countries differ with regard to bankruptcy procedures, there
appears to be widespread agreement on the goals that such procedures
should accomplish. This paper draws on the examples of two international
banks that failed due to fraud, the Bank for Credit and Commerce Interna-
tional (BCCI) and Barings, to show how fraud and a global corporate struc-
ture can undermine the effectiveness of bankruptcy procedures in achieving
these goals.

Hart (2000, p. 3-5) has identified three goals that all good bankruptcy
procedures should meet.! First, a good procedure should deliver an ex post
efficient outcome that maximizes the value of the bankrupt business that
can be distributed to stakeholders. Second, a good procedure should pro-
mote ex ante efficient outcomes by penalizing managers and shareholders
adequately in bankruptcy states so that the bonding role of debt is pre-
served. Third, a good procedure should maintain the absolute priority of
claims to protect incentives for senior creditors to lend and to avoid the
perverse incentives that may arise if some creditors have a lower priority
in bankruptcy states than in normal states.” These objectives apply equally
to banks and nonfinancial corporations. But, in the case of banks, a fourth

1Given that economists do not have a satisfactory theory of why parties cannot design their
own bankruptcy procedures, Hart (2002, p. 6) is careful not to describe these procedures as
“optimal”.

2Hart (2002, p. 8) also allows for the possibility that it may be useful to reserve some value
for shareholders in order to constrain moral hazard incentives.
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objective is usually appended: a good bankruptcy procedure also limits the
costs of systemic risk. Thus a good bankruptcy procedure for a bank is
one that maximizes the ex post value of the firm’s operations subject to the
constraints that management and shareholders are adequately penalized,
ex ante repayment priorities are retained and systemic costs are appropri-
ately limited.

Kaufman (2004) has recently proposed a four-part procedure for resolv-
ing large insolvent banks that is largely consistent with these objectives.
First, prompt recognition of economic insolvency and legal “closure”
according to a disclosed, explicit “closure rule”. (This limits losses penal-
izes shareholders and managers in the event of insolvency.) Second, prompt
estimation of recovery values and the corresponding losses to be allocated
across uninsured depositors and other creditors according to ex ante prior-
ity of repayment. (This maintains repayment priorities in the bankruptcy
state and helps limit systemic costs by giving creditors prompt access to
their funds.) Third, prompt reopening of the bank under temporary govern-
ment agency control with full guarantee of existing deposits net of imposed
losses, if any. (This also helps limit systemic costs in two ways: (1) by per-
mitting the bank’s viable customers, including counterparties in risk transfer
instruments, which must actively mange their positions, to continue doing
business without interruption; and (2) by protecting depositors from addi-
tional losses and thereby, removing their incentive to run.) Fourth, prompt
privatization through recapitalization or liquidation. (This facilitates real-
ization of the maximum total value for the bank either through a merger or
piecemeal liquidation.)

Kaufman stresses prompt corrective action because delay may prevent
even good bankruptcy procedures from accomplishing the four goals. Insol-
vency procedures tend to be initiated later than they should be, often long
after a bank is deeply insolvent. Not only does this directly increase the loss
to be allocated across creditors, but also this may contribute to an accel-
eration of losses if the insolvent bank gambles for resurrection. In addi-
tion, once initiated, resolution tends to move very slowly. This may further
exacerbate losses if assets cannot be adequately safeguarded and actively
managed. Moreover, it increases the probability of systemic spillovers to

3Kaufman and Seelig (2002) provide a broader discussion of the need for speed in providing
insured depositors and other creditors with access to their funds. Mayes (2004) and Mayes
and Liuksila (2004) have made similar proposals.
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the extent that counterparties are unable to clarify and hedge their positions,
borrowers are unable to make use of their collateral or draw on outstanding
commitments and depositors lose access to their funds.

Fraud has the potential to undermine the effectiveness of even a good
insolvency procedure. A successful fraud may delay recognition of insol-
vency long after the point of economic insolvency. Moreover, it impedes
the insolvency process once initiated in several ways. It may delay proce-
dures by necessitating a lengthy process of discovery to reconstruct accounts
identify assets and institute forfeiture proceedings. The ex ante priority of
claims may be disrupted if fines or criminal penalties are imposed before
creditors are paid. The loss of reputation associated with fraud will erode
the remaining going concern value (if any) and may reduce the amounts
outsiders are willing to bid for the bank’s assets. Furthermore, the entire
process will certainly be more heavily lawyered and the transactions costs
greater than if the an insolvency of comparable magnitude occurred without
fraud.

Similarly, the international scope of a bank’s operations may also
impede the effectiveness of good insolvency procedures. The fragmentation
of oversight that is inherent in a global network is likely to delay recognition
of insolvency, quite apart from the expanded scope that it affords managers
to conceal insolvency if they wish to do so. Once insolvency is recognized,
moreover, it is much more difficult to institute insolvency proceedings. First
is the question of which jurisdiction initiates the proceedings. The jurisdic-
tion in which the bank is chartered? The jurisdiction in which most of the
bank’s assets are located? The jurisdiction from which the bank is man-
aged? (As we shall see in cases below, these need not be the same.) A
related question, since the answer may vary from jurisdiction to jurisdic-
tion, is what entity initiates the insolvency proceedings. The creditor? A
bankruptcy court? A regulator? Or the insolvent bank?

Moreover, it is quite possible for insolvency proceedings to be ini-
tiated more or less simultaneously in several different jurisdictions that
have conflicting rules on how the resolution should be conducted includ-
ing such details as the perfection of collateral, the right of set-off (if any)
and the recognition of close-out netting. At a minimum there will be sub-
stantial coordination challenges with regard to information sharing, the
allocation of business units to legal entities and regulatory domains, proce-
dural differences in the acceptance of claims against the bankruptcy estate,
differences in the treatment of custody assets, and differences in repayment
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priorities such as depositor preference schemes or subrogation rights of the
deposit insurer (if any). Even under ideal conditions, the resolution of an
international insolvency will incur much heavier transactions costs than the
resolution of a purely domestic institution with comparable losses.

BCCI and Barings provide interesting examples of these challenges to
efficient resolution. Each failed because of fraud and each had an interna-
tional network of operations. But there are substantial differences as well.
While BCCI failed because of a massive, widespread fraud, Barings suc-
cumbed to fraud by a single individual. And, while BCCI designed an
international organizational structure to defy external scrutiny, Barings had
adopted a much more transparent international structure that, nonetheless,
escaped effective oversight by an external entity. First we will review the
collapse of BCCI. Then we will take a closer look at Barings.

2. BCCI

With the benefit of years of investigations it now appears that BCCI’s finan-
cial statements were falsified ever since the bank was founded in 1972 (Basel
Committee, 2004, p. 49). That this escaped detection for nearly twenty
years shows how effectively the complex international corporate structure
shielded it from scrutiny by external accountants, supervisors or regula-
tors. From the outset, BCCI adopted a dual banking structure. The nonbank
holding company established in Luxembourg in 1972 (BCCI Holdings SA),
under the protection of very tight secrecy laws, owned two separate banks
that were licensed and supervised in two separate jurisdictions, well insu-
lated by bank secrecy laws: BCCI SA in Luxembourg and BCCI Overseas
in the Cayman Islands.

Although BCCI SA was registered as a bank in Luxembourg, its bank-
ing business was conducted not in Luxembourg, but through 47 branches in
13 countries. BCCI Overseas did conduct a banking business in the Cayman
Islands as well as through 63 branches of BCCI Overseas in 28 countries. As
the Shadow Financial Regulatory Committee (1991) noted, “BCCI’s head-
quarters were established in countries with weak supervisory authorities,
strong secrecy laws, and neither lenders of last resort nor deposit insur-
ers who would have financial reasons to be concerned about the solvency
of banks that are chartered in their jurisdictions.” Contrary to what the
organization chart seemed to imply, neither Luxembourg nor the Cayman
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Islands was the operational headquarters of BCCI. Instead, most manage-
rial decisions were made in London with oversight from the founder, Aga
Hassan Abedi. After Abedi sustained a serious heart attack in 1978, his chief
lieutenant, Swaleh Naqvi took charge until late in 1990 when investors in
Abu Dhabi acquired a controlling interest and shifted the locus of decision
making to Abu Dhabi.*

This dual banking structure made it difficult for any one supervisory
authority to monitor the activities of BCCI on a consolidated basis. To fur-
ther fragment external scrutiny of the bank, moreover, BCCI hired separate
auditing firms for each bank, a situation which continued into the late 1980s
when Price Waterhouse refused to sign the accounts unless it could audit
the entire group.

The Basel Concordat on Banking Supervision gave Luxembourg
responsibility for exercising consolidated supervision over the BCCI group.
But since BCCI conducted no banking business in Luxembourg and
Luxembourg did not offer deposit insurance or lender of last resort facili-
ties to the group, the local bank supervisory authority lacked an incentive to
oversee BCCI. Moreover, it lacked the resources to monitor the worldwide
operations of BCCI. It urged the Bank of England to accept the respon-
sibility because the operational headquarters for the BCCI group and its
largest branch network were in England. The Bank of England, however,
was unwilling to accept the burden of supervising the global operations of
a bank that it did not charter.

After the collapse of Banco Ambrosiano in 1983, abank with a corporate
structure remarkably similar to that of BCCI, the Basel Concordat had been
revised to deal with institutions that had adopted corporate structures that
exploit gaps in the international supervisory framework. Unfortunately, this
proved largely ineffectual with regard to BCCI. BCCI had already entered
most major markets before the revision of the Concordat in 1983. When a
foreign bank seeks entry, the local supervisory authorities have significant
leverage in applying the fit and proper test. But once the foreign bank has
received a banking license, the scope for exercising discretion is diminished.
In most jurisdictions the authorities must have evidence that the bank has
committed serious violations of local laws or is insolvent before a license

4Much of what we know about how the massive fraud was perpetrated is thanks for the plea
bargain Naqvi reached with the U.S. authorities. Because Naqvi was “under restraint” in
Abu Dhabi, he did not give testimony to the Bingham Commission (Bingham, p. 81).
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can be revoked and any such ruling is sure to be tested in court.>® Finally,
supervisors are understandably reluctant to take actions that diminish the
prospects that depositors will be repaid and so, in the absence of objectively
verifiable evidence that BCCI was insolvent, they permitted the bank to
continue operations.

Since the supervisory authorities believed that they lacked the author-
ity to compel BCCI to modify its corporate structure so that it could be
supervised on a consolidated basis, they improvised a cooperative oversight
structure, a regulatory “college”, to gain a broader view of the activities of
the bank.” The college included representatives from the Caymans, France,
Hong Kong, Luxembourg, Spain, Switzerland, and the United Kingdom.?
The U.S. Federal Reserve Board (the Fed) was not a member of the group,
but participated occasionally in an observer status and did share information
with the college (Group of 30, 1998, p. 86). This improvised arrangement
proved wholly inadequate to the challenge of monitoring BCCI.

The discovery and disclosure of the massive fraud at BCCI and the
subsequent closure of the group occurred because of the confluence of
three different pressures. First, in June 1990 Luxembourg gave notice to

50n July 6, 1992, the Basel Committee (1992) strengthened the Concordat in order to
prevent a repetition of the BCCI scandal. The new feature was to require that a bank obtain
the consent of both its home country regulator and host country regulator to establish a
branch in a jurisdiction outside its home country. And if the host country is uncomfortable
with the quality of home country supervision, it can impose “restrictive measures” on the
branch. Such measures may range from closing the branch to obliging the branch to be
restructured as a separately capitalized subsidiary to setting a deadline for the bank and its
home supervisory authority to meet acceptable standards.

6Subsequent changes in legislation in many countries gave regulators greater powers. For
example, in the United States the Foreign Bank Supervision Enhancement Act of 1991 gave
the supervisory authorities greater powers to deal with an international banking group that
is not supervised on a consolidated basis by a competent authority. For example, the Federal
Reserve Board obtained primary supervisory responsibility for all foreign banking entities
in the United States. The post-BCCI Directive in the European Union (EU) strengthened
the powers of EU host countries in dealing with foreign banks seeking entry. Among other
features, the host country would be required to determine whether the banking group’s
home-country supervisors have the responsibility to monitor the banks’ global operations on
the basis of verifiable consolidated data and the authority to prohibit corporate structures that
impede supervision and to prevent banks from establishing a presence in suspect jurisdictions.
7See Bingham (1992) for an account of the regulatory college and its seven meetings.
8Understandably, other countries which hosted offices of BCCI felt that their exclusion
from information flows within the college unfairly contributed to losses experienced by
their residents.
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BCCIT that it must leave Luxembourg within twelve months. Managers of
BCCI and the college believed that the group would collapse if it could
not establish a new regulatory home (Bingham, 1992, p. 86). This led to an
attempt to rescue BCCI with subsidies from Abu Dhabi and a new three-part
organizational structure with separately incorporated subsidiaries in Abu
Dhabi, the Cayman Islands, and the United Kingdom. None of these three
potential host countries, however, was willing to take over responsibility
for consolidated supervision of the group.

Second, pressure from the New York District Attorney’s office,
Congress, and the Fed with regard to on-going investigations concerning
charges of money laundering, drug trafficking, wire fraud and the con-
cealment of BCCI’s control over First American, Independence Bank, and
the National Bank of Georgia.” It was anticipated that revelation of these
charges would make it impossible for BCCI to continue operation. '

Third, irregularities in the 1990 accounts for BCCI led the Bank of
England to commission a report from Price Waterhouse, which by this time
had become the sole external auditor of BCCI. A draft of this Section 41
Report was delivered to the Bank of England on June 22, 1991. It described
fraud on a massive scale, including (Bingham, 1992, p. 140) “(1) falsifica-
tion of accounting records; (2) external vehicles used to route fund transfers
and ‘park’ transactions; (3) the use of nominee and hold-harmless arrange-
ments; (4) the fraudulent use of ... [funds belonging the rulers of Abu
Dhabi]; (5) the creation of 70 companies to facilitate and disguise lend-
ing to the Gulf Group; (6) collusion with third party banks to make loans
to BCCI customers, so as to avoid disclosure of such lending on BCCI’s
balance sheet; [and] (7) collusion with customers and others to give false

9Senator John Kerry, acting as chairman of the Senate Foreign Relations Committee’s Sub
Committee on Terrorism, Narcotics, and International Operations wrote to Alan Greenspan
about BCCI on April 12, 1991. He emphasized BCCI’s lack of consolidated supervision
and objected that the reorganization of the group into three banks would still not provide
consolidated supervision. He urged the Fed not to approve any transfer of assets of BCCI
or Credit and Commerce American Holdings until the Fed could be satisfied that the assets
would be subject to the oversight of a single, consolidated supervisor. (See Bingham, p. 123.)
10The U.S. authorities were thought to be critical of their European colleagues (Bingham,
p- 126) because they “had not inspected BCCI sufficiently rigorously, ... had enabled BCCI
to exploit the fragmented structure of the group so as to indulge in intra-group transactions
designed to deceive the U.S. authorities, ... had taken too narrow a view of their local
responsibilities, ... had failed to keep the U.S. authorities informed, ... had been insuffi-
ciently ruthless in pursuing the truth, and ... had placed too much reliance on the auditors.”
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confirmations to the auditors of fictitious and non-recourse loans and loans
received as nominees ....” Price Waterhouse concluded they could not give
an opinion on the 1990 accounts and could not even be sure that BCCI SA
was a going concern.

On July 5, at mid-day the Bank of England applied to the U.K. court for
appointment of a provisional liquidator. The Luxembourg authorities took
parallel action as did the Governor of the Cayman Islands. The U.S. quickly
followed as did many other jurisdictions in an attempt to safeguard the bits
of BCCI that were within their control.

The closure of BCCI was accomplished with remarkably little impact on
financial markets.!! Not only was this due to the care with which the authori-
ties implemented the intervention, but also to the fact that most sophisticated
market participants had cut lines to BCCI long before. Moreover, BCCI
was not a major participant in payment and settlement systems nor was it
active in the over the counter (OTC) derivatives markets. The aftermath,
however, left customers of the 380 banking offices of BCCI in nearly 70
countries, mostly retail depositors,'? to deal with the chaos of an interna-
tional bankruptcy proceeding. Only some of these deposits were insured and
none of the deposit insurance schemes gave depositors immediate access to
the insured amount.!3

The Basel Committee’s (1992b) review of the insolvency liquidation
of BCCI identified four major conflicts in national insolvency regimes that
complicated the liquidation of the BCCI'’s assets and reduced the amount
that could ultimately be distributed to creditors.

First, different countries may have very different insolvency regimes
for banks and branches. The United States follows a separate-entity doc-
trine in which the agency or branch of a foreign bank is treated as if were a
separately incorporated legal entity for purposes of liquidation (Basel Com-
mittee, 1992b, p. 2). Creditors of a U.S. agency or branch would be paid from
the assets of the agency or branch and other assets of the bank in the United
States as well as all of the assets of the agency or branch worldwide that the

This section draws heavily from Herring (2003).

12Several local authorities in the U.K. and third world central banks also suffered loss.
3The British scheme offered coverage for 75 percent of sterling deposits up to a limit
of £20,000. Jackson (1996, p. 40) notes this largest payout from the Deposit Protection
Fund, almost £100 million. Oddly, the amount paid out appears to have been less than what
depositors were entitled to claim. Under the British scheme, only sterling-denominated
deposits were eligible.
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U.S. liquidator could marshal. Only after all of the claims of creditors of
the U.S. agency or branch were satisfied would creditors of other offices of
the bank have access to the remaining assets of the agency or branch, if any.

In contrast, Luxembourg and the United Kingdom follow a single-entity
doctrine in which the bank and all of its foreign branches are treated as
offices of a single corporate entity. All creditors of the bank and its branches
worldwide are entitled to participate in the liquidation, with no preference
given to claims of the creditors of a particular branch. The attempt to secure
a claim to the worldwide assets of the single entity clearly conflicts with
the efforts of countries that follow a separate entity doctrine to withhold
the assets of the local branch for satisfaction of the claims of creditors of
that branch.!* In addition to the United States, notable other countries that
followed the separate entity doctrine in the liquidation of BCCI included
France and Hong Kong.

The two approaches have differing implications for market discipline.
Although pooling all assets for distribution in a single, home-country lig-
uidation appears to treat all creditors more equitably, it may undermine
incentives for creditors with international operations to seek to do transac-
tions in well-supervised jurisdictions. The U.S. agency of BCCI had assets
that exceeded its liabilities because the U.S. supervisory authorities had
increased BCCI'’s asset-maintenance requirement to 120 percent of liabili-
ties to unaffiliated persons in January of 1991 (Group of 30, 1998). Super-
vision in other jurisdictions was not nearly as intense.

Second, different countries have different liquidation procedures. In
the United States, general bankruptcy law does not apply to banks. Instead,
the primary bank supervisor would liquidate the branch of a foreign bank.
Although the Federal Deposit Insurance Corporation has a number of
options to consider with respect to an insolvent bank with insured deposits
(see section 3 below), the only option with regard to a foreign branch is
liquidation (Basel Committee, 1992b, p. 3).

In contrast, in Luxembourg and the United Kingdom, the supervisor
is not the liquidator. Courts in the United Kingdom apply the same liqui-
dation law to banks as to other commercial entities, while in Luxembourg
the court will decide on a case-by-case basis whether to apply the general

14The Basel Committee (1992b, p. 2) notes an apparent inconsistency in the U.S. approach
to bank liquidation. While the U.S. applies the separate-entity doctrine to the liquidation of
agencies and branches of foreign banks, it applies the single-entity doctrine to the liquidation
of U.S.-chartered banks with foreign branches.
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commercial liquidation law to a bank. Supervisors in Luxembourg also have
more flexibility than their counterparts in the U.K. and the U.S. with regard
to options for dealing with a foreign branch that may include a conserva-
torship or suspension of payments. Not only do different liquidators have
different powers, they may have different objectives as well. These may vary
from maximizing returns to domestic creditors or to creditors worldwide to
safeguarding financial stability, preserving going-concern value or protect-
ing employment. Clearly conflicts among liquidators can delay the ultimate
resolution of an insolvent institution and reduce the amount available for
distribution to all creditors.

Third, the right of set-off differs across bankruptcy regimes. The Basel
Committee (1992b, p. 3) defines set-off as “a nonjudicial process whereby
mutual claims between parties, such as a loan and a deposit, are extin-
guished”. The right of set-off can be exercised in the United States with
regard to claims denominated in the same currency with regard to the same
branch. Claims denominated in different currencies or on different branches
may not be set-off (Basel Committee, 1992b, p. 4). In contrast, consistent
with the single entity approach in the United Kingdom the claims need
not be denominated in the same currency, on the same branch or even on
branches in the same country. Although Luxembourg also adheres to the
single entity doctrine, the right to set-off may not be exercised after a lig-
uidation order and may be exercised before a liquidation order only when
the claims “are fixed in amount, liquid and mature”.

In principle the right of set-off gives a bank creditor who also owes
money to that bank, a position like that of a secured creditor. In practice,
however, the right may be severely circumscribed and subject to consid-
erable uncertainty depending on the particular circumstances. For exam-
ple,!> the position of a depositor in a bank headquartered in Luxembourg
with branches in London and New York may differ markedly depending on
where the deposit and loan are booked. The depositor would appear to be
in the strongest position if the deposit is placed with the London branch
because English law provides the broadest scope to exercise the right of
set-off. But the Luxembourg liquidator might attempt to sue the depositor
for full repayment of the loan nonetheless. And, if the loan is booked in New
York, the U.S. liquidator may sue for full repayment of the loan even though
the depositor has exercised the right of set-off in England. The situation is
still more complex if the bank has a branch in a jurisdiction that does not

5This example is drawn from the Basel Committee (1992b, p. 10).
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permit set-offs. The Basel Committee (1992b. p. 11) concluded, “The lack
of an international convention providing for mutual recognition of insol-
vency set-off or of generally applicable choice of law rules can mean that
the expectations of parties at the time contracts are entered into may not be
fulfilled....” In the event of the insolvency of a large, multinational bank,
this uncertainty could itself be a source of inefficiency and instability.
Finally, the closure of BCCI revealed another wild card in the interna-
tional bankruptcy deck that can trump normal insolvency procedures. In the
United States, criminal charges may be levied against a bank, even when it
has entered insolvency procedures. BCCI was, in fact, prosecuted under the
Racketeer Influenced and Corrupt Organizations Act (RICO). The RICO
proceeding gathered all of the U.S. assets of BCCI with the notable excep-
tion of the assets of the deposit agencies in California and New York, which
had been ring-fenced for the benefit of local depositors. (Only the surplus
above the amount owed to local depositors was forfeited.) As the Basel
Committee (1992b, p. 4) observes, RICO gives the authorities broad prose-
cutorial powers authorizing them “to seize and forfeit assets in pursuit of the
fruits and proceeds of a crime. Assets can be traced into the hands of innocent
parties, in effect upsetting expectations about the finality of transactions”.
This could override ex ante repayment priorities and reduce the amounts
available for distribution to creditors. But in this instance, RICO proceedings
substantially increased the returns to creditors. More than $1.2 billion was
realized from BCCI assets in the United States. Judge Green, who presided
over the BCCI case, the longest running forfeiture proceeding in the history
of federal racketeering law, reported (Green, 1999a, p. 2) that “Most of that
sum ... [was] forwarded for distribution to the victims of BCCI’s collapse”.
The RICO prosecution might have intensified the worldwide scramble
for assets, but the U.S. attorney general negotiated an unusual plea agree-
ment, which forged an alliance with the court appointed liquidators of BCCI
in England, Luxembourg, and the Cayman Islands (“the liquidators”). The
liquidators had agreed to pool whatever assets could be recovered to be dis-
tributed equitably among all BCCI depositors and creditors.'® In return for

19The pooling agreement reflected the view that the intermingling of the affairs of BCCI
SA and BCCI Overseas was so extensive that it would have impracticable without very
considerable delay and enormous expense to determine their separate assets and liabilities.
BCCI SA Bahrain, BCCI Overseas China, BCCI SA Cyprus, BCCI SA Japan and BCCI
SA United Arab Emirates also participated in the pooling agreements. Later the pooling
agreement was extended to the principal ICIC companies.
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cooperation from the liquidators in identifying BCCI assets in the United
States and agreeing to plead guilty as successor to the BCCI corporations,
the U.S. attorney general agreed to remit half of all forfeited assets to a
Worldwide Victims Fund to be distributed by the liquidators. The other
half was designated as a U.S. Fund. After covering the costs of prosecu-
tion from the U.S. fund, the residual was also transferred to the liquidators.
This alliance was opposed by competing liquidators of ring-fenced branches
elsewhere in the world as well as various other creditors who had hoped
to secure preferential access to BCCI’s assets in the United States. Judge
Green (Green, 1999a, p. 13) rejected those competing claims noting that the
plea agreement “reflects on a truly global measure extraordinary efforts and
amazing cooperation of a multitude of signatories representing a myriad of
jurisdictions to fully settle actions against the corporate defendants... and
to locate and protect all realizable assets of BCCI for the ultimate benefit
of the depositors, creditors ... and other victims of BCCI”.

The nearly eight years of litigation required to complete the RICO
proceedings is an indication of the complexity of resolving a bank that
has experienced massive, widespread fraud. The RICO proceeding was
highly unusual in that the criminal defendants, represented by the liquida-
tors, invested significant resources in assisting the U.S. in identifying and
realizing forfeitable assets that included not only bank deposits, but also
real estate and undeveloped land. As a result of these efforts the list of
forfeited property was amended six times from 1992 to 1998 to include
substantial additional assets. Judge Green decided 175 claims against the
forfeiture, including objections from liquidators of BCCI branches, depos-
itors, commercial banks whose wire transfers of funds were interrupted by
the closures,!” trade creditors, and tort claimants against BCCI such as the
Republic of Panama and employees who claimed to have been stigmatized.

RICO charges were also brought against the sovereigns of Abu Dhabi,
who had formally taken control of BCCI in 1990 and were record share-
holders of First American, as well as six individuals. The resolution of the
civil and criminal charges against the sovereigns of Abu Dhabi increased
amounts remitted to the fiduciaries by more than $170 million and led to the

17Judge Green (p. 50) concluded that most of the interrupted wire transfers were subject to
forfeiture ruling that “Persons who have ... voluntarily transferred their property interest
to the defendant are no longer the owners of that property, and are in no greater position to
asset a claim to that property ... than are other creditors and victims who cannot trace their
former property into the defendant’s account”.
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transfer of six plane loads of BCCI records that enabled the liquidators to
identify additional assets and prosecute additional cases. RICO judgments
were also reached against six individuals amounting to a total of $8.78
billion (Green, 1999b, p. 70).

The net result of this aggressive litigation on behalf of the creditors
of BCCI is that they have fared much better than expected. When BCCI
was closed, the liquidators projected a loss of $10 billion which would
yield a return to shareholders “between zero and ten cents on the dollar”.!®
Although creditors had to wait until December 10, 1996, for their first pay-
ment equal to 24.5 percent of the face value of their claims, by June 25,
2003, they had received payments amounting to 75 percent of the face
value of their claims.!® The costs of the English liquidation have amounted
to 21 percent of the amount recovered.?’

In summary, BCCI revealed some of the complications that could arise
in the insolvency of a multinational banking organization. Lack of agree-
ment on an international insolvency regime means that conflicts may arise
with regard to the treatment of deposits and assets at branches in different
countries, with regard to what entity will act as liquidator and what objec-
tives that liquidator will pursue, and with regard to the right of set-off, if
any. Moreover, criminal prosecution in the United States may preempt these
normal, if chaotic, bankruptcy procedures. In view of these complications,
it is not surprising that the uninsured creditors of BCCI have incurred sub-
stantial legal expenses and been obliged to wait a very long time for the
settlement of their claims.

3. Barings

While losses at BCCI cumulated gradually over a number of years, the fatal
losses at Barings occurred over a few weeks because they were attributable to
highly leveraged bets in futures markets. Nonetheless, in the case of Barings
as well as that of BCCI, it is clear that fraud and the group’s international
structure delayed recognition of the insolvency.

Nick Leeson joined Baring Securities Ltd. (BSL) in 1989, working
primarily in the settlements department. Early in 1992 he had applied for

8Green (p. 9).
YBCCI SA (in liquidation) p. 2.
20BCCI SA (in liquidation) p. 9.
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registration as a dealer with the Securities and Futures Authority (SFA) in
London. The SFA discovered that he had made a false statement regard-
ing unsatisfied judgments against him and BSL withdrew the applica-
tion. In April 1992 Leeson was posted to Baring Futures Singapore Ltd.
(BSL) to establish settlement operations and also to be a floor manager
at the Singapore International Monetary Exchange (SIMEX). This was
clearly inconsistent with one of the most fundamental principles of risk
management — separation of the trading function from the clearing and
settlement function and presumably justified as a defensible economy mea-
sure in a small office far from headquarters. Although Leeson made a similar
false statement in his application to SIMEX, it was not challenged by BSL
or SIMEX. Leeson’s trading role was to be limited to agency business, the
execution of orders placed by clients of other entities in Barings Group
companies or the occasional external client of BES. By the third quarter of
1993, however, he was heavily engaged in proprietary trading. Indeed, by
the end of 1994 Leeson was thought to have generated 60 percent of the
revenues of BSL’s worldwide derivatives operations.”!

His mandate as a proprietary trader was to arbitrage differences between
the prices quoted for identical contracts on SIMEX and the Tokyo Stock
Exchange and Osaka Securities Exchange. The opportunity for profitable
arbitrage was assumed to arise because of differences in market structure
between SIMEX and the other two exchanges. SIMEX operated an open
outcry system while Tokyo’s and Osaka’s systems were computer based.
Although Leeson was permitted to have limited intra-day unhedged posi-
tions, he was not authorized to maintain unhedged positions overnight.
Because differentials across the three exchanges, when they exist, are
likely to be very small, Leeson was expected to take large (assumed to
be hedged) positions in order to generate significant profits. The Reserve
Bank of Australia (1995, p. 5) has noted that this kind of authorized activity
“provided camouflage for unauthorized activities. The authorized activities
involved exceptionally large (though theoretically riskless) positions span-
ning exchanges in two countries, four subsidiaries (viewed as clients on
some occasions and ‘in house’ counterparties at other times) and involved
margining requirements ...”.

Almost as soon as Leeson began trading on SIMEX, he used his
control over the back-office function at BFS to set up a secret account,

2IReserve Bank of Australia, p. 3.
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designated 88888, to record unauthorized transactions. The transactions
recorded in 88888 were large and grew quickly. They were unhedged and
consistently reflected losses. Occasionally transactions were transferred
from other Baring Group accounts to generate an artificial profit for those
accounts, with a corresponding loss to 88888. Kornert (2003, p. 198) has
provided a period by period breakdown of the losses in the secret account.
The fraud continued for nearly three years, but, if it had been detected as
late as the middle of 1994, it would have been devastating, but perhaps not
fatal. At that time the recorded group capital was roughly £350 million and
the cumulated loss, £116 million.

Leeson adopted an aggressive trading strategy in January 1995 premised
on the assumption that Japanese equity prices would rise, Japanese bond
prices would fall, and volatility would decline. He acquired long positions
in Nikkei futures; short positions in Japanese government bond futures; and
a short volatility position in exchange-traded options on the Nikkei index.
In the final two weeks of February, after the Kobe earthquake, both the stock
market and the bond market turned against him and his losses soared.??

Although Leeson’s control over back office operations explains how he
was able to initiate the fraud, he depended on weaknesses in internal and
external oversight to escape detection over so long a period. The Singapore
report on the collapse of BFS noted a number of missed opportunities (Lim
and Tan, 1995). In principle, the Baring Group’s risk positions, trading lim-
its, trading performance, and the allocation of funding were monitored each
day by an asset and liability committee (ALCO). Since Leeson’s mounting
losses had to be funded from elsewhere in the group, BFS was ultimately
drawing funds that exceeded its total assets. But apparently the ALCO meet-
ings focused on how to meet Leeson’s funding requirements rather than why
the requirements were so large. As late as February 20, 1995, the chief exec-
utive officer of the Barings Group is reported to have informed ALCO that
he concurred with Leeson that his positions should not be reduced.??

One might also have expected the Financial Controls Department to
have discovered account 88888. But the department viewed its responsibility
as furnishing management with daily reports of profits and losses rather
than ascertaining whether these reports reflected the true profitability of the
activities of the Baring Group (Kane and DeTrask, 1999).

22Reserve Bank of Australia, p. 2.
2Lim and Tan (paragraph 11).
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Since some of the funds used to finance the 88888 account were pur-
portedly to fund client positions and were recognized by BSL as loans to
clients, it seems plausible that the credit control function would have taken
steps to verify the identities and creditworthiness of the clients receiving
loans. Any attempt to do so would have revealed that there were no such
clients. But no attempt was made.

Profitable arbitrage opportunities are not likely to persist in today’s
highly competitive international markets, and so one might have expected
Leeson’s supervisors to have been somewhat skeptical about the sustained
profitability of his operations. But his profitability was “regarded with admi-
ration rather than skepticism”.24 Indeed, when unauthorized trading was
ultimately disclosed at the end of 1994, Leeson received a bonus rather
than a reprimand.

Although the large exposures reported to regulators were understated
(until January 1995) they were still very large. For example, the expo-
sures to SIMEX and the Osaka and Tokyo exchanges exceeded 75 percent
of Barings’ capital. But neither Baring’s management nor the Bank of
England seemed clear about whether these exposures should be subject
to the 25 percent large exposure limit. On February 1, 1995, the Bank of
England made a determination that they were subject to the limit, but per-
mitted the BSL time to bring its exposures down.

BFS had only four clients, three of which were other Barings entities.
Its activities were funded almost entirely by its affiliated companies. Yet the
affiliated companies appear not to have reconciled the funds they had sent
to BFS against the trades for which the funds had been requested. If such
a reconciliation had taken place, Leeson’s scope for unauthorized trading
would have been greatly reduced.

Finally, the settlement operations of BFS were linked to BSL Settle-
ments by computer. Although Leeson had suppressed information regarding
trades booked to account 88888, information pertaining to margin require-
ments necessarily included account 88888. Nonetheless BSL Settlements
“claimed that it never used the margin feed, a simple one page document, to
resolve the unreconciled balances”.>> During the third quarter of 1994, BFS
was subject to an internal audit. The report emphasized the risk, inherent
in Leeson’s position as chief trader and head of settlements, that internal
controls could be overridden. Ironically, the report went on to note that

24Lim and Tan (paragraph 14).
25Lim and Tan (paragraph 17(iii)).
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since almost all of Leeson’s trades were for affiliates this risk, inherent in
Leeson’s dual roles, was mitigated because his trades would be subject to
reconciliation controls in the affiliates. Unfortunately, these trades were not
reconciled. Ironically, when BSL made a decision to upgrade its Treasury
function to improve risk management in Asia, it decided not to focus on BFS.

Leeson’s ability to sustain the fraud was also facilitated by the interna-
tional corporate structure of Barings. In contrast to BCCI, Barings did not
adopt an opaque international structure to fragment oversight and conceal
activities from the regulators. Nonetheless, the complexities of overseeing
even the relatively transparent structure of Barings permitted the fraud to
continue longer than it otherwise might have done and delayed recognition
of the insolvency.

Barings PLC organized its businesses within three principal subsidiaries
comprising more than one hundred companies: (1) Baring Brothers & Com-
pany (BB&C), an authorized bank in London with branches in Hong Kong
and Singapore and subsidiaries in France, Germany, Italy, and Japan as well
as subsidiaries engaged in trading sterling bonds, private equity and venture
capital; (2) Baring Securities Limited (BSL) incorporated in the Cayman
Islands, but headquartered in London, with subsidiaries that included Bar-
ing Futures Singapore (BFS), the legal entity in which the fraud took place;
and (3) Baring Asset Management.

Barings employed a matrix approach to managing this global network.
Traders reported to a local manager regarding operational and adminis-
trative matters and to product managers, who had responsibility for the
profitability of their transactions. Proprietary trading reported to a different
product manager than agency trading. Back-office managers reported to a
local manager and their functional head in London. This matrix manage-
ment structure fragmented the oversight of Leeson’s activities. In principle,
Leeson reported to product managers in London, a local manager at Bar-
ing Securities Singapore, and a regional operations manager for Southeast
Asia. In practice, Leeson evaded effective supervision altogether. The Bank
of England was responsible for supervising BB&C and for acting as lead
regulator for the consolidated supervision of the group as a whole. Its over-
sight responsibilities extended to the other activities of the group insofar
as such activities could threaten the financial soundness and reputation of
BB&C.?° The Bank of England placed reliance on functional regulators

26For more extensive discussion of the Bank of England’s supervisory role, see Bank of
England (1995).
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and a variety of local regulators (both governmental authorities and self-
regulatory organizations) to monitor the affiliated and overseas businesses
of Barings PLC. For example, The Securities and Futures Authority (SFA)
in London was the regulator of BSL. But the SFA viewed its responsibilities
as much more limited in scope. The Bank of England Report on the Col-
lapse of Barings (Bank of England, 1995) concluded that the “SFA did not
regard itself as required to consider the activities or financial position of the
subsidiaries of BSL and considered that its responsibilities with regard to
subsidiaries were limited to the express notification of requirements relat-
ing to subsidiaries set out in its rules”. This narrower scope of oversight is
often true of regulators of securities firms and insurance companies outside
of the European Union (Herring and Schuermann, 2002) and is one of the
fundamental challenges the authorities face in developing an overall view
of an international financial conglomerate.

In the early 1990s Barings began including results for BSL in the set of
returns submitted by BB&Co to the Bank of England. This had the effect of
treating BB&Co and BSL as one entity for purposes of monitoring capital
adequacy and large exposures and may have obscured the massive flows of
funds from BB&Co to BSL used to finance (what the managers believed to
be) customer positions at BFS. In fact, they were mainly used to fund the
mounting losses incurred by Leeson.

The Board of Banking Supervision sought to determine why the massive
losses were not identified earlier. Not only did they elude external auditors
as well as the various supervisors and regulators, but all of the internal
checks and balances as well. The Board of Banking Supervision concluded
there was a near total failure of risk-management systems and controls as
well as confusion within the management group. The Singapore inquest
on BSL was less charitable (Lim and Tan, 1995, paragraph 36) concluding
that managers of Barings “could have remained ignorant of the account up
to the time of collapse only if they had persistently shut themselves from
the truth ... [The] explanation that Mr. Leeson’s trading activities posed
little (or no) risk to the Baring Group, but yielded very good returns, is
implausible and in our view, demonstrates a degree of ignorance of market
reality that totally lacks credibility”.

During the last week of February, after Leeson fled Singapore, Barings
made an attempt to close out some of the largest positions it could discover
at a discount, making the argument that the counterparty would realize
an even smaller return if BSL should fail. But there was too little time
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and the Japanese regulators objected that Japanese banks could not buy
BSL’s positions because it would constitute illicit, off-exchange trading in
derivatives (Kornert, p. 206).

When Barings’ attempt to initiate a private workout failed, it turned to
the Bank of England in the hope of obtaining assistance in meeting its margin
requirements in Asia the following Monday. The Bank of England faced a
decision about whether the systemic implications of the failure of Barings
justified official intervention.?” Barings was frantically trying to reconstruct
its accounts in order to determine the extent of is losses. Barings faced not
only uncertainty about the size of these open positions, but also uncertainty
about how rates would move. Given the uncertainty of the extent of losses
at Barings, no other financial institution was willing to support or purchase
Barings and the Bank of England concluded that the idiosyncratic nature
of the problem at Barings was unlikely to lead to a contagious collapse of
confidence in London.?® With no prospect of a rescue, Barings turned to the
bankruptcy court on Sunday evening, February 26.

The Bank of England announced its willingness to provide liquidity
to the U.K. banking system to forestall market disruptions. It also facil-
itated the unwinding of Barings’ positions. To avoid the possible seizure
of payments from Barings during the clearing and settlement process, the
Bank of England undertook transactions on behalf of Barings on a fully
collateralized basis. Losses at Baring Securities threatened to spillover to
the exchanges on which it traded. This foreshadowed the potential collat-
eral damage that could occur if procedures for sharing losses in securities
exchanges were activated. Indeed, some firms were reported to have been
prepared to abandon membership in these exchanges and thus cause a col-
lapse of these markets rather than share in Barings’ losses (Group of Thirty,
1998, p. 95).

2TThis paragraph is based on the account in Hoggarth and Soussa (2001, annex 2).

28We may have gotten an (inadvertent) glimpse of the opposing arguments in a Financial
Times story (Gapper, 1995), titled “The Barings crisis — Bank decides a rescue is the only
option,” that apparently went to press before the Bank of England announced its decision.
The article noted that if the Bank of England had allowed Baring to fail, “it could have
had enormously destabilizing effects on world financial markets”. The article noted that the
immediate effect would have been manageable, but warned that with a rescue “there was a
danger of spiraling falls in world financial markets on fears over the possibility of linked
collapses of banks, as well as the uncapped liability of Barings’ contracts ... According to
brokers’ calculations, a fall of 1,000 points in the Nikkei 225 index would have increased
the amount Baring owed on the contract by £150 m.”
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For the relatively brief period — after Barings entered bankruptcy
administration on February 27, but before the announcement on March 5
that the Dutch financial conglomerate, ING, agreed to purchase most of the
assets and liabilities of Barings Plc (except for BFS) for £1 — the final
disposition of Barings was in doubt. During that interval we had a glimpse
of some of the problems that would occur when normal bankruptcy pro-
cedures are applied to a financial institution that trades actively in world
financial markets. Counterparties found that their positions were frozen and
could not be liquidated, transferred or rehedged. They faced the prospect
of substantial losses due to fluctuations in the dollar price of the yen and
the Nikkei index in the wake of the collapse of Barings (Group of Thirty,
1998, p. 94).

This interval exposed a serious tension between the bankruptcy admin-
istrator’s attempt to protect the status quo through use of a stay and the
needs of active trading firms that depend on their ability to hedge dynami-
cally in volatile markets to protect their net worth. It raised the possibility
that delays imposed to liquidate the insolvent firm in an orderly manner
could cause other firms to default as well. Concerns about losses increased,
moreover, when it was learned that omnibus accounts with Barings for trad-
ing futures and options in Asia were not protected by practices that strictly
segregate customer funds in other jurisdictions such as the United States,
and that these funds were being used to meet BSL’s expenses.?’ Thus not
only counterparties, but also some customers of Barings faced constraints
on their access to funds.

In response to the potential problems for derivatives exchanges high-
lighted by the collapse of Barings, regulatory authorities from 16 countries
who have oversight of the major futures and options markets met at Windsor,
England, to discuss ways to strengthen supervision in May 1995. The result-
ing Windsor Declaration announced a consensus on measures to strengthen
cooperation between market authorities and coordinate action in emergen-
cies, protect customer positions, funds and assets, and improve procedures
for dealing with a default on a securities exchange.

2Cohen (1995) notes that many of Baring’s UK and European asset management clients
had not only agreed to use Barings as their custodian, but had signed a separate agreement
with the bank allowing their cash to be placed on deposit there. When the parent company
collapsed, more than £600 m in client cash was frozen ... Similarly, other fund management
clients whose cash was locked up in the bank had to sit and wait while their portfolios
remained static. ...”
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In summary, the collapse of Barings highlighted some of the problems
of dealing with the failure of an international bank active in international
financial markets. Although the banking and securities businesses of Barings
were lodged in separately incorporated units, BB&Co was used to fund
massive losses in BSL. The separate functional regulators lacked a full
picture of the group’s consolidated positions and failed to share information
that might have flagged emerging problems before the losses mounted.*° It
alsoraised longstanding questions about the sharing of information between
host and home country supervisory authorities. It raised new questions, as
well, about the possibility of the contagious transmission of shocks across
derivatives exchanges. Although luckily the sale of most of Barings assets
and liabilities to ING brought a quick end to the insolvency process, it
became clear that the imposition of a stay on the claims of counterparties
and some customers could jeopardize the solvency of other firms.3!

4. Concluding Comment

Fraud is a particularly insidious cause of bank failures because it may evade
detection for long periods and cause an institution to become deeply insol-
vent before the insolvency is recognized and insolvency procedures can be
initiated. Moreover, it can delay insolvency procedures as the bankruptcy
officials attempt to ascertain the true condition of the bank and identify and
safeguard all of its assets. When, as in the case of BCCI, fraud occurs in
a global corporate structure, insolvency procedures are likely to take even
longer given the formidable coordination issues that must be dealt with.
Nonetheless, fraud is less likely to be associated with systemic crises than
other causes of bank failure because it tends to be idiosyncratic. It can
destroy one institution, but unless a large number of other institutions have
large exposures to that institution, it is unlikely to weaken the banking sys-
tem. This was particularly clear in the case of BCCI. While the collapse of
BCCI was very hard on its creditors, its involvement in interbank markets

30See Baxter (1999) for a discussion of the problems posed by secrecy laws for combating
corruption in banking.

31The International Swap Dealers Association (ISDA) has made a concerted effort to deal
with this latter problem by developing Master Agreements that permit closeout netting in
the event of default and lobbying for changes in national laws to support such agreements.
But the subsequent near collapse of LTCM revealed the darker side of closeout netting. See
Herring (2003).
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was so limited that it had virtually no impact on the rest of the financial
system. The same cannot be said of Barings.

In contrast to BCCI, Barings was heavily involved in interbank markets
and traded actively (more actively than its managers realized) on interna-
tional exchanges. If the fraud at Barings had been as complex and pervasive
as at BCCI, the bankruptcy administrators might not have found a buyer
who was willing to take on most of its assets and liabilities and Barings
would have been subjected to the same, lengthy insolvency proceedings
that were applied to BCCI. We saw, in the brief interval before a buyer was
found, what the consequences might have been. If the stays are imposed
on counterparties and creditors of the bank for a lengthy period, an integral
part of conventional bankruptcy proceedings, it can have very damaging
spillover impacts, especially when applied to financial instruments that are
actively traded in global markets.

Conventional bankruptcy proceedings would not have achieved all
of the goals of a good insolvency procedure. Although the conventional
approach could have penalized managers and shareholders adequately and
maintained the absolute priority of claims, it would not have maximized the
value available for distribution to creditors and it would not have limited sys-
temic costs adequately. Since Barings’ positions needed to be dynamically
hedged to contain additional losses, the process could not have delivered an
ex post efficient outcome. Similarly, counterparties in contracts that change
in value moment by moment as market prices vary would have been seri-
ously affected and the uncertainty about the magnitude of their loss would
have been difficult to hedge.

To be sure, neither BCCI nor Barings was sufficiently large to raise
serious concerns about systemic risk. But they were sufficiently complex to
highlight some of the issues that must be dealt with in the unhappy event
of the insolvency of a much larger international bank. Although it is not
generally possible to anticipate fraud (and so emphasis should be placed on
prevention or early detection), it is possible to anticipate the complications
that will arise when a bank with an international network of offices becomes
insolvent. While official were ultimately able to improvise a workable means
of cooperation in the case of BCCI, it would be unwise to count on inspired
improvisation a second time. Moreover, we now know that conventional
bankruptcy procedures are too slow for firms that are heavily involved in
global financial markets. Both problems need to be addressed in period of
relative calm, before a crisis erupts. Both deserve a prominent place on the
agenda of the Basel Committee.
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In Fall 1998, the Federal Reserve Bank (Fed) arranged a bailout of the mas-
sive hedge fund, Long-Term Capital Management (LTCM), which faced
the prospect of immediate liquidation if it filed a petition under the U.S.
Bankruptcy Code. Although the Code generally prevents creditors from
seizing assets of firms in bankruptcy (also called the automatic stay), LTCM
enjoyed no such protection. It was party to tens of thousands of deriva-
ture contracts, which receive special treatment under the Code. Even if
LTCM field a bankruptcy petition, its derivatives counterparties would have
been free to terminate contracts and seize collateral to the extent they are
owed money. Defending the Fed’s decision to assist LTCM, Alan Greenspan
explained:

[T]he act of unwinding LTCM’s portfolio in a forced lig-
uidation [precipitated by LTCM’s derivatives counterpar-
ties | would not only have a significant distorting impact on
market prices but also in the process could produce large
losses — or worse — for a number of creditors and coun-
terparties, and for other markets participants who were
not directly involved with LTCM .... Had the failure of
LTCM triggered the seizing up of markets, substantial dam-
age could have been inflicted on many market participants
...and could have potentially impaired the economies of
many nations, including our own.!

'Greenspan (1998).
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The Fed believed that its intervention was necessary to avoid a systemic
meltdown that might arise from LTCM’s liquidation — a liquidation made
possible by the Bankruptcy Code’s special treatment of derivative contracts
(see, for example, Krimminger, 1999).

The irony here is that the Code’s special treatment of derivatives stems
from a desire to avoid systemic risk. As reported in legislative history,
Congress believed an exemption from the automatic stay was necessary to
prevent the “insolvency of one commodity or security firm [from] spreading
to other firms and possibly threatening the collapse of the affected market”.?
In other words, Congress amended the Bankruptcy Code to prevent a sys-
temic collapse that might arise if a derivatives counterparty were unable
to liquidate its contracts with a bankrupt debtor immediately. But, as the
LTCM experience demonstrates, permitting the immediate liquidation of a
large financial institution counterparty such as LTCM can generate another
form of systemic risk, namely the risk that a “run” by derivatives counter-
parties on the debtor will itself destabilize financial markets.

The Fed’s intervention to aid LTCM, therefore, calls into question the
policy rationale underlying the Bankruptcy Code’s special treatment of
derivatives. In this paper, we make the following claim: derivatives may
deserve special treatment, but not for the reason commonly given. When
systemic risk is a legitimate concern, the Code can do little to mitigate it, and
may even make matters worse, especially in cases in which large financial
institutions (such as LTCM) are involved. But if systemic risk is a red her-
ring, is there any justification for treating derivatives contracts differently
under the Bankruptcy Code? We think there is: derivatives contracts are gen-
erally not firm-specific assets and therefore giving them special treatment
will increase economic efficiency.

We begin with a description of the Code’s special treatment of deriva-
tives contracts and the common justification given for it. We then challenge
this conventional wisdom, arguing that the Code is a poor tool for reduc-
ing systemic risk. Indeed, as the case of LTCM illustrates, the Code may
in fact exacerbate this risk. Our argument naturally raises the question
whether there are alternative (efficiency-based) justifications for the spe-
cial treatment given to derivatives contracts under the Bankruptcy Code.
There are. Derivatives, like cash and other financial assets, are fungible

2House Rep. No. 97-420, 97th Cong., 2nd Sess., 3 (1982).
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and can be seized by creditors without endangering a firm’s going-concern
value ex post. The efficiency benefits ex post are offset potentially by the
ex ante costs of a rule favoring derivatives contracts, which encourages rent-
seeking by creditors seeking to disguise loans as derivatives contracts. We
doubt these ex ante costs are significant, but if we are wrong there is no
principled reason for offering special treatment under the Bankruptcy Code
to derivatives contracts.

1. Derivatives Contracts and the Bankruptcy Code

When a firm files a bankruptcy petition, it immediately enjoys the benefit of
the Bankruptcy Code’s “automatic stay”, which forbids any creditor from
taking steps to collect debts, seize collateral, terminate ongoing contracts,
or otherwise “exercise control over property” of the debtor firm.> The auto-
matic stay is a core element of any attempt to reorganize under the Code.
By shielding the debtor’s assets and preventing a race that rewards the first
creditor to the courthouse, it avoids dismemberment of a firm with going-
concern surplus and facilitates a collective proceeding in which the parties
(debtor and creditors) can negotiate the terms under which the firm will
continue as a going concern.

There are, however, many exceptions to the automatic stay. Some are
intuitive. The stay, for example, does not extend to the government’s police
or regulatory power; a debtor cannot avoid criminal prosecution or the
enforcement of environmental protection laws (unless, of course, the gov-
ernment is simply using its regulatory powers to collect debts).* Along the
same lines, a bankrupt educational institution cannot use the stay to prevent
accrediting agencies, state licensing bodies, or the Secretary of Education
from a reevaluating of the institution’s quality and eligibility for funding.?
Here we see a congressional judgment that the benefits of government reg-
ulation outweigh the costs to the debtor.

Other exceptions are less intuitive, especially those involving deriva-
tives contracts, such as futures, forwards, repos, and swaps. When a firm
enters bankruptcy, a counterparty typically may cancel and net various

311 U.S.C. § 362(a)(3).
4§ 362(b)(1), (4).
3§ 362(b)(14), (15), (16).
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contracts (in-the-money contracts are netted against out-of-the money
contracts) and then seize collateral to the extent that the troubled firm is a net
obligor to the counterparty. (See Novikoff, 2002.) The special treatment of
derivatives contracts is not new. When the Bankruptcy Code was enacted in
1978, it contained an exemption from the automatic stay for non-debtor bro-
kers and forward merchants with respect to transactions involving margin
payments or deposits received from a debtor under a commodities contract
or a forward contract. Amendments to the code in 1982, 1984, and 1990
expanded the exemption to include an array of financial transactions known
as “derivatives securities” contracts, including forward contracts, commod-
ity contracts, repos, and swaps. Counterparties to a derivatives contract with
a debtor in bankruptcy may now terminate or modify it and then liquidate
assets of the debtor unhindered by the bankruptcy filing of a debtor, irre-
spective of whether the debtor is in default under the contract. Further, if
counterparties hold other assets of the debtor they can typically effect an
“offset” so long as they can enforce their rights against such assets without
having to require the assistance of the debtor. Thus, in general, the rights of
counterparties to derivatives transactions with respect to collateral and its
liquidation are derived from the contract between the protected party and
the debtor, as opposed to the Bankruptcy Code.

The exceptions are set to grow. Recently proposed legislation would,
among other things, extend the automatic stay exemption to a wide vari-
ety of equity and credit derivative transactions, and would further extend
the rights of counterparties to enforce netting arrangements documented
under International Swap Dealers Association (ISDA) Master Agreements.
Specifically, it would extend close-out netting between swap agreements,
on the one hand, and securities and forward contracts, on the other hand.

Why are derivatives contracts treated differently? If legislative history is
to be credited, Congress reasoned that special treatment of derivatives was
necessary to prevent the “insolvency of one commodity or security firm
[from] spreading to other firms and possibly threatening the collapse of
the affected market”. It believed that “prompt liquidation of an insolvent’s
position is generally desirable to minimize the potentially massive losses
and chain reaction of insolvencies that could occur if the market were to
move sharply in the wrong direction”.” Congress, then, carved derivatives
out of the scope of the automatic stay in order to reduce the likelihood of

%House Rep. No. 97-420, 97th Cong., 2nd Sess., p. 2 (1982).
"House Rep. No. 97-420, 97th Cong., 2nd Sess., p. 4 (1982).
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systemic risk, that s, the possibility that insolvency of a party to a derivatives
contract might expose a counterparty and that counterparty’s counterparties
to financial distress, which would destabilize financial markets.

Congress’ concern with systemic risk has some basis, as Edwards (1995)
explains. Fear that a counterparty insolvency could trigger a systemic melt-
down in the over the counter (OTC) derivatives market stems partly from
the fact that this market is dominated by a few large international banks and
securities firms. The ten largest OTC derivatives dealers are counterparties
to most of the derivatives transactions that take place, and seven U.S. banks
hold over 95 percent of the U.S. banking system’s notional derivatives expo-
sure.® This raises the possibility that a problem (such as insolvency) with
a major derivatives dealer (that is, a bank) could reverberate throughout
the entire OTC derivatives market and cause financial distress far beyond
derivatives markets.

While Congress’ concern with systemic risk is understandable, its deci-
sion to address it through the Bankruptcy Code is deeply puzzling. At the
very least, the language of the Code encompasses far too many transactions.
Fear of systemic risk is warranted only in cases involving the insolvency of
a major financial market participant, with whom other firms have entered
derivatives contracts of massive value and volume. Yet the Code offers spe-
cial treatment to derivatives no matter how large or small the counterparty.
Thus, Congress’ stated justification for the special treatment is incomplete,
asitapplies only to a fraction of all firms that enter into derivatives contracts.

At the same time, the Code’s special treatment of derivatives contracts
seems far too narrow. Fear of systemic risk justifies special treatment of
a broad range of financial market transactions and participants, especially
commercial banks. Indeed, fear of systemic risk originated in the banking
sector, yet a bank cannot seize collateral whenever a debtor firm enters
bankruptcy. Surely the risks that (apparently) motivated Congress’ con-
cern with derivatives are equally present when Enron, Worldcom, or United
Airlines enters bankruptcy and, say, Chase Manhattan cannot collect its
collateral (if it is a secured creditor) or expects only a few cents on the
dollar (if it is unsecured) when the case concludes several years later. Yet
nothing in the Code allows Chase to collect its collateral; nothing in the
code gives Chase or any other bank priority in payment of their unsecured
claims when the case concludes. If systemic risk arises from transactions

8U.S. Office of the Comptroller of the Currency (2002; p. 1).
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other than derivatives contracts, as it undoubtedly does, the Code’s singular
focus on derivatives contracts is puzzling.

It might be argued that this singular focus merely reflects the reality that
commercial banks are subject to federal regulation while many derivatives
counterparties are not. We do not fear a systemic collapse when Chase is
unable to collect collateral from Enron because, thanks to capital require-
ments and other regulatory and supervisory constraints, Chase is unlikely
to become financially distressed. This argument is troubling for two rea-
sons. First, it seems odd to regulate some financial institutions directly
(through capital requirements and the like) and others indirectly (through
the Bankruptcy Code). The costs of direct regulation are borne by the insti-
tution itself; the costs of indirect regulation through the Code are borne
by other creditors of a distressed firm. More importantly, it seems highly
unlikely that the Code is an effective means of reducing systemic risk, as
we show in the next section.

2. Can the Bankruptcy Code Reduce Systemic Risk?

An answer to this question was suggested recently during the insolvency of
Long-Term Capital Management (LTCM), a limited-partnership hedge fund
founded in 1994. As Edwards (1999) discusses in greater detail, LTCM was
highly leveraged and its operations in derivatives markets were broad and
complex. While approximately 80 percent of LTCM’s balance-sheet posi-
tions were in seemingly safe treasury securities of major industrial coun-
tries, these were highly leveraged, at a ratio of 28-to-1 on-balance-sheet
as of August 31, 1998. And LTCM’s off-balance-sheet leverage was much
greater. As of August 31, 1998, according to the President’s Working Group
on Financial Markets (1999), it held derivatives of about $1.4 trillion in
notional value on a capital base of approximately $2.3 billion. LTCM held
OTC swap contracts with a gross notional value in excess of $750 billion,
futures contracts with a gross notional value in excess of $500 billion, and
options and other derivatives with a notional value in excess of $150 bil-
lion. It is estimated that LTCM had between 20,000 and 60,000 trades on its
books, and that it had more than 75 counterparties to its derivatives contracts
(see President’s Working Group, 1999; GAO, 1999).

After a series of large losses, by September 1998 LTCM had lost 50
percent of its equity and was in danger of not being able to meet the col-
lateral obligations on its derivatives positions. Only the timely intervention
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of the Federal Reserve in organizing a creditor-bailout in September 1998
prevented LTCM’s default and collapse. A consortium of 14 banks and secu-
rities firms, the large creditors of LTCM, recapitalized the hedge fund to
the tune of $3.6 billion and took over the responsibility and obligations of
resolving its financial difficulties. In essence, LTCM’s large counterparties
participated in a Federal-Reserve-organized out-of-court “work-out”. Why
was the intervention of the Federal Reserve necessary to do what one might
expect could be done under standard bankruptcy law?

In explaining the role of the Federal Reserve, William McDonough,
the president of the Federal Reserve Bank of New York, stated that it was
the Federal Reserve’s judgment that the “abrupt and disorderly close-out
of LTCM’s positions would pose unacceptable risks to the American econ-
omy”.? According to McDonough, the rush of more than 75 counterparties
to close out simultaneously hundreds of billions of dollars of derivatives
contracts would have adversely affected many market participants with no
connection to LTCM and would have resulted in tremendous uncertainty
about how far prices might move. According to McDonough, “[u]nder these
circumstances, there was a likelihood that a number of credit and interest
rate markets would experience extreme price moves and possibly cease to
function for a period of one or more days and maybe longer. This would
have caused a vicious cycle: a loss of investor confidence, leading to further
liquidations of positions, and so on”.!” (At the time, LTCM’s own estimate
was that its largest 17 counterparties, in closing out their positions with
LTCM, would have incurred losses in the aggregate of between $3 billion
and $5 billion, with some individual firms losing as much as $500 million.
(See Roth et al., 2001.)

Atthe root of the Federal Reserve’s concern was current U.S. insolvency
law.!! As we have seen, the Bankruptcy Code exempts derivatives counter-
parties from the normal operation of the automatic stay. Thus, if LTCM had
field a bankruptcy petition, its derivatives counterparties could have ter-
minated and liquidated their contracts with LTCM. Had this occurred, the

“Hedge Fund Operations: Hearing Before the House Committee on Banking and Financial
Services, 105th Congress, p. 5 (1998).

04,

"1Cayman Islands bankruptcy law was also a concern, because LTCM’s sole general partner
was a Cayman Islands limited partnership. The Fed analyzed the implications of bankruptcy
filings in both the U.S. and abroad. See GAO (1999, Appendix E).
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effects would have been analogous to a “bank run” on LTCM’s assets, pos-
sibly resulting in the systemic ramifications articulated by Federal Reserve
officials. As Diamond and Rajan (2003) have argued, bank runs can cause
or exacerbate liquidity shortages, resulting in systemic illiquidity with the
potential to cause widespread contagion. A run by derivatives counterparties
of the kind that could have occurred in the LTCM episode seems similar to a
bank run in that it too could have resulted in the immediate and widespread
liquidation of assets at firesale prices.

In contrast, the financial instability that (Congress feared) might arise if
derivatives transactions are not exempt from the automatic stay seems less
systemic in nature and less likely to destabilize financial markets. Congress
worried that losses by a derivatives counterparty could trigger “a chain
reaction of insolvencies” by making it impossible for a counterparty expe-
riencing losses to meet its obligations to other counterparties. In general, this
is implausible. Although a derivatives counterparty may suffer significant
losses if it is not able quickly to terminate and close out its positions with a
financially stressed counterparty, this is also true for most other creditors of
the firm (those subject to the automatic stay provision). In this sense deriva-
tives counterparties seem no different than other creditors, and we rarely
worry about a “chain reaction of insolvencies” when, say, United Airlines
defaults on obligations to its vendors.

A “chain reaction of insolvencies” might, however, be worrisome in
two situations. One is where a distressed counterparty is a particularly large
player in the market and suffers distress as a result of unanticipated economic
turmoil that reduces market liquidity. LTCM’s distress, for example, was
precipitated by Russia’s devaluation of the ruble and declaration of a debt
moratorium in August 1998. This unexpected event led to a so-called “flight”
to liquidity and quality: investors sold-off or avoided high-risk, illiquid
financial products and gravitated toward safer, more liquid instruments,
sharply increasing yield spreads. LTCM suffered massive losses as yield
spreads widened around the world, and found itself on the verge of default
in a highly illiquid market.

Suppose that LTCM had filed a bankruptcy petition and, thanks to
the code’s special treatment of derivatives contracts, its counterparties had
closed out their contracts and seized collateral. Would this have avoided the
risk of a chain reaction of insolvencies? No. Indeed, it would have exac-
erbated the risk. As Edwards (1999) has explained, wholesale liquidation
of LTCM’s assets would have benefitted few counterparties (prices would
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have collapsed long before most had a chance to liquidate their positions)
and could have had serious “knock-on” effects because other counterparties
and other banks and financial firms held positions similar to LTCM’s. Thus,
counterparties could have suffered large losses and been forced to default
on their own obligations to other parties, resulting in precisely the same
chain reaction of insolvencies that Congress sought to avoid by exempting
derivatives from the stay. This explains why LTCM’s counterparties did
not attempt to close out their positions and seize collateral when LTCM
entered financial distress. Instead, with encouragement from the Fed, they
put an additional $3.6 billion into LTCM to ensure that it remained solvent
while they took steps to unwind LTCM’s derivatives positions in an orderly
fashion. For the counterparties, the additional investment in a failing LTCM
was obviously viewed as less costly than the expected losses from wholesale
liquidation of LTCM’s positions and collateral. As the President’s Working
Group on Financial Markets (1999) put it, “[t]he self-interest of these firms
was to find an alternative resolution that cost less than they could expect to
lose in the event of default”.

A chain reaction of insolvencies may also be a possibility if the dis-
tressed counterparty is a particularly large player in the market and coun-
terparties generally failed to employ sound risk management procedures
when dealing with the distressed counterparty. Derivatives counterparties,
like all other creditors, have strong incentives to manage their credit risks
prudently so that losses do not cause them financial distress. The insol-
vency of a small derivatives counterparty should not result in a chain reac-
tion effect because losses will be small, and even the insolvency of a large
counterparty like LTCM should not have this effect unless its counterpar-
ties behaved imprudently in their dealings with the distressed counterparty
(which may have been the case with LTCM'?). But the better solution to
this failure is better risk management by counterparties, not amendments
to the Bankruptcy Code exempting derivatives counterparties from its auto-
matic stay provisions. Or, in the case of banks and other regulated financial
institutions, which constitute the major derivatives counterparties in OTC

12Available evidence suggests that LTCM’s counterparties behaved imprudently (by, for
example, extending credit at below-market rates and by entering undercollateralized deriva-
tives contracts without verifying the scale or scope of LTCM’s trading operations). See
GAO (1999, pp. 10-12); President’s Working Group (1999, pp. 14-17); Edwards (1999,
pp. 204-205).
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derivatives markets, the answer should be either better supervision or a reg-
ulatory structure that increases incentives to manage counterparty risk more
effectively.

Thus, one view of the potential for LTCM to have caused a systemic
crisis is that this crisis was precipitated by the very provisions of the
Bankruptcy Code that were designed to assure stability in derivatives mar-
kets. Had these provisions not been adopted, it is very likely that there would
not have been either an “abrupt and disorderly close-out of LTCM’s posi-
tions” or an “unwinding [of] LTCM’s portfolio in a forced liquidation”, and
that there would have been no need for the Federal Reserve to intervene to
prevent a “seizing up of markets ...[that] could have potentially impaired
the economies of many nations, including our own”. While counterparties
of LTCM may have suffered losses had they been stayed by the Code, it is
unlikely that these losses would have been large enough to bring down large
banks and securities firms. If they had been stayed by the Code, LTCM’s
major creditors almost certainly would have opted to facilitate a bankruptcy-
supervised creditor work-out by putting in more capital and reorganizing
the ownership structure of LTCM, just as they did under the Federal Reserve
arranged work-out. Indeed, as subsequent events showed, it was clearly in
the collective interest of LTCM’s counterparties and creditors to avoid a run
on LTCM and the accompanying “fire sale” of its assets. Thus, in the absence
of the Bankruptcy Code’s special treatment of derivatives, Fed intervention
may have been unnecessary.

LTCM is not the only large-scale derivatives counterparty to suffer
financial distress. Indeed, an even more spectacular failure occurred recently
in the form of Enron, which dominated many energy derivatives markets.
Partnoy (2002) estimates that Enron made more money trading derivatives
during the year 2000 than LTCM made in its entire history, that is, if we
believe Enron’s 2001 10-K. Unlike LTCM, the federal government did not
intervene to help Enron as it entered financial distress (despite lobbying
efforts by the firm’s bankers!?). Unlike LTCM, Enron did file a chapter 11
petition. And in stark contrast to the Fed’s expectations in LTCM, Enron’s
bankruptcy did not destabilize either energy derivatives markets or financial
markets generally.

This was, to many observers, a surprising outcome (see, for example,
Economist Newspaper Limited, 2001; Lee, 2001; Financial Times Ltd.,

13U.S. Senate (2003).
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2002; Weaver 2004). Indeed, the absence of systemic effects in the wake of
a major counterparty’s collapse might be seen as evidence that the Code’s
special treatment of derivatives worked as intended. ISDA (2002a, 2002b)
has made precisely this argument: counterparties were free to terminate
contracts and seize collateral, thereby minimizing losses. The absence of
systemic effects might also suggest, as Kaufman (2003) notes, that the Fed’s
concerns in LTCM were misplaced: LTCM’s collapse, like Enron’s, would
not have destabilized financial markets.

But Enron’s insolvency presented fundamentally different issues than
LTCM’s. First, it is not true that Enron’s failure had little effect on financial
markets. Liquidity in energy markets and many specialized markets (such
as telecommunications bandwidth trading) collapsed in the wake of the
bankruptcy filing. (See ISDA, 2003.) What is true, however, is that this col-
lapse was not as severe as that experenced in the LTCM crises. Also, LTCM’s
insolvency was driven by mounting losses in its derivatives positions, while
Enron’s insolvency was driven by sustained and increasing losses in its
core non-financial businesses — losses covered up by a massive accounting
fraud. If its annual reports offer any guidance, Enron’s derivatives trading
arm was its only profitable operation (see Partnoy, 2002). Enron indicated,
post-petition, that its derivatives trading business accounted for the “lion’s
share” of its income.'# Before and after Enron filed its bankruptcy petition
in December 2001, many derivatives counterparties with in-the-money con-
tracts with Enron canceled these contracts and seized collateral.'> But many
counterparties had out-of-the-money contracts and Enron immediately took
steps to collect amounts owed to it (termination payments).'® These amounts
totaled over $3 billion as of November 2003 (an additional $2.2 billion
was sought in litigation against counterparties that terminated contracts
that, in Enron’s view, were disguised loans).!” More importantly, Enron’s

14Response and objection of Exco Resources, Inc., at p. 3, In re Enron Corp., No. 01-16034
(Bankr. SDNY Jan. 8, 2002).

15See Emergency motion for an order pursuant to sections 105 and 363 of the Bankruptcy
Code and Rule 9019(b) for the Federal Rules of Bankruptcy procedure for authority to
negotiate and enter into termination or sale agreements with counterparties to certain “safe
harbor” contracts without further court approval, In re Enron Corp., No. 01-16034 (Bankr.
SDNY Dec. 10, 2001).

1014,

"Disclosure statement for fifth amended joint plan of affiliated debtors pursuant to
Chapter 11 of the United States Code pp. 23637, In re Enron Corp., No. 01-16034 (Bankr.
SDNY Jan. 9, 2004).
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derivatives trading arm continued operating despite the firm’s Chapter 11
filing, and the firm moved'® quickly to sell the operation to a third-party (ulti-
mately to UBS Warburg!?), thereby minimizing disruption to OTC markets.

For these reasons the collapse of Enron was much different from the
collapse of LTCM. Enron’s bankruptcy filing did indeed create a counter-
party run that consumed assets, but the effect of this run was limited by the
fact that Enron’s trading operations were, it seems, somewhat profitable:
some counterparties (with in-the-money positions) were free to seize Enron
assets, but another large group of counterparties (with out-of-the-money
positions) found themselves liable to Enron. There was no wholesale run
on the firm’s assets, and no firesale of assets. Although Enron’s collapse did
create a liquidity vacuum in certain energy derivatives markets, it did not
threaten liquidity in overall financial markets — something the Fed feared
in the LTCM crisis (see President’s Working Group, 1999). Put differently,
Enron’s collapse did not pose a risk of a systemic meltdown generally. Its
insolvency, therefore, neither supports nor undermines ISDA’s claim that
the Code’s special treatment of derivatives minimizes systemic risk nor our
claim that the Code can, in some cases, exacerbate systemic risk.

In sum, then, the LTCM episode suggests that the most important risk
to financial stability may come from the possibility that derivatives coun-
terparties, exempt from the automatic stay provisions of the Bankruptcy
Code, may “run” on a financially distressed firm (or firms), causing a lig-
uidity shortage that has the potential to spill over to other firms and markets
and cause widespread instability in financial markets. In contrast, in the
absence of a systemic liquidity shortage, there is no reason to think that
derivatives counterparties could not adequately manage their counterparty
risks or could not absorb counterparty losses without triggering a chain
reaction of insolvencies.

A Bankruptcy Code exemption for derivatives, then, offers little help
in alleviating the potential systemic risk associated with the insolvency
of a large derivatives counterparty, and may even exacerbate or create a
systemic risk. The better approach to mitigating possible systemic risk from
a derivatives counterparty failure is to increase incentives for counterparties

8Motion of Enron Corp. [to sell wholesale trading business], In re Enron Corp., No. 01-
16034 (Bankr. SDNY Dec. 14, 2001).

9Order pursuant to sections 105, 363, and 365 of the Bankruptcy Code [approving sale of
wholesale trading arm to UBS Warburg], In re Enron Corp., No. 01-16034 (Bankr. SDNY
Jan. 22, 2004).
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and creditors to use better risk management procedures, either by enhancing
market discipline or by more effective regulatory oversight of regulated
financial institution counterparties. But in the event of a market failure,
central bank intervention may be the only recourse.

3. Why Give Derivatives Counterparties Special Treatment?

If exempting derivatives from the automatic stay does not make much sense
from the perspective of mitigating systemic risk, is the Code’s special treat-
ment of derivatives contracts a mistake — the product of effective political
pressure on Congress by powerful private interests groups? Not necessarily.
In a prior paper (Edwards and Morrison, 2005), we provide an alternative
justification for the Code’s treatment of derivatives.

In particular, in that paper we argue that the Code’s treatment of deriva-
tives is a logical extension of its treatment of cash and cash equivalents. In
particular, derivatives contracts are fungible, replaceable assets much like
cash; indeed, the Code’s definition of cash collateral lumps cash and finan-
cial securities together. Just as a firm’s going-concern surplus will rarely
depend on its cash holdings, its surplus will rarely depend on its deriva-
tives contracts or the collateral posted to support those contracts. If one
contract is canceled, it can typically be replaced with an identical contract.
If a counterparty seizes government securities posted as collateral, these
securities are easily replaced. For this reason, common-pool problems and
other externalities will rarely (if ever) arise when a counterparty cancels a
derivatives contract with an insolvent debtor and seizes collateral.

This view of derivatives contracts and the automatic stay is fairly
straightforward in cases involving financial enterprises, such as hedge funds,
that become insolvent. The assets of these firms consist entirely of financial
contracts. Although much talent and energy may have been spent to assem-
ble and manage its contracts, there is little or no going-concern surplus in an
insolvent hedge fund. If a fund is insolvent, it is because the value of its port-
folio has diminished, at least in the short term. The portfolio may increase
in value in the long term, but this is not a reason to attempt to reorganize the
firm. The firm’s assets are fungible and its long-run potential is not destroyed
when these assets are seized by creditors. Provided the managers can prove
that this long-run potential exists (something the managers would have to
do even if the firm were reorganized under chapter 11), outside investors
would be willing to pay the firm to reassemble the portfolio.
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To be sure, transaction costs will be incurred when the firm reassembles
its portfolio, but the small costs of trading in financial markets seem trivial
compared to the costs that would be borne by counterparties forced to partic-
ipate in the bankruptcy process and continue dealing with a firm that may be
unable to demonstrate its long-run potential. Indeed, if we are wrong about
hedge funds, then broker-dealers too should be treated differently under the
Code and the Securities Investor Protection Act, which automatically lig-
uidate broker-dealers.?’ Finally, while our claim — that the automatic stay
should permit derivatives counterparties to terminate contracts and seize
collateral — is more complicated when applied to nonfinancial enterprises,
such as manufacturing, energy supply, and telecommunications concerns,
we believe it is equally valid.

This argument, obviously, focuses exclusively on the ex post costs and
benefits of the Code’s treatment of derivatives contracts. From an ex ante
perspective, two effects are notable: first, the Code lowers the cost of hedg-
ing risk generally, by reducing costs to counterparties from entering con-
tracts with firms that might suffer distress; second, the Code encourages
rent-seeking behavior by would-be creditors, who have strong incentives
to structure loan agreements as derivatives contracts. Interestingly, both
effects are potentially costly and therefore cut against an efficiency-based
argument in favor of treating derivatives differently.

As to the first effect, the Code undoubtedly reduces the transactions costs
of hedging risk. A counterparty is more willing to enter a derivatives contract
with a firm (or will enter at a lower price) if it can minimize the costs it
may incur if the firm suffers financial distress. The Code reduces these costs
by protecting counterparties against “cherry picking” and by increasing the
speed with which a counterparty can seize collateral (cherry picking occurs
when a debtor firm enforces in-the-money contracts and breaches out-of-
the-money contracts; counterparties to the latter contracts typically become
unsecured creditors and receive pennies on the dollar). Together, these cost-
reducing features of the Bankruptcy Code give derivatives counterparties
strong incentives to enter contracts with firms even if those firms have a
high likelihood of insolvency. Indeed, many economists suggest that the
principal benefit of the Code’s special treatment of derivatives is that it
contributes significantly to the availability of OTC derivatives, increases
liquidity in OTC markets, and lowers the cost of hedging risk.

20See §§ 109(d), 741, et seq. and the Securities Investor Protection Act of 1970, 15 U.S.C.
§ 78111, et seq.
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Increased liquidity does not come free, however. The Code reduces
the transaction costs of hedging risk by placing derivatives counterparties
ahead of other creditors in a bankruptcy proceeding. Counterparties are free
to cancel executory contracts and seize collateral while other contractual
partners are vulnerable to cherry-picking and other secured creditors must
bear some of the costs of the bankruptcy proceedings (including delay in
accessing collateral). The Code, then, redistributes wealth from ordinary
creditors to derivatives counterparties. Ordinary creditors can respond by
increasing the price of credit, which may limit the investment opportunities
of some firms, or by seeking to limit (via contract) a borrower’s access
to OTC markets. But these efforts generate transaction costs, which are
presumably non-trivial (otherwise the Code’s effect on the transaction costs
of hedging is implausible).

We therefore question the net social benefit of increasing liquidity
in OTC markets via redistributive provisions in the Bankruptcy Code.
Enhanced liquidity is undoubtedly a social good, especially when it is
the product of technological innovation (such as the growth of organized
exchanges). It is less obviously a social good when it is the product of a
government subsidy, paid for by other creditors.

The Code’s treatment of derivatives contracts may have other negative
ex ante effects. Most notably, it encourages would-be creditors to switch
to being derivatives counterparties prior to a counterparty’s insolvency. For
example, an existing creditor might take steps to convert its debt contract
into a derivatives contract, or a bank might enter a derivatives contract
instead of lending directly to a firm (as in a total return swap). There are,
in fact, many ways to offer financing through a derivatives contract rather
than an ordinary debt contract, as the ongoing Enron litigation shows.?!
This type of rent-seeking behavior shifts wealth from general creditors to
derivatives counterparties ex post. General creditors may be able to protect
themselves ex ante, by charging higher interest rates as compensation for
the losses resulting from rent-seeking. Other creditors may be unable to
protect themselves, including accident victims (non-consensual creditors).
In addition, the Code may unintentionally alter the debt structure of firms

2ISee, for example, Enron Corp. v. Citigroup Inc., et al., No. 03-09266 (Bankr. SDNY
Sep. 24, 2003); Enron Corp. v. Lehman Brothers Finance, S.A., No. 03-93383 (Bankr.
SDNY Nov. 21, 2003); Enron Corp. v. Barclays Bank PLC, No. 03-93597 (Bankr. SDNY
Dec. 1, 2003); Memorandum of Law in Support of Defendants the Deutsche Bank Entities’
Partial Motion to Dismiss, No. 03-09266 (Bankr. SDNY Feb. 17, 2003).
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towards a greater reliance on derivatives by favoring derivatives counterpar-
ties over other creditors. The implications of such shift for firms and debt
markets are unclear.

4. Conclusion

Our analysis suggests that Congress’s attempt to mitigate systemic risk
in OTC derivatives markets by providing special treatment for derivatives
contracts under the Bankrutpcy Code is unnecessary and misguided. Indeed,
exempting derivatives counterparties from the automatic stay may make
matters worse by increasing systemic risk, as it did in the LTCM case.
This conclusion, therefore, calls into question the accepted rationale for
providing special treatment of derivatives under the Code, and may even
suggest that Congress should repeal the exception for derivatives.

In a prior paper, however, we propose an alternative, efficiency-based,
rationale for treating derivatives differently that has nothing to do with
fear of systemic risk: that derivatives merit special treatment because they,
like cash, are not firm-specific assets. But we recognize that the case for
reordering priorities in bankruptcy to favor derivatives counterparties on
grounds of economic efficiency is an uneasy one, particularly because it is
difficult to evaluate the ex ante inefficiencies of reordering priorities ex post.

Our analysis, however, should give pause to members of Congress and
legislators in other countries, who have been lobbied heavily by special
interest groups (such as ISDA) to expand the special treatment of deriva-
tives. Lobbyists have argued that such legislation is necessary to prevent a
systemic meltdown in OTC derivatives markets should a derivatives coun-
terparty suffer financial distress. Systemic risk may be a real threat, but
bankruptcy law has no role to play in minimizing it.
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Argentina and Uruguay in the 2000s:
Two Contrasting Experiences of Banking
Crisis Resolution
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1. Introduction

Over the last three decades, systemic banking crises have been a recur-
rent phenomenon in Latin America. No country typifies this better than
Argentina, where a “systemic crisis per decade” has characterized the per-
formance of the country’s financial system. Indeed, along with many other
countries in the region, Argentina experienced a severe banking crisis that
started in 1982 and took an entire decade to resolve. In 1994-1995, the
country joined Mexico in facing a banking crisis whose resolution led to
a reduction in the number of banking institutions by about 40 percent.!
More recently, in 2002, Argentina entered into its most severe financial
difficulties ever: a trio of banking, debt and balance of payments crises
that involved the abandonment of a fixed exchange rate system under the
“convertibility law”.

Uruguay has also experienced systemic banking crises in the last
decades. In 1982, the country joined Argentina, Chile, Mexico, and other
Latin American countries that faced severe financial difficulties. In contrast
to Argentina, however, Uruguay’s banking system recovered in the late-
1980s and remained strong during the 1990s. After a decade and a half of
stability, a new major banking crisis erupted in Uruguay in 2002, an outcome

'See Basu et al. (2004) for an analysis of the consolidation of the Argentina banking system
in the second half of the 1990s.
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that has been widely characterized as “contagion” from the Argentina’s cri-
sis. Sharply differing from Argentina, Uruguay quickly solved an emerging
external debt problem.

This paper deals with the recent experience of banking crisis resolution
in Argentina and Uruguay. These two cases are chosen to show that, even
under the very stringent constraints that emerging market economies face
during a banking crisis, these economies can indeed bring their banking
systems back to solvency if they adhere to basic principles of banking crisis
resolution.? The two countries under study displayed important similarities
at the eve of their respective crises but striking differences in outcomes:
While the end of Argentina’s financial problems is not even in sight at the
time of this writing, Uruguay’s banking system is on track, albeit slowly,
toward a recovery. The analysis of the experiences shows that differences
in the regulators’ willingness to adhere to basic principles of effective crisis
management explains to a large extent the sharply contrasting outcomes
between the two countries.

2. Banking Crisis Resolution in Industrial and Latin American
Countries: Similar Principles, Different Constraints

To provide a framework for the analysis of banking crisis resolution in
Argentina and Uruguay, this section answers three questions: (1) What are
the objectives of banking crisis resolution and why should achievement of
these objectives be a priority for Latin American countries facing systemic
banking difficulties?; (2) What are the basic principles that a crisis resolu-
tion program needs to follow in order to meet the desired objectives?; and
(3) What are the differences in constraints between industrial countries and
Latin American economies in dealing with systemic banking crisis?

2.1. The main objectives of banking crisis resolution

Studies of financial systems in Latin America show that the region stands
out for the frequency, depth and costs of its banking crises relative to other
regions of the world.> A number of analysts have attributed the large costs

2Most of the conclusions derived for Latin America also apply to other emerging markets.
See Goodhart et al. (1998).
3See, for example, Rojas-Suarez and Weisbrod (1996) and Rojas-Suarez (2002).



Argentina and Uruguay in the 2000s 367

associated with these crises to the authorities’ long delays in fully recog-
nizing the extent of the problem and the difficulties in setting up a credible
program for crisis resolution.* A central explanation behind these delays
lies in the scarcity of funds available to deal with the problem. After all,
facing severe financial deficiencies in priority areas for development, such
as health and education, why should Latin American congresses approve
the allocation of resources for the solution of banking crises? Although it
is fully agreed that avoiding the eruption of a systemic banking crisis is
a first best solution, if the authorities find themselves facing a crisis, the
critical questions that need to be answered are ones of cost/benefit. Why
should restoring the banking system back to solvency be given the highest
priority? At what cost to society?

To answer these questions, it is important to go back to the basic dis-
tinction between banks and other financial intermediaries. In both industrial
and emerging market economies, banks’ uniqueness, namely their “fran-
chise value” lies in their special power to provide means of payments in
non-cash transactions.”> When a bank customer withdraws funds from his
bank deposit or writes a draft against that account, the bank delivers “good
funds” — namely reserves on deposit held at the bank or at the central bank,
or cash — to the customer or to the bank of the payee named on the draft. In
fact when other liability issuers, such as other financial institutions, promise
to deliver payments, they promise to deliver bank deposits. Thus, as no other
financial institution, banks are at the core of the payment system. A disrupted
or nonfunctioning payment system resulting from a systemic banking crisis
is extremely costly to society, be it an industrialized or an emerging market
economy, as it severely inflates the costs of “doing business” and might even
completely prevent the execution of essential transactions during the pro-
duction/distribution/consumption process, with the consequent detrimental
effects on overall economic activity. Therefore, restoring the functioning of

“Long delays in solving a systemic banking crisis are, of course, not unique to Latin American
countries, as the long process involved in solving the savings and loan crisis in the United
States and the recent crisis in Japan testifies. The reasons behind the delays, however, have
differed significantly between industrial and Latin American countries.

3See Corrigan (1991) for a discussion of the franchise value of banks in the U.S. and other
industrial countries. Rojas-Suarez and Weisbrod (1995) include a similar analysis for the
case of emerging market economies and is the main source of the discussion contained in
this section.
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the payment system needs to be the first objective of banking crisis reso-
lution since an adequate payment system is essential for the appropriate
operation of a market economy.

But, what resources should be used to resolve the banking crisis? When
a large portion of a country’s banking system is threatened with insolvency,
funds set aside to resolve isolated bank failures, such as deposit insurance
funds and emergency central bank credit, are usually inadequate for the task
at hand. Thus, in systemic crises, if the integrity of the banking system is to
be maintained or restored, public funds must often be used to resolve bank
failures. That is, a systemic banking crisis becomes a fiscal problem.

It should be clear, however, that the use of public money to solve a
systemic banking crisis belongs to the family of “second best” solutions. In
an optimal situation, a systemic banking crisis could have been prevented
with some weak banks failing and being replaced or absorbed by other
healthy institutions, perhaps from abroad, in a timely manner. If the cri-
sis is being induced by unsustainable policies at the macroeconomic level,
financial transactions would migrate abroad. The use of public funds to
solve systemic banking crises is justified on two grounds. First, mobility
of bank capital across the world is imperfect and slow due to uncertainties
about the “true” value of the portfolio of banks in trouble. Second, con-
sistent with the argument above, since the Great Depression in the United
States, there has been almost universal agreement that, because banks play
a crucial role in the payment system, and this system still remains in the
national domain in most countries in the world, public funds must be used to
resolve individual bank problems to ensure that a banking system survives
the crisis.

Whether the regulatory system has an explicit deposit insurance pro-
gram or not, inevitably, maintaining the integrity of the banking system
requires that some bank liability holders be protected from the consequences
of bank failure. Hence, the commitment of public funds for restructuring
implies a transfer of resources from the public sector to the banking sys-
tem. The objective of public policy is to ensure that the transfer is limited
to those parties whose protection from bankruptcy is necessary to preserve
the integrity of the banking system. In other words, the second objective of
solving systemic banking crisis should be to minimize the amount of public
funds used in the restructuring process. While this objective is universal, it
is particularly important for Latin American countries facing severe fiscal
budget constraints.
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2.2. Principles for effective banking crisis resolution®

General principles for a bank restructuring program can be derived directly
from the main objectives outlined above. There are three basic principles that
policymakers need to follow when executing a bank-restructuring program
that bring the banking system back to solvency while minimizing the use of
public funds. In all three principles, the common thread is the preservation
or restoration of the payment system.” Just as in the case of the objectives,
the principles identified here apply for both industrial and emerging market
economies.

The first principle relates to the funding needs of a bank restructuring
program. The principle is that a society should exert strong political will to
make bank restructuring a priority in allocating public funds while avoiding
sharp increases in inflation. The importance of avoiding drastic increases
in inflation during a restructuring program for the purpose of preserving the
payment system cannot be overemphasized. Banks’ claim to deliver means
of payment is more credible than claims of other liability issuers partly
because banks maintain deposits at the central bank and have access to a
central bank facility, usually referred to as discount window privileges.? If,
however, the central bank extends large amounts of credit to banks to keep
bank deposits liquid during a banking crisis, inflation would follow and the
franchise value of banks would be severely curtailed; this is so because the
real value of bank deposits would decrease. Hence, funding for a successful
banking crisis resolution needs to come from non-inflationary sources of
funds.’

The second principle is to ensure that parties that have benefited the
most from the risk-taking activities of the banking business bear a large

®This section and the next draws from Rojas-Suarez and Weisbrod (1996).

"The literature on identifying guidelines for effective banking crisis resolution in emerg-
ing markets includes work by Enoch, Garcia, and Sundararajan (1999), and Claessens,
Klingebiel, and Laeven (2001). The conclusions from this research are consistent with the
principles identified in this paper.

8In dollarized emerging market economies, the credibility of banks to deliver means of
payment is largely related to the dollar reserves they keep (either at the bank, at the central
bank or in other financial institutions). In this situation, a central bank’s overall ability to
provide liquidity to banks is constrained by its holding of net international reserves.

9The empirical work by Honohan and Klingebiel (2000) concluded that open-ended liquidity
support to banks during a banking crisis has significantly contributed to escalate the fiscal
costs of crisis resolution around the world.
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portion of the cost of restructuring the banking system. For example, bank
stockholders should be first to lose their investment along with large hold-
ers of long-term liabilities such as subordinated debt. Also, delinquent bor-
rowers must not be given favorable treatment at public expense. In this
regard, “debtor programs” need to be minimized. As evidenced in Rojas-
Suarez (2002), excessive use of debtor programs in a number of Latin
American countries has unnecessarily increased the fiscal cost of banking
crisis resolution.

Indeed, a central component of a successful bank restructuring program
consists in enhancing banks’ abilities to recover trouble loans. Regulators
and supervisors of the banking system must ensure that banks develop pro-
cedures to monitor the ability of their loan customers to deliver cash. Proof
of liquidity by borrowers is a requirement for achieving banks’ solvency on
a sustainable basis. Thus, reconstructing or establishing a good monitoring
system by banks both enhances the capacity of banks to extend sound credit
and protects the franchise value of banks by helping to restore banks’ cred-
ibility regarding their capacity to deliver liquid means of payment. In sum,
executing the second principle not only limits current restructuring costs by
forcing private parties to bear part of the loss, but it also creates incentives
to restrain risk taking in the future, which strengthens the banking system
in the long term.

The third principle is that prompt action should be taken to prevent
problem institutions from expanding credit to highly risky borrowers or cap-
italizing unpaid interest on delinquent loans into new credit. Execution of
this principle implies implementing policies that distinguish between banks
by quality and, therefore, reduces the moral hazard risk in bank restructur-
ings that arises when institutions with low and declining net worth continue
to operate under the protection of public policies designed to maintain the
integrity of the banking system. This principle also implies that, when pos-
sible, insolvent institutions should be removed from the hands of current
owners, either through closure or through sale.

To execute a successful crisis resolution program, policymakers must
faithfully adhere to all three principles. However, the ability of regulators
to carry out these principles is affected by the economic environment in
which they operate. Even if a society has mustered the will to fund a bank
rescue, it may face a resource constraint that is so severe that it jeopardizes
the success of the restructuring program. For example, an economy may
not be able to access debt markets for funds. In this case, to finance bank
restructuring, it may be necessary to reduce fiscal expenditures in other areas
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to avoid inflation. Obviously, as the funding constraint becomes tighter, the
task of assigning priorities becomes more difficult. In what follows, the
paper identifies the major differences in constraints faced by industrial and
Latin American regulators in designing banking crisis resolution programs.

2.3. Differences in constraints between developed and
Latin American countries

Regulators in emerging market economies countries, in general, and in Latin
American countries, in particular, face more extreme constraints for banking
crisis resolution than their counterparts in developed ones. Constraints can
be divided into three categories: (1) availability of financing resources;
(2) availability of markets to sell banking institutions and their assets; and
(3) regulatory independence.

Even if a Latin American country has followed a very conservative fis-
cal policy before the onset of a banking crisis, policymakers face a daunting
task in obtaining adequate funds for a restructuring program. For example,
in contrast to industrial countries, almost no Latin American country pos-
sesses a domestic long-term bond market, although many have access to
international bond markets.!” However access to long-term bond markets
dries up when international markets perceive that a crisis is imminent.

This would seem to leave the issuance of short-term debt as a more
common funding option in Latin America. However, the risk in the short-
term market is that the government must not only cover interest payments
but also principal payments if the debt cannot be rolled over. Thus, the
slightest hint of deterioration in the government’s capacity to service its
debt may shut the government out of the market, which, in turn, increases
the pressure for inflationary finance.

A second constraint affecting the implementation of the principles in
Latin America is the very limited availability of markets for financial insti-
tutions or for financial assets held by these institutions. This is partly a
reflection of the lack of the legal and market infrastructure necessary for
secondary markets to develop. The existence of such markets can be useful
for minimizing public expenditure because they permit private investors to

1Among Latin American countries, Chile stands out for having an incipient domestic market
for long-term bonds.
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recognize the franchise value of a failed bank’s customer base and its distri-
bution system. Revenues from the sale of these valuable assets can be used
to offset public absorption of credit losses.

In contrast to Latin America, markets are large and funding is abundant
relative to the size of the problem in many industrial countries. In these latter
cases, regulators have a wide variety of choices available to resolve banking
problems that can be classified into three broad categories: private sector
merger or sale; takeover and management by the regulatory authorities; and,
as a last resort, bailout of an existing institution with ownership left largely
in place.

Regulatory know how is sometimes in short supply in a number of
Latin American countries as well. However, even in markets with skilled
professionals in bank supervision, if bank regulators do not have political
independence, they may not be able to sell banking properties through arm’s
length transactions. Lack of regulatory and supervisory independence is the
third severe constraint in many Latin American countries getting in the way
of an effective application of the principles for banking crisis resolution.
This problem also arises in the developed world, but it is less important than
in Latin America because other constraints are less severe.

Thus, the constraints on bank supervisors in emerging market
economies make it much more likely that the bailout option is taken in
these countries than in industrial countries. Nonetheless, restructurings,
even under the most severe constraints, are more likely to be successful
if policymakers attempt to enforce the three general principles outlined
above. As an examination of the experiences in Argentina and Uruguay
will reveal, it is the capacity of the authorities to adapt principles to local
conditions, more than the severity of the constraints that often determines
whether a bank restructuring effort will be successful. Table 1 summarizes
the differences in constraints facing policymakers in industrial countries
and in Latin America.

3. The Crises of Argentina and Uruguay in the Early 2000s:
Similar Beginnings, Contrasting Outcomes

The process of banking crisis resolution in Argentina and Uruguay in the
early 2000s serves to exemplify the central theme of this paper, namely, that
adherence to the principles stated above makes all the difference in achieving
results. As this section will show, since the eruption of the banking crisis in
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Table 1. Differences in constraints between Industrialized countries and Latin
America

Constraints Industrialized Countries Latin America
Financing Access to markets remains  Access to international capital
sources during the crisis markets disappears
Markets Domestic capital markets ~ Lack of an adequate legal and
and secondary markets for  judicial infrastructure as well as
long-term assets exist repeated financial crises prevent
secondary assets markets from
developing
Regulatory It is subject to strict In some cases, lack of
independence  standards, through independence is so severe that

scandals eventually occur ~ regulators and supervisors do not
do their jobs, even if adequate
tools are avaliable

Argentina by the end of 2001, authorities have consistently departed from the
principles for effective crisis resolution and, as a result, the banking system
remains largely insolvent when asset valuation is measured at market prices.
In contrast, while still facing important difficulties, regulators in Uruguay
better adhered to the principles and, by mid-2004, the restructuring program
was making important progress in the right direction.

3.1. Origins of the crises and constraints for crisis resolution

Although this paper has not dealt with the causes of banking crises, a brief
discussion of the roots of the Argentinean banking crisis is important to
understand the constraints faced in designing an effective resolution pro-
gram and to contrast them with the constraints faced by the authorities in
Uruguay.

Interestingly enough, there is yet no consensus regarding the origin
of the Argentinean crisis. While some argue that the banking system was
strong all the way until 2001 when the government implemented policies
that severely damaged the banks’ capital base, others argue that the banking
system suffered from important fragilities during the late 1990s that were
bound to emerge if an adverse shock hit the system. The evidence suggests
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that there is truth in both arguments; namely, that while fragilities in the
banking system developed during the late 1990s, policies undertaken by the
government during 2001-2002 completely destroyed the franchise value of
banks by rendering the payment system ineffective.

The increasing fragilities that emerged during the late 1990s were
twofold. First, banking system soundness depended on maintaining the
exchange rate fixed (the convertibility law) because of the large amounts
of banks’ dollar lending to borrowers with peso-denominated sources of
income (in particular loans to the non-tradable sector).There are a num-
ber of arguments explaining this development. The claim here is that the
increasing high exposure to credit risk denominated in foreign currency can
be explained, at least partially, by the government’s offer of a free guar-
antee to the banking system. The free guarantee derived from the promise
of keeping the convertibility law without making it costly for the banks
to extend dollar loans to borrowers with peso-denominated income. This
guarantee implied that a large fiscal contingent liability arose during the late
1990s. It would be hard to argue that banks’ managers and the authorities
were not aware of the augmented risk to the sustainability of the convert-
ibility law, especially after the stream of shocks that affected Argentina’s
competitiveness since the Russian crisis. However, in spite of increased per-
ceptions of exchange rate risk, currency mismatches between banks’ assets
and borrowers’ sources of income continued to increase and the percentage
of dollar-denominated loans in total loans increased from about 63 percent
in 1997 to about 75 percent by 2001. This upsurge occurred without a corre-
sponding increase in the ratio of loan loss reserves even though there was a
significant reduction in the capacity to pay by borrowers resulting from the
economic recession that started in 1999. Under-pricing of credit risk cum
exchange rate risk was an important (and increasing) fragility that paved
the way to the crisis.

The second fragility arose from banks’ increased exposure to govern-
ment risk. Figure 1 shows the evolution of the share of government paper
in banks’ balance sheets since 1990. This share declined significantly up to
1994, increased temporarily as a result of the banking crisis resolution in
1995-1996; but after a partial correction in 1997-1998, the ratio resumed
an upward path and by end-2001 had reached a level close to that in 1990.
Among all types of banks, public banks had the largest share of govern-
ment paper in their assets. While it is true that there was a compulsory
sale of government bonds to banks, this only happened in late 2001. Thus,



Argentina and Uruguay in the 2000s 375

40

35

30

25

20

15 +

10 -
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Figure 1. Argentina: Government liabilities held by banks (as percent of total
assests) (Source: IMF International Financial Statistics (various issues))

partly as a consequence of attempting to keep profitable in a recessionary
period, banks underestimated the risks of holding government liabilities.
This risk increased during the late 1990s and into 2001 as the fiscal balance
deteriorated during the period and the public sector indebtedness increased.

Before the crisis, the full potential adverse effects of these fragilities
were not apparent from the traditional indicators of financial soundness.
On an overall basis, banks did not appear to suffer from undercapitalization
or lack of liquidity. However, as shown in Table 2, banks’ quality differed
significantly according to ownership.'! Public banks not only displayed a
significantly higher ratio of past-due loans to total loans, but also the lowest
ratio of provisioning as indicated by the ratio of loan loss reserves to past
due loans. This underprovisioning overestimated the “accounting capital”
reported by banks.!? The opposite was true for private foreign banks, which
had the strongest indicators in the system. As a result of the recession, bank
earnings remained low for all categories of banks during 2000-2001 and
even became negative for public banks by end-2001.

Data in table 2 covers only the 18 largest banks in the system which by the end of 2001
accounted for about 83 percent of total assets. Analysts’ reports indicate that small banks (not
included in the table) were the least efficient in the system (see Gutierrez and Monte-Negret,
2004).

2Table 2 only reports the ratio of equity to assets. A better indicator of bank capitalization,
the risk-weighted capital to assets ratio, was not available for the different categories of
banks considered in that table.



Table 2. Argentina: Banking soundness indicators by ownership of banks (in percent)

Public Banks Dec-97 Dec-98 Dec-99 Dec-00 Mar-01 Jun-01  Sep-01  Dec-01
Past-due loans/Total credits 15.97 14.03 16.76 18.08 20.37 13.30 15.70 16.86
Loans loss reserves/Past due loans 52.00 68.89 59.31 58.36 59.50 61.46 70.97 68.57
Liquid assets/Deposits 15.40 13.26 12.61 11.15 10.14 1343 14.08 7.49
Net Interest Margin 3.03 3.38 3.29 3.71 0.67 2.04 2.84 3.38
Equity/Assets 11.84 9.64 8.77 9.51 9.58 9.42 10.52 9.50
ROA 0.53 —0.03 0.10 0.19 —0.57 0.02 0.01 —0.48
Loans in dollars/Total loans 63.95 70.42 71.54 73.37 74.11 68.95 70.25 77.50
Private Domestic Banks Dec-97 Dec-98 Dec-99 Dec-00 Mar-01 Jun-01 Sep-01  Dec-01
Past-due loans/Total credits 6.97 6.29 6.52 8.17 8.82 8.28 9.86 9.68
Loans loss reserves/Past due loans 75.52 89.14 83.41 75.11 71.42 77.78 75.21 76.25
Liquid assets/Deposits 18.60 17.33 12.89 9.54 11.39 18.51 22.63 17.54
Net Interest Margin 4.03 5.06 4.57 421 4.42 4.75 5.33 3.50
Equity/Assets 18.23 17.44 16.73 13.26 13.80 15.13 16.63 18.53
ROA 1.30 1.39 1.31 —0.96 1.27 1.41 1.41 0.55
Loans in dollars/Total loans 61.53 62.60 63.05 67.61 66.95 67.05 63.77 75.65
Private Foreign Banks Dec-97 Dec-98 Dec-99  Dec-00 Mar-01 Jun-01  Sep-01  Dec-01
Past-due loans/Total credits 3.83 4.29 441 5.59 5.66 5.80 6.19 5.89
Loans loss reserves/Past due loans 64.67 85.40 89.94 85.51 84.91 85.88 83.79 100.58
Liquid assets/Deposits 18.73 10.96 10.75 9.09 10.86 19.80 17.44 22.50
Net Interest Margin 4.01 3.97 4.17 4.26 4.47 4.55 5.25 5.66
Equity/Assets 13.19 8.61 8.20 8.33 8.24 8.53 10.20 9.91
ROA 1.21 0.64 0.61 0.87 0.92 0.87 0.86 0.01
Loans in dollars/Total loans 69.42 68.85 68.86 55.60 67.13 68.50 48.29 70.65

Source: Salomon Smith Barney and Central Bank of Argentina
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The combination of a growing stock of public debt, increasing overall
fiscal deficits and no signs of economic recovery during 2001 fueled per-
ceptions of government default and abandonment of convertibility. As these
perceptions threatened to expose the risks in the banks’ balance sheets, a
significant withdrawal of deposits took place during that year. Consistent
with quality differentials between categories of banks, the deposit outflow
was especially large in the two major public banks, which accounted for
a large fraction of the deposit base. By the end of 2001 the banking sys-
tem lost about 20 percent of deposits. As a response to the deposit loss, in
December 2001, the government imposed limits on withdrawals of deposits
to 250 pesos (dollars) per week per account. This measure came to be known
as the “corralito”.

It is interesting to note that although the market price of sovereign debt
sharply decreased in market value during 2001, this was not reflected in
banks’ balance sheets because of accounting practices that did not require
registering public debt in banks’ books at “market value”. The truth of the
matter is that, from an economic — rather than accounting — perspective,
bank capital significantly decreased in value throughout 2001.

Depositors’ fears were validated during January 2002 when the gov-
ernment declared default and devalued the peso by 29 percent. In February
2002, a “dirty floating” exchange rate regime was implemented.

Thus, in early 2002, Argentina found itself with a currency crisis, a debt
crisis, and a banking crisis. On top of the economic and financial difficulties,
the country was in the middle of a severe political crisis that had manifested
itself, among many other events, in the resignation of President de la Ria
in December 2001. This complex situation meant that any process of bank-
ing crisis resolution was to face unusually severe constraints. The funding
constraint was particularly severe as the default on its external obligations
implied a total exclusion of Argentina from the international capital mar-
kets. The sharp recession, which further accentuated during 2002, reaching
adecline in the rate of growth of economic activity of over 10 percent, added
to the funding constraint as the government was unable to collect sufficient
revenues to allocate to the resolution of crisis.

As will be discussed below, the initial steps taken by the authorities
after the default further tightened the constraints for banking crisis reso-
lution, especially with regards to the treatment of foreign banks, which in
the past (Argentina 1995 and Chile 1984) had played an important role
in bringing the system back to solvency. Moreover, regulatory indepen-
dence, a necessity for credible restructuring programs had been significantly
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Table 3. Uruguay: Banking soundness indicators, 2001 (in percent)

Total Public Private
Nonperforming loans/Total loans 17.9 39.1 5.6
Provisions/Nonperforming loans 49.7 39.2 91.7
Assets/Capital 16.7 12.2 223
Capital/Risk adjusted assets 11.8 17.5 7.6
ROA (after tax) —-2.3 —4.5 —-0.9
Liquid assets/Deposits 15.9 20.9 13.6
Loans in dollars/Total loans 80.6 56.0 93.0

Source: IMF (2003).

weakened during 2001 with the limitations imposed to the autonomy of the
central bank and the dismissal of its president.

The effects of the crisis in Argentina had adverse consequences on
Uruguay’s banking system, mainly because about 40 percent of the banks
deposits in Uruguayan banks were held by Argentines. Following the impo-
sition of the corralito in Argentina, Argentine depositors in need of cash
began to withdraw their funds in Uruguay. This led to a fall of about
12 percent of total deposits during the first two months of 2002.

While the withdrawal of deposits by Argentines was a severe shock to
the Uruguayan system, a full-fledged crisis might not have erupted if the
shock had hit a stronger banking system. Table 3 shows some indicators of
banking soundness by end-2001, at the eve of the Argentine shock. While
liquidity and capital ratios appear adequate for both public and private banks,
the ratio of nonperforming loans was extremely high for the group of public
banks (almost 40 percent) and these loans were severely underprovisioned.
As discussed above, this means that the economic value of capital for the
group of public banks was much lower than the reported accounting capital.
Public banks’ share in total assets of the banking system was 41 percent at
the end of 2001. As in the case of Argentina, foreign banks were the best
performers among banks in the private sector.

In terms of fragilities, while the Uruguayan banking system did not have
asignificant exposure to government risk (government debt as a ratio of total
assets was less than 3 percent in 2001), it suffered from the same problem of
currencies mismatches discussed for the Argentine case. About 80 percent
of total loans were dollar-denominated and half of the dollar-loans were
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extended to borrowers with Uruguayan peso-denominated income. An addi-
tional source of fragility was the large political interference in the lending
practices of the two large state-owned public banks, who also had the largest
credit exposure in dollar loans to non-tradable sectors, such as the agricul-
ture and the mortgage sectors The weak indicators of bank soundness for
this group of banks reported above are consistent with lending practices
motivated by political decisions rather than by market assessments of bor-
rowers’ quality. Finally, unexposed malpractices in a segment of the private
sector banks added to the financial fragilities.

The initial withdrawal of deposits resulting from contagion in Argentina
was followed by additional withdrawals from Uruguayan residents who
feared that the banking system was facing solvency rather than liquidity
problems. These fears were exacerbated by Uruguay’s downgrade from
investment grade status and by the depreciation of the exchange rate that
followed the capital outflows associated with the withdrawals by Argentine
depositors. The exchange rate depreciation, in turn, curtailed borrowers’
capacity to repay dollar-denominated loans, further weakening the banking
system. During April-May 2002, the system lost an additional 20 percent
of deposits. By the end of July, total withdrawal of deposits had reached
42 percent.

Did the Uruguayan authorities face constraints as severe as those in
Argentina for implementing a banking crisis resolution program? The major
differences were not in terms of traditional macroeconomic indicators. For
example, by the end of 2001 both countries were in the midst of a sharp
recession and had severe fiscal imbalances. (By the end of 2002, the con-
solidated fiscal deficits as percentage of gross domestic product (GDP) in
Argentina and Uruguay were 5.9 and 4.1 respectively; in addition, during
that period, the ratio of public sector debt to GDP was about 60 percent
in Argentina and 54 percent in Uruguay). This data indicates that neither
country was in a sound position to allocate fiscal funds to the resolution
of the banking crisis. However, the crucial difference between Argentina
and Uruguay regarding their access to sources of funds for crisis resolution
lied in the willingness of the multilateral organizations to provide financial
support to Uruguay. There were two major reasons for this outcome. The
first is that the crisis in Uruguay was perceived as contagion from Argentina.
The second, and perhaps more important reason, is that Uruguay did not
default on its external debt obligations with the private sector and instead
kept a market-friendly approach to creditors that eventually culminated in
a successful debt exchange in May 2003.
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An additional important difference in terms of funding constraints is
that, as will be discussed below, the Uruguayan authorities were able to
persuade the headquarters of foreign banks to recapitalize their branches and
subsidiaries, while policy decisions by the Argentinean authorities penalized
foreign banks. Moreover, constraints for effective resolution of banking
problem were eased somehow in Uruguay by reinforcing regulatory and
supervisory institutions soon after the eruption of the crisis. In contrast,
they were weakened in Argentina.

3.2. Initial responses to the banking crises: Did they adhere
to the principles?

As has been forcefully stated in this paper, the payment system is at the core
of banks’ businesses and defines the franchise value of banks. Policies in
Argentina in the pre-devaluation period weakened significantly the effective
functioning of the payment system by freezing deposits and imposing tight
controls on cash withdrawals (the corralito). Banks’ soundness was also
hampered by an exchange of government bonds held by banks for illiquid
government bonds in November 2001.'3

As a full-blown banking crisis erupted following the devaluation/
default, policy actions further accentuated the problem and violated all
principles for effective crisis resolution.'# First, the government imposed an
asymmetric pesification of bank assets and liabilities. Dollar-denominated
loans were converted into pesos at the pre-devaluation exchange rate of 1 to 1
while dollar-denominated deposits were converted into pesos at the rate of
1.4 pesos per dollar. This policy had severe consequences for banks’ capital
and drastically violated principle 3 by exacerbating the potential costs of
crisis resolution. Moreover, since foreign obligations remained in foreign
currency, while loans were pesified, a large foreign currency exposure was
introduced in banks’ balance sheets.'

BFor an analysis of policies affecting the banking system in the pre and post devaluation
period, see LASFRC (2002).

4This paper does not discuss all policy actions taken during this period. A comprehensive
analysis of measures taken from 2001 to 2003 is contained in Gutierrez and Montes-Negret.
De la Torre and Schmukler (2002) discuss the situation of the banking system prior to the
crisis and the measures taken during 2001.

3This contrasts significantly with the policy actions of the Chilean authorities in 1984—
1985 and the Brazilian authorities in the pre-devaluation period of 1999. In both cases, the
authorities placed large amounts of dollar-denominated or dollar-linked bonds in the banks
in order to cover the foreign-currency exposure created by the devaluation.
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Second, a tighter freeze was imposed on time deposits since the author-
ities focused on containing deposit losses rather than restoring the solvency
of the banking system. In the so-called corralon the use of time deposits
in transactions was limited and their maturity was forcefully restructured.
These actions violently contradicted principle 2 as they severely penalized
depositors, who had no part in the eruption of the crisis. In addition, banks
lost their franchise value as the payment system became totally impaired.
The freezing of deposits and pesification brought about tremendous pub-
lic discontent and major disputes between the Executive Branch and the
Supreme Court.

Penalizing of depositors through freezing of accounts is not new.
Mexico used a similar strategy with dollar-denominated deposits (known as
petro-dollars) during the debt crisis of 1982. The financial disintermedia-
tion that followed contributed to a series of consecutive crises that ended in
the major disruption in 1995, the so-called tequila crisis. In contrast, also in
the early 1980s, the Chilean program attempted to recover depositors’ con-
fidence in the banking system by preserving the real value of the deposits.
Because of the high costs on depositors, the initial policy responses to the
Argentina crisis of 2001 look quite similar to Argentina crisis of 1982.16

Third, in February 2003, the government introduced exchange and cap-
ital controls in its additional attempts to contain deposit loses and limit the
effect of the outflows on the exchange rate. This further complicated banks
operations as payments abroad needed the approval of the Central Bank.
The combinations of all the measures described above implied a breaching
of existing contracts and significant legal uncertainty and prompted head-
quarters of foreign banks to deny financial support to their branches and
subsidiaries.

By mid-2002, the payment system was completely inoperative and bank
loans portfolios continued to deteriorate as no restructuring program was in
place.!” Adhering to principle 1 was not among the authorities’ priorities.

In contrast to developments in Argentina, since the beginning of the
crisis the Uruguayan authorities gave priority to preserving the payment
system and containing depositors’loss of confidence. However, an important
mistake of the initial policy response was to treat the crisis as a “liquidity”
rather than as a “systemic solvency” problem. As such, the main efforts
focused on the provision of liquidity by the central bank to the banks through

16See Rojas-Suarez (2004).
"In early 2002, Congress suspended for 6 months legal actions by creditors to collect on
their debts. This further undermined the value of contracts and creditors’ rights.
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the wide variety of instruments at the disposal of the Central Bank to perform
its role as a lender of last resort.!®

During the three waves of bank runs from February to June 2002, the
central bank provided significant liquidity assistance, especially to those
banks identified as critical for the functioning of the payment system.!?
This group of banks included the two public banks (BROU and BHU),
four private banks (Banco de Crédito, Banco de Montevideo, Caja Obrera
y Comercial), and some cooperatives. Foreign banks self-financed their
deposit outflows with liquid assets held abroad.

However, in spite of a widening of the crawling exchange rate band,
the provision of liquidity translated into large losses in foreign exchange
reserves, a weakened exchange rate and an increase in the inflation rate. As
international reserves experienced a sharp fall, markets fears of a potential
outcome similar to Argentina intensified. Moreover, the credibility of the
central bank as an effective lender of last resort lost credibility since the ratio
of international reserves to deposits plummeted. Throughout this period,
the Uruguayan authorities made significant efforts in differentiating their
policies from those in Argentina. Thus, pesification, corralito, and default
on external debt were not among the options considered.

Still under the assessment of a liquidity crisis, the authorities created
in June 2002 the Fund for Fortifying the System of Banks (FFSF). This
fund, initially funded with IMF resources, aimed at complementing the
liquidity provision of the central bank. As some banks were experiencing
solvency problems, the fund was also designed to provide capitalization
support. However, soon after its creation, it became apparent that the size
of the FFSF was not sufficient to deal with the problems at hand. With
international reserves at levels below $1 billion, it finally became apparent
that the banking system was experiencing a systemic solvency crisis. In

3These instruments included advances in pesos, an automatic overdraft facility, rediscount
of central bank certificate of deposits and sales of government and central bank paper.
YDuring the first wave of bank runs, Banco de Galicia-Uruguay, a subsidiary of an
Argentinean bank was not able to respond to deposit withdrawals due to the constraints
on the movement of flows by its headquarters imposed by the Government of Argentina.
The Uruguayan authorities suspended the operations of Banco de Galicia-Uruguay. During
the same period, Banco Comercial, the largest private bank in the country, was also subject
to massive deposit withdrawals due to its financial relations with a liquidated Argentinean
bank and the uncovering of irregularities in managerial practices. This bank was recapital-
ized with funds provided by the Government of Uruguay and the three foreign shareholders
(Chase Manhattan, Dresdner Bank and Credit Suisse First Boston).
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July 2002, the central bank had to intervene in Banco Comercial, Banco
Montevideo, Caja Obrera, and Banco de Credito. On July 30, 2002 a bank
holiday was declared and the beginning of a comprehensive restructuring
program (to be discussed below) was set in place.

3.3. The implementation of the restructuring program in Uruguay
and the (lack of) program in Argentina

As discussed above, initial measures taken by the Argentinean authorities
aggravated rather than improved the solvency of banks. Moreover, by means
of challenges on constitutional grounds, the so called amparos, many depos-
itors whose time deposits had been reprogrammed were able to obtain com-
pulsory repayment by banks at the prevailing market exchange rate (which
had reached levels above 3 pesos to the dollar at times in 2002) rather than
the initial rate that was used for the reprogramming (1.4 pesos to the dol-
lar). The exchange rate differential generated further losses for banks that
remain to be compensated.

As discussed in Gutierrez and Montes-Negret (2004) the run on the
banks stabilized in mid-2002 due to a number of measures including the
capital controls, the gradual lifting of the corralito and voluntary swaps of
time deposit for government bonds (BODEN). However, a serious and com-
prehensive program for bank restructuring has not yet been put in place to
address the solvency issues still faced by banks. In sharp violation of prin-
ciple 2, treatment to banks has not been discriminated according to quality.
Indeed, the early provision of liquidity and rediscounts by the Central Bank
favored public banks, which, as shown in Table 2 were the weakest group
of banks in the system at the onset of the crisis.

While the story of the current banking crisis in Argentina is still unfold-
ing, two crucial pieces of evidence indicate that, in spite of the stabilization
of deposits, the banking system remains in serious condition. The first is that
holdings of government bonds by banks are not measured at market value,
artificially inflating the value of their assets. As long as the public external
debt problem remains unsolved, it would be very difficult to restore bank
solvency. The reason is that the deteriorated perceptions of risk as reflected
by the extremely high spreads on sovereign debt (Figure 2) will keep the
market value of bonds at very depressed levels. This is true for domestic
and foreign public bonds since both are liabilities of the same borrower:
the Argentine government. Moreover, as the process of “compensation” for
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Figure 2. Uruguay and Argentina EMBIG spreads (June 2001 = 100) (EMBI+
for Argentina and EMBIG for Uruguay. (Source: Bloomberg.))

Table 4. Argentina: Composition of deposits by ownership of banks
(in percent)

Dec-01 Dec-02  Dec-03  Jun-04

Public banks 35.73 45.51 50.66 51.03
Private domestic banks 17.83 14.64 13.32 18.79
Private foreign banks 46.44 39.85 36.02 30.18
Total 100.00 100.00 100.00  100.00

Source: Central Bank of Argentina.

bank losses associated with the asymmetric pesification and the amparos
advances, banks’ exposure to government risk would increase. Thus, from
the perspective of this analysis, no permanent resolution to the banking
crisis can take place without a resolution of the external debt crisis.

The second fact is that there has been a significant and steady shift, in
terms of market share, of deposits from private foreign banks to public banks
(see Table 4).20 This indicates that depositors are not exercising market
discipline in their choices of financial institutions. Instead, based on the
recent experience, depositors are basing their actions on the belief that the

20This point is also advanced in Gutierrez and Montes-Negret (2004).
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government will favor public banks. The lack of a restructuring program is
therefore leading to an adverse selection problem and intensifying the moral
hazard problem typical of banking systems where adequate regulatory and
supervisory practices are not in place.

In contrast to the Argentinean corralito, which failed to stop deposit
withdrawals and brought about riots and generalized public discontent, the
bank holiday imposed in Uruguay on July 30, 2002, was short-lived (only
four business days) and allowed sufficient time to secure “credible funds”
to finance the implementation of a comprehensive restructuring program.
The success of the strategy to stabilize deposits was rooted in the ability
of the Uruguayan authorities to quickly negotiate an IMF Program for the
purpose of: (1) funding the Fund for the Stability of the Banking System
(FSBS) with sufficient resources to fully back U.S. dollar sight and saving
deposits of major domestic banks; (2) reprogramming the maturities of U.S.
dollar time deposits of the public banks; and (3) restructuring intervened
domestic banks.?!

The shift in gears in the policy actions of the Uruguayan authorities
from a program designed to use central bank liquidity as a major source of
funding to a program aimed at restructuring the banking sector with non-
inflationary funds was in compliance with principle 1 for successful crisis
resolution. In addition, the actions taken to liquidate insolvent banks with-
out unduly penalizing depositors were a strict adherence to principle 2. In
early 2003, the Nuevo Banco Comercial was created with the good assets of
three liquidated banks. The new bank was designed as a fully commercial
bank, temporarily owned by the government, but under private manage-
ment. If, as planned, the bank is successfully privatized in the near future,
principle 2 would be reinforced. It is important to note, however, that at
the time of the writing, the privatization efforts were suffering important
delays.

The extent to which principle 3 is fully achieved will depend on the
pending issues regarding the restructuring of the public banks and the dis-
posal of the remaining assets from the liquidation of insolvent banks. A plan
for restructuring BROU, the major public bank, was finalized in December
2003. The plan aims at increasing the viability of the bank through a decrease

21'The reprogramming of U.S. dollar time deposits at public banks involved increasing matu-
rities of up to three years. Repayment of 25 percent of principal was to take place in the
first year, another 35 percent after two years and the remaining 40 percent after three years.
Programmed deposits of BHU were placed at BROU.
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in operating costs and a redirection of its activities towards business seg-
ments where it has a comparative advantage. The importance of improving
the soundness of public banks in Uruguay cannot be overstated. As shown
in Figure 3, the rate of growth of deposits in the banking system has recov-
ered from the sharp plunge in 2002 and has remained highly positive since
2003. However, public banks had gained market share in terms of deposits.
It is, therefore imperative to consolidate the viability of these banks if the
restoration of the banking system is to become a permanent achievement.

In the meantime, the markets have rewarded Uruguay’s compliance
with the principles for effective crisis resolution. As shown in Figure 2, after
skyrocketing during mid-2002, spreads on sovereign bonds have decreased
significantly and are approaching pre-crisis levels. Moreover, in October
2003, Uruguay regained access to the international capital markets and was
able to place a $200 million issue of three-year, peso-denominated, inflation
indexed bond. These developments sharply contrast with those in Argentina,
where spreads remain at extremely high levels.

4. Concluding Remarks

After reviewing the contrasting experiences of banking crisis resolution in
Argentina and Uruguay in the early 2000s, five major lessons emerge. First,
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a good banking crisis management must begin with three basic principles:
muster the political will to channel noninflationary funds to solve the crisis;
ensure that parties responsible for the crisis bear most of the costs of restruc-
turing; and take prompt action to prevent problem banks from expanding
credit to delinquent borrowers. The key for a successful program is a strong
commitment to adherence to the three principles, even under stringent con-
straints, including loss of access to the international capital markets. The
Uruguayan experience evidences this.

Second, the experiences show that attaining sufficient political will to
give priority to a prompt and effective resolution of the banking crisis is the
most difficult challenge to overcome. As the recent experience in Argentina
demonstrates, political pressures tend to impede the implementation of a
successful restructuring program. The delays and failures of implementation
simply raise the cost of crisis resolution.

Third, large holdings of government debt in banks’ balance sheets intro-
duce an important source of fragility in the banking systems of emerging
markets. This is because an increase in the government default risk lowers
the market value of government debt, weakening the asset value of banks.
As the Argentina case demonstrates, the resolution of its banking crisis can
not take place without a resolution of the country’s external debt crisis.

Fourth, a crisis should be used as an opportunity to strengthen super-
vision and improve the quality of bank management. This was the strategy
followed by Chile in 1984 and by Argentina in 1995. In this regard, the
backslide of depositors’ confidence associated with the current process of
resolving financial difficulties in Argentina is extremely disappointing. In
contrast, the improvement in supervisory practices under an International
Monetary Fund program is benefiting the long-term stability of the banking
system in Uruguay.

Fifth, foreign banks can play an important role during systemic bank-
ing crisis in two forms: First, to the extent that they are perceived as rel-
atively stronger than local banks bank runs might be contained to a shift
of deposits from local to foreign banks, limiting capital flight. Second,
experience demonstrates that if the policies of the local authorities aim at
preserving the payment system and achieve a rapid resolution of the crisis,
headquarters of foreign banks can provide lender of last resort facilities to
their subsidiaries and even capitalization funds, limiting the cost of the cri-
sis. The experience in Uruguay is a case in point. In contrast, Argentina’s
adverse policies towards foreign banks have further tightened the country’s
financing constraint to resolve its banking difficulties.
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A policy question that comes out of these conclusions is what authorities
can do to ease constraints in order to reduce the cost of resolving banking
crises. The only certain means of loosening constraints in Latin America is
to build credibility in policies and institutions, which takes time. Even poli-
cies that are designed to reduce constraints directly, such as forced savings
schemes, can only work when authorities pursue policies to build credibility.
For example, mandatory pension funds can be useful as a means of relaxing
funding constraints. However, these programs will work only if investors
have some confidence in the economy. If policies are volatile and institu-
tions weak, some investors will react to forced savings plans by removing
funds from voluntary savings vehicles, such as bank deposits. Nonetheless,
forced savings can improve funding options if introduced when institutions
and markets are clearly becoming more stable.

How can authorities know that the constraints for resolving banking
difficulties have been eased? A clear market signal for regulators is that
funds markets do not dry up in a crisis — a feature present today primarily
in industrial countries.
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Comments on Lessons from Case Studies of
Large Insolvencies

Paola Sapienza*
Northwestern University

The papers in this session address a very important topic. In the last 20 years
there were an impressive number of banking and financial crises all over
the world. Caprio and Klingebiel (1997) identify 112 “systemic” banking
crises in 93 countries and 51 “borderline” cases in 47 countries since the
late 1970s. On average, the costs of these crises were estimated to be about
12 percent of the countries’ gross domestic product (GDP). By looking at the
resolution of past crises, can we learn something about the characteristics
of good resolution procedures? What are the common problems that arise
in these crises?

While the episodes analyzed by these three papers are very different,
they underlie that the main source of systemic risk comes from the fact
that in financial institutions a fraction of demandable deposits (or claims)
are used to finance long-term illiquid activities. This special feature of the
banking system makes the implementation of a bankruptcy procedure very
complex. The success of a resolution procedure depends on its ability to
reduce the exposure that the claim of each stakeholder has to the actions
of other claim holders. The three papers describe three cases in which the
correlation among creditors’ actions and claims was very high. Interestingly,
the correlation between the various actions of the claim holder in these
examples was high either because there were some preexisting conditions,
or because the resolution of the crises through various institutional actions or
regulation, as for example in the Long-term Capital Management (LTCM)
case, increased the correlation among the creditors claims.
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1. BCCI & Barings: Bank Resolutions Complicated
by Fraud and Global Corporate Structure,
by Richard J. Herring

In July 1991, the Bank of Credit and Commerce International (BCCI) failed
because of widespread fraud. BCCI’s complex structure consisted of a hold-
ing company, incorporated in Luxembourg, and two main subsidiaries incor-
porated in the Cayman Islands and Luxembourg. BCCI had branches in over
70 countries, with the offices in the UK being branches of the Luxembourg
subsidiary. Its principal shareholders were in Abu Dhabi. Rather than using
its own funds for proprietary trading, BCCI used depositors’ money to fund
their trading activities. When this trading resulted in large losses, they were
covered up with more fictitious loans. In this particular case, there was not
a systemic risk threat, which made the resolution easier. But interestingly,
the case suggests that there was a huge coordination failure among super-
visory authorities, and also that the differences in the bankruptcy codes of
the various countries created conflicts of interest between the claim holders
and also potentially wrong incentives for the supervisory authority. Herring
points out that the U.S. supervisory authorities had increased the capital
requirements on the U.S. subsidiaries. Some of those funds were closed by
international depositors because in some countries the single-entity doc-
trine would apply. The single-entity doctrine created a conflict of inter-
est between various claim holders because the single-entity doctrine could
cause a branch to be closed in one country by the supervisory authority of
another. Interestingly, the features of this resolution made claims of various
depositors more interdependent than they would have been with a clearly
specified insolvency regime. Also, these differences across legislation cre-
ate not only a potential free-ride problem among depositors, but also among
regulators.

The Barings’ debacle was also caused by fraud. However, unlike BCCI
the failure of Barings was attributable to fraud by one individual (a form of
operational risk). Herring describes that most of the tensions in the Bar-
ings case occurred when Barings entered bankruptcy administration on
February 27, 1990. During that period counterparties found their positions
frozen and they could not liquidate them or transfer them. This fact is inter-
esting as it relates to the paper by Edwards and Morrison that I will discuss
later. Edwards and Morrison claim that the fact that U.S. counterparties to
derivative contracts are not subject to automatic bankruptcy created most
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of the systemic risk in the LTCM case. Herring claims that the absence of
this feature in the Barings case was the main problem in the bankruptcy
procedure. It would be interesting to understand what is different in these
two cases and why the authors reach such different conclusions.

2. Derivatives and Systemic Risk: What Role can
the Bankruptcy Code Play? By Franklin R. Edwards
and Edward R. Morrison

Edwards and Morrison use the LTCM case to discuss the bankruptcy code
special treatment of derivatives under Chapter 11. In the U.S. counterpar-
ties to derivative contracts receive special treatment and can terminate con-
tracts and seize collateral if they are owed money (derivatives contracts are
exempted from the automatic stay).

The rationale for this rule is that prompt liquidation of the contract
could avoid systemic risk. In principle, the rule would make sense if the
counterparties to the derivative contracts are so large that forcing them into
an automatic stay would prompt a systemic crisis. Edwards and Morrison
make the opposite claim. In fact, the U.S. Bankruptcy Code’s special treat-
ment of derivative contracts generated the risk of a “run” on LTCM. For this
reason, Edwards and Morrison claim the Federal Reserve Board intervened
in the LTCM case. The fear that under Chapter 11 derivative counterparties
could run on LTCM and generate a systemic crisis was in fact generated by
the special treatment of derivatives under Chapter 11.

It seems to me that the question on whether the special treatment of
derivative contracts under Chapter 11 exacerbates systemic risk or reduces
it depends on the relative size of the derivative counterparties and the hedge
fund. It would be interesting to understand whether the LTCM case would
generalize in the future.

3. Argentina and Uruguay in the 2000s: Two Contrasting
Experiences of Banking Crisis Resolution,
by Liliana Rojas-Suarez

In this case too, at least some of the differences between Argentina and
Uruguay seem to point at the way claims of different creditors were linked



394 P Sapienza

together. Rojas-Suarez mentions Argentinean banks were very exposed to
governmentrisk. The central government and several Argentinean provinces
had severe exposure to the banking system. This feature of the Argentinean
banking industry implied that, when one specific province’s finances deteri-
orated, the claims of the other provinces became riskier affecting the overall
risk of the bank and the other claim holders. The paper is similar to the other
two as it highlights that the main failure in the Argentinean crisis was the
inability to isolate the solvency of the banking system from the solvency of
the government.

The paper also emphasizes that the absence of credible bankruptcy
procedures may result in ill-conceived resolutions because the bankruptcy
procedure lacks coordination of actions of the various functional regulators
within, as well as across, countries.
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The Reserve Bank of New Zealand’s Creditor
Recapitalization (BCR) Project: An Option for
Resolving Large Banks?

Ian Harrison*
Reserve Bank of New Zealand

1. Introduction

Subsequent to the Asian crisis, the Reserve Bank of New Zealand undertook
areview of its crisis management policies and instruments. One of the major
issues that was confronted was how to deal with the failure of a large bank in
a way that would be consistent with the bank’s general approach to banking
supervision (which requires shareholders and creditors to bear the cost of a
failure), while keeping the cost of the failure within acceptable limits.

The context in which this review was undertaken is a small banking
system (17 registered banks with total assets of around NZ$220 billion)
serving a population of four million. Fifteen of the banks (with 98 percent
of total assets) are foreign owned. Ten of these operate as branches.

The system is relatively concentrated with the four largest banks (which
are defined as systemically important) accounting for 85 percent of total
assets and 90 percent of retail deposits. The assets of the single largest bank
are equivalent to 55 percent of gross domestic product.

On the funding side, the system is distinguished by a relatively low
proportion of retail funding (43 percent) and a high proportion of foreign
funding (37 percent), much of it from parent banks.

The New Zealand system of banking supervision is distinguished by
more reliance on disclosure and on directors’ attestations and less on direct
supervisory oversight and rules than most foreign regimes. The incentives
for bank creditors to impose market discipline on banks are heightened by
the absence of a deposit insurance regime and regular public statements
that neither the government nor the Reserve Bank guarantees deposits in
the banking system.
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For the market-incentive approach to banking supervision to work, the
possibility that a large bank could fail, and that depositors could lose some
of their money, has to be credible. However, the “too-big-to-fail” doctrine
will have credence if people believe that a government will always bail out
a large bank because the repercussions for the wider economy would be too
great and uncertain, and/or the government would be unwilling to have the
funds of several hundred thousand depositors tied up for months, or even
years, in a conventional liquidation.

What is required is an intermediate option between some form of bank
bailout and a liquidation, which places the cost of a failure on shareholders,
depositors and other creditors, but reduces the cost of the failure by mini-
mizing disruptions to the payments system and bank customers’ access to
liquidity.

2. The BCR Option

The proposed solution to the problem is the “haircut”, or BCR (bank creditor
recapitalization), option. The essential idea in BCR here is that once a
bank is placed in statutory management (which freezes all of the bank’s
liabilities), a haircut is applied to the bank’s liabilities which, in effect,
recapitalizes the bank and provides a further buffer for unforeseen losses
and other eventualities. Creditors would retain a residual claim on the haircut
portion of their funds and would eventually receive back the portion that
was not absorbed by losses and other expenses connected with the failure.

Initially, the bank’s key transactions, savings and term deposit accounts
would suffer a haircut (other liabilities would remain frozen) and the bank
would reopen to conduct its core banking business within a short time frame.
Individual customers would have access to their transaction and savings
accounts and (some credit facilities) at that point. The non-haircut portion
of most other liabilities would be successively released in succeeding weeks.

The key advantages of a BCR, compared to a conventional statutory
management, are that the payment system will be back to functioning, in a
near normal mode, within a short period (possibly the next business day),
and that creditors’ liquidity will not be tied up for a long period. It may be
also possible to preserve some of the bank’s franchise value, which will help
reduce, or even eliminate, creditor losses. A well-structured and understood
failure management regime will also provide more certainty to survivor
banks and other creditors and reduce the potential for widespread systemic
disruption and adverse reaction by depositors and investors.
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Compared to a bailout, the key advantages are that the cost of a failure
is borne by the shareholders and creditors of the failed bank, rather than
by the taxpayers, and that the integrity of the current supervisory regime
is preserved. The precedent and moral hazard costs of a taxpayer funded
bailout are avoided.

While the BCR is simple in concept, it is not trivial to execute in a
technical sense. While most of the problems could be addressed by the
application of sufficient resources, the Reserve Bank has been conscious of
the cost of installing and maintaining the necessary systems and procedures
that would make the choice of the BCR in a crisis situation a practical option.
At present the New Zealand banking system is sound and the probability
of a bank failure for the foreseeable future is small. Part of the challenge
is to develop a BCR option that is cost effective given the New Zealand
situation.

3. Developing the Option

To see if it is possible to develop a reliable and affordable BCR option, the
Reserve Bank has spent considerable time working on the concept. There
has been extensive work within the Reserve Bank; the concept has been dis-
cussed with New Zealand’s systemically-important banks; and the Reserve
Bank has worked closely with one of those banks on a pilot scheme to
assess the nature and cost of the IT functionality that would have to be
pre-positioned within a bank for the BCR to be a practical option.
The key conclusions from this process are as follows:

e [t should be technically possible to apply a haircut and reopen a
large New Zealand bank within 24 hours.

e It will be necessary to pre-position some IT functionality within
each bank to do so. This functionality would allow the statutory
manager to haircut current and savings accounts and term deposits.
It appears that this pre-positioning could be achieved at a moderate
cost.

e The Reserve Bank, the failed bank, surviving banks, and relevant
payment switches would need to have a comprehensive and mutu-
ally consistent set of business continuity plans in place to manage
the failure event. These plans would have to be periodically tested
and updated. Developing these plans is the major challenge in mak-
ing the BCR a viable option.
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e The statutory manager would need effective legal and practical con-

trol over the bank’s key business processes and management. Over
recent years several systemically-important banks have outsourced
key management and IT functions to their foreign parent banks
and it is not clear that a statutory manager would have the practical
capacity to implement a BCR within the desired timeframe because
of this. The Reserve Bank is now developing an outsourcing policy
that is intended to ensure that essential failure management capac-
ities would be available to a statutory manager.

e It would be necessary for the non-haircut portion of liabilities to be

guaranteed by the government. Otherwise creditors would be likely
to withdraw their funds immediately they get access to them and
there would be a risk that the bank would fail a second time once
it reopened.

e The BCR process has to be robust to a closure at anytime during

the banking day. Because the main New Zealand banks are foreign
owned, New Zealand may not necessarily have the luxury of placing
a bank in statutory management at the technically most convenient
time.

4. The Structure of the BCR Process

While all of the details of the BCR option have not been settled, the key
elements of the model can be broken down into the following phases:

(1) Imposition of statutory management and closure of the bank;
(2) Imposition of the haircut on transaction and savings accounts and term

deposits;

(3) The bank re-opens for core transactions business;
(4) Imposition of haircut on other liabilities; and
(5) Decisions on future operations and restructuring path are made.

4.1. Imposition of statutory management and closure of the bank

Once the bank is placed in statutory management, all of the bank’s liabili-
ties are frozen. It is important to the haircutting procedure that the closure
is effective. That is, funds should not be credited to, or paid-out from,
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accounts after the time the bank is placed in statutory management, but
before the haircut is imposed. The reason is that the bank’s liabilities, at
the time the bank is placed in statutory management, can legally be subject
to a haircut. However, obligations entered into after the point of statutory
management must be paid in full. If pre- and post-statutory management
obligations become intermingled before the haircut is imposed, this is not
necessarily fatal to the BCR concept, but it does complicate its execution.
Uncertainties as to the status of payments and the whether they are subject
to a haircut would generate considerable confusion amongst bank creditors
and discredit the BCR process.

Thus it is important to the success of a BCR that the legal status of all
payments (particularly payments in deferred settlement systems) are known
with certainty; that there are clear and robust procedures for managing those
payments within the BCR; and that the rules of the game are perceived to
be fair and can be easily communicated to the customers of the failed bank
and to surviving banks.

Payments in the two high-value wholesale systems are settled on a real-
time gross basis across exchange settlement accounts at the Reserve Bank.
The status of these payments is not expected to cause any difficulty. The
retail payment systems, however, are settled on a net deferred basis at the
end of each banking day. The failure to settle rules of these systems have
long been perceived by the Reserve Bank as being insufficiently clear or
robust to deal with a bank failure situation. The New Zealand Bankers’
Association is currently reviewing these rules and the Reserve Bank will
be working with the banks to ensure that the new rules and procedures are
consistent with a BCR.

The pilot project showed that effectively closing a bank is not a simple
matter and that procedures for doing so would have to be pre-positioned in
every systemically-important bank and tested regularly.

The pilot also suggests that the best way to obtain legal certainty as to the
legal status of retail transactions at different times on the failure day may be
to amend the Reserve Bank Act to give the statutory manager legal power to
assign transactions to pre and post failure categories. The alternative, which
is to ascertain the legal status of all transactions under current law and then
build the BCR processes around these understandings would be extremely
complex and might still leave considerable uncertainty as to the status of
transactions. It might also be difficult, if not impossible, to build a workable
and efficient haircut mechanism around the existing legal structure.
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4.2. Imposition of the haircut on transactions accounts
and term deposits

The haircut process for most retail accounts is relatively straightforward. It
is a matter of reading the balance of each account at the point of failure,
calculating the haircut from that balance, debiting the account and transfer-
ring the haircut funds to a shadow account. The pilot project showed that
it is easier to embed this process within the existing structure of transac-
tion processing rather than constructing an entirely new framework. This
means that the haircut would have to be applied as part of the conventional
overnight processing round and the freed-up accounts would be available
to depositors sometime in the next business day. The functionality to give
effect to the haircut would have to be pre-positioned. The pilot project sug-
gests that building and positioning the haircut modules would not be overly
expensive.

The timing of the process means that only a limited amount of time
would be available to make an assessment of the size of the required haircut.
In some cases there might only be a few hours. This means that the initial
haircut would be conservative with a substantial buffer added to a first very
rough assessment of possible losses. The haircut module would have the
capacity to return any “excess’ haircut to depositors in subsequent days and
weeks as the bank’s financial status becomes clearer.

The haircut would preserve, as much as possible, the ranking of creditors
that would apply in a conventional liquidation. Secured creditors should be
able to be paid in full while subordinated creditors would not receive any
payment until the unsecured creditors were paid in full.

4.3. The failed bank reopens for core transactions business

To ensure the bank can re-enter the payments system relatively seamlessly
it will be necessary to ensure that there no legal or other impediments to it
doing so. For example, changes might need to be made to payment system
rules and the impact of the statutory management and BCR on other com-
mercial arrangements such as credit card franchise agreements would have
to be understood.

A further key issue is what services beyond simple access to account
balances will be provided and when these services will be brought on stream.
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4.4. Imposition of the haircut and other liabilities

Non-deposit liabilities would remain frozen until their haircut had been
applied. A priority order would have to be established for these liabilities
that would take into account the importance of releasing certain types of
liabilities and the complexities in doing so.

In principle, other liabilities, including off-balance-sheet liabilities,
would be treated the same way as deposits: the size of the liability at the
point of failure would be established; the standard haircut would be applied;
and the appropriate sum placed in a haircut account. The balance would be
then paid out. While the intention is to treat all unsecured creditors equally,
there may be some cases where it may not be appropriate to apply a hair-
cut. This may be because the amounts involved are small and not worth the
effort, or because application of the haircut may pose problems for the post-
haircut operation of the bank. The statutory manager is not legally obliged
to haircut all liabilities equally, or at all. As a general proposition, however,
there would have to be a good reason not to apply a haircut to a particular
set of liabilities, particularly if the amounts involved were material. Once
an exception is made it risks unwinding the perceived fairness of the whole
exercise and would set up pressures for exceptions to be made for other
classes of creditors.

4.5. Decisions on future operations and restructuring path

Work will be undertaken to define what set of banking services will always
be provided when the bank is re-opened and what other services might be
provided depending on the position of the bank and other circumstances at
the time of the failure.

A bank can exit the BCR/statutory management in the following ways:

e Liquidation,

e Restructured to become a stand-alone bank with creditor
shareholders,

e Sale to new owners, or

e “Repurchase” by the parent.

The BCR is compatible with all of these exit routes.
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5. An Example of a BCR

The following sets out a simplified example of a BCR. The first figure shows
the bank’s pre-failure balance sheet where it is adequately capitalized. The
second shows the situation after there has been a shock to the bank’s loan
assets that reduces their value by 15 percent. The third shows the balance

sheet after a haircut (in this case 30 percent) has been applied.

Assets Liabilities
Loans 20 Deposits 18
Other liabilities 0.5
Sub. debt 0.5
Equity 1
20 20

Figure 1. Pre-shock balance sheet (billions of dollars)

Assets Liabilities
Loans 17 Deposits 18
Other liabilities 0.5
Sub. debt 0.5
Equity )
17 17

Figure 2. Post-shock balance sheet (billions of dollars)

Assets Liabilities
Loans 17 Free deposits 12.6
Free other liabilities 0.35
Haircut accounts (current value)
Deposits 3.95
Other liabilities 0.10
17 17

Figure 3. Post 30 percent BCR balance sheet (billions of dollars)
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6. Risks in Implementing a BCR

The BCR is a complex mechanism and could pose a number of technical
and policy risks if it were deployed. Some of these risks include:

e Technical failure. The pre-positioned IT functionality required to
impose the haircut on most liabilities may not have been adequately
tested and may not work as designed. It may not be possible to
implement the haircut in the planned time frame. The haircut may
have to be abandoned (with the government probably having to bail
the bank out) or the bank would reopen later than promised, which
might discredit the process.

o Administrative failure. The BCR requires the timely implementa-
tion of a number of pre-positioned plans and will require significant
capacity to deal with the unexpected. This might place excessive
pressure on the bank management and on the statutory manager’s
and Reserve Bank’s capacity to cope.

e Implications for surviving banks and the New Zealand “name”.
If a bank is subject to a BCR then this will impact on the mar-
ket’s assessment of likely government support for surviving banks,
which could be destabilizing in some circumstances. It might also
make foreign investors more nervous about being exposed to New
Zealand risk more generally.

e Policy U-turn. If a government changes its mind on the merits of the
BCR option after the process has begun and decides to bail the bank
out, the overall costs of the crisis will be higher than if the haircut
had not been attempted. Placing the bank in statutory management
will release counterparties from certain contracts (such as hedging
arrangements) which are valuable to the bank and there will be
some damage to the value of the bank’s franchise from being in a
failure situation even for a small period of time.

e Fiscal risk. Theinitial haircut could be too small and the government
may have to pick up the shortfall.

7. The Status of the BCR

While the pilot project has delivered some promising results no decision
has been made, as yet, on whether to proceed to the implementation phase.
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If a BCR model is implemented then it will be an addition to the Reserve
Bank’s failure management tool-kit rather than a replacement for existing
options.

The idea of pre-committing to use the BCR in all failure situations has
been considered but rejected. The arguments for pre-committing are that it
would further underpin the New Zealand approach to banking supervision
by making it clear that there would be no resort to a bailout in a banking
crisis, and that it would reduce uncertainty as to the Reserve Bank’s and
government’s approaches in a crisis situation.

However, it would not be possible or credible to pre-commit all future
governments to a particular approach to handling a bank failure situation.
The decision to apply the BCR framework, or an alternative approach, would
be for the government of the day to determine, after consultation with the
Reserve Bank and other relevant agencies.

*lan Harrison is special adviser in the Financial Stability Department at the Reserve Bank of
New Zealand.



Planning for Efficient Resolution

Nobuo Inaba*
Bank of Japan

1. Introduction

Japan has been suffering from enormous difficulties in its financial system
since the early 1990s, epitomized by the sheer size of nonperforming loans
and the malfunctioning of the banking system. The decade-long struggle to
restore the soundness of the financial system, however, is finally reaching
the concluding stage. The soundness of the financial system has improved
as bank restructuring progresses and the economy recovers.

During the last decade of financial difficulties, we experienced a number
of bank failures. The toll of failed financial institutions amounted to 20 banks
and 161 cooperative banking institutions. The cost incurred by the bank fail-
ures, measured by the cumulative financial assistance given by the Deposit
Insurance Corporation to make up the net losses of the failed banks, reached
$170 billion or almost 4 percent of nominal gross domestic product (GDP).

2. Resolutions of Large Financial Institutions

Table 1 shows the major failures of large financial institutions in Japan.
Long-term Credit Bank of Japan (LTCB), whose assets were
$240 billion, failed and was temporarily nationalized in October 1998. It
was the largest bank failure ever to have been seen in Japan. The resolution
required extreme delicacy and care in order to wind down, in an orderly
fashion, large derivative contracts of $463 billion on a notional basis. The
nationalized bank was sold to a U.S. investment fund afterwards.
Yamaichi Securities, one of the four biggest securities firms in Japan,
with clients’ assets of $203 billion, was closed down and dissolved in
November 1997. It operated in a wide range of securities markets and
owned a number of banking subsidiaries abroad. The resolution testified

407
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Table 1. Major failures of financial institutions

(Date of Asset Size/Net  Major Characteristics ~ Resolution
Failure) Losses
Long-term $240 billion One of three e Nationalization
Credit Bank  $30 billion long-term credit e Soldtoa U.S.
of Japan banks investment fund
(Oct. 1998) Large derivative
contracts:
$463 billion
Yamaichi $203 billion One of four biggest e Orderly wind-down
Securities (Clients’ securities firms e Close down and
(Nov. 1997)  assets) A conglomerate dissolve
$1 billion with banking Bank of Japan’s
subsidiaries in provision of
U.K., Germany, etc. liquidity
Hokkaido- $82 billion One of city banks Business transfer to
Takushoku $16 billion located in North Pacific Bank
Bank (Nov. Hokkaido (a regional bank in
1997) Significant negative Hokkaido) and
impact on the entire Chuo Trust

region

Bank of Japan’s
provision of
liquidity

to the difficulties involved in the orderly unwinding of cross-border trans-
actions on a real-time basis. It required global engagement and the coop-
eration of our fellow central bankers and regulators around the world. This
case demonstrated that a large and complex financial institution could be
successfully resolved.

Hokkaido-Takushoku Bank was a city bank in Hokkaido, in northern
Japan, with assets of $82 billion. It was the dominant bank in the region.
When the failure of the bank was made public in November 1997, something
close to panicked fear about the prospects of the entire Hokkaido region took
hold, and business activities were on the verge of suspension. In this case,
the bank’s regional operations were assumed by another bank in the region
and nationwide operations were assumed by a major bank.
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3. Systemic Transmission

According to our experiences in Japan, systemic risk, in a broad sense, has
four channels of transmission.

The first is the knock-on effect through failures of payments/
settlements. In the cases of Yamaichi and LTCB, the systemic effect through
cross-default clauses was one of the major concerns. The second is the
drying-up of liquidity in the interbank markets. The third is the break down
of credit relations. Note that the borrower firms’ credit relations with a
failed bank cannot be instantly replaced by an equivalent new relation-
ship with another bank, given the presence of information asymmetry. The
negative impact on credit relations was a serious source of concern when
Hokkaido-Takushoku bank failed. The fourth is the loss of confidence in the
financial system and in the whole economy. Note that the period of financial
disturbances witnessed intense withdrawals of deposits and an increase in
cash demand. Under such circumstances, Japanese banks were reluctant to
extend new loans and the “credit crunch” became a serious issue. We also
observed significant loss of confidence from both consumers and producers.
More serious output losses might have materialized if the situation had not
been well managed.

A characteristic of Japan’s financial difficulties was that we had to place
overriding priority on containing systemic risk under the extremely vulnera-
ble economic conditions. The negative impact of the bursting of the unprece-
dented large asset price bubble in the early 1990s seriously damaged the
balance sheets of banks and firms. Meanwhile, the forces of globalization
were putting compelling pressure on many Japanese industries to carry out
structural changes, and loans to borrowers who had lost their competitive
edge turned increasingly into nonperforming loans on banks’ books. In such
circumstances, what we confronted was not just bank failures, but risks that
could trigger a collapse or a paralysis of the whole economy. The cost of
the materialization of systemic risk undoubtedly overwhelmed the cost of
moral hazard.

4. Role of the Central Bank

Here, I would like to briefly mention the role of the central bank and mone-
tary policy. The central bank has the capacity to quickly respond to a fragile
financial system through the provision of liquidity as the lender of last resort
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and via other central bank services. Therefore, once a crisis emerges, the
central bank’s role is essential for containing systemic risk. In fact, during
the last decade the Bank of Japan has provided special loans to 21 distressed
financial institutions as the lender of last resort, on each occasion giving
careful consideration to issues of moral hazard for all parties involved. We
have established and made public four conditions as shown below.

(1) There must be a strong likelihood that systemic risk will materialize,

(2) There must be no alternative to the provision of central bank money,

(3) All relevant parties are required to take clear responsibility to avoid
moral hazard, and

(4) The financial soundness of the Bank of Japan itself must not be impaired.

In addition to the lender of last resort function, the Bank of Japan
has made every effort to contain systemic risk by keeping stable money
market conditions through careful monetary operations. On each occasion,
we closely monitored financial markets to analyze whether tensions in the
financial system would generate a systemic impact through the channels
I mentioned earlier. On the basis of such analysis, we carefully selected
the means of liquidity provision to the markets, taking into account the
uneven liquidity positions among major market participants at times of
stress. Quantitative monetary easing, which was introduced in March 2001
to stimulate economic activity, has also contributed to the mitigation of lig-
uidity constraints on banks and to the maintenance of market stability. These
experiences suggest that the thoughtful implementation of monetary policy
and money market operations can contribute to financial crisis management
while minimizing moral hazard.

5. Current Framework for Resolution

In response to the series of failures of financial institutions over the last
decade, we have built a framework for bank resolution. It is based on the
Deposit Insurance Law amended in 2000. Table 2 gives an outline of the
relevant schemes. These are purchase and assumption (P&A), the pay-out
scheme, and the systemic risk exception. Each involves a clearly defined
modus operandi. In the case of the P&A, we have established precisely
defined model procedures, which cover the closure of a failed bank on
Friday night through to the resumption of relevant operations on Monday
morning. The pay-out scheme is geared towards sudden bank failures and is
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Table 2. Resolution schemes in Japan

Procedure Loss Sharing
P&A e Announcement of failure on e Public: pay-out costs
Purchase & Friday evening e Shareholders: lose the
Assumption e Administration by Financial value of their shares
Administrator e Managers: lose their jobs
e Reopen on Monday morning etc.
e Business transfer to the bridge e Depositors: lose a part of
bank uninsured deposits
e Business transfer to the e Creditors: lose a part of
assuming bank their credits
Pay-out e Announcement of failure
e Administration by Financial
Administrator
e Repayment of insured
deposits

not selected in cases of standard failure because it is generally more costly
than the P&A scheme.

In cases when systemic concerns arise, the Financial System Manage-
ment Council is called. This council is chaired by the prime minister and
its members include the Governor of the Bank of Japan. It decides whether
a specific case justifies systemic risk exception, namely whether it could
trigger extremely serious disruptions in either nation-wide or region-wide
financial order. In such an instance, the Council has the power to decide on
(a) capital injection; (b) financial assistance in excess of the pay-out cost
limit; or (c) temporary nationalization. (see Table 3).

I would like to emphasize that the above mentioned framework is set
up so as to be applied with a high degree of comprehensiveness, clarity, and
swiftness. In particular, loss-sharing among different stakeholders, includ-
ing the public sector, is clearly formulated. These features are essential to
enhance the efficiency of the resolution as well as to restrain moral hazard.

Although the framework is firmly established, it has not yet been fully
tested as our policies for the financial stability have been implemented
in an environment where deposits are fully or partly guaranteed even for
uninsured depositors. This guarantee, which is applied for the current and
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Table 3. Systemic risk exception — Financial System Management Council

Solvency/Specific Loss Sharing
Cases
Capital injection solvent e Public: (injected capital)
Resona (May 2003) e Others: none
Financial assistance insolvent e Public: pay-out costs +
in excess of pay-out in excess of pay-out costs
cost limit e Shareholders: lose the

value of their shares

Temporary insolvent e Managers: lose their jobs
nationalization Ashikaga (Nov. 2003) etc.
e Depositors and creditors:
none

ordinary deposits, is scheduled to be lifted next April. The post-guarantee
environment will present fresh challenges for the appropriate employment
of the resolution framework.

6. Toward more Efficient Resolution in the Future

Finally, I would like to very briefly touch upon some major points that look
toward more efficient resolution in the future. There remain three major
tasks that require our continued attention.

The first is to be adequately equipped for the resolution of large and
complex financial institutions that operate across business lines and across
national borders. As this issue has already been intensively discussed in
the previous sessions, I will content myself with simply pointing out the
issue here.

The second task, which is absolutely fundamental to efficient resolu-
tions, is the accurate evaluation of the balance sheets of financial institutions.
This is a precondition for the appropriate choice of a resolution scheme
and the realization of a private sector solution. All of us, and resolution
practitioners in particular, recognize the far-reaching difficulties involved
in capturing the true state of financial institutions even with the most sophis-
ticated methodologies for credit evaluation and risk management.
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The third task is to improve our ability to analyze systemic implications.
This includes obtaining a better understanding of the mechanisms through
which systemic crises materialize, as well as maintaining a constant aware-
ness of the sources of vulnerability in the financial system and the economy.
This is crucially important when determining whether or not a particular
case has systemic implications, as this critical judgment also determines the
cost of the resolution.

In concluding, I would like to say that not only microprudential over-
sight of financial institutions but also more comprehensive and deeper
macroprudential analysis are essential to achieve the above mentioned tasks.
As a central banker, I am convinced that accomplishing this will be among
the major challenges facing central banks over the coming years.

*Nobuo Inaba is an executive director responsible for financial stability at the Bank of Japan.
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Resolving a Large Bank: The FDIC’s Perspective

Arthur J. Murton*
Federal Deposit Insurance Corporation

I applaud the Chicago Federal Reserve Bank for holding a conference on
systemic financial crises and resolving large bank insolvencies, and I want
to thank the organizers of the conference for giving me an opportunity to
speak. This topic is an important one, and it is especially important to the
Federal Deposit Insurance Corporation (FDIC). A key feature of the U.S.
deposit insurance arrangements is the role of the FDIC as receiver of failed
banks. This results in a bankruptcy mechanism for banks that is separate and
distinct from the normal bankruptcy code. Therefore the ability to manage
a large bank failure effectively is central to the FDIC’s mission.

Andrew Crockett gave us an excellent overview of the issues covered by
this conference. He stressed the need for prevention, responding to stress,
and the resolution of problem situations. His comments aligned well with
the changes in the regulatory framework since the U.S. banking crisis during
the late 1980s and early 1990s.

There have been a number of developments in financial markets and
regulation in recent years that have improved financial stability. With respect
to prevention, there have been important changes in prudential supervision.
We have shifted our focus to “risk-based” supervision; there is now more
emphasis on using market information in the supervisory process; and the
Basel Il capital rules will improve the alignment between bankers’ incentives
and the goals of banking regulators.

In terms of responding to stress, one major development has been the
prompt corrective action (PCA) framework established by Congress through
the FDIC Improvement Act of 1991. The guiding principle here is that quick
and forceful responses to problems reduce the costs of providing a financial
safety net.

415
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How well have risk-based supervision and PCA worked in recent years?
Suppose thatin 1995, someone had painted the following scenario. The U.S.
would suffer a large stock market decline, there would be an extreme cycle
of boom-and-bust in the technology sector, and there would be severe finan-
cial crises on three continents. In addition, the U.S. economy would expe-
rience a significant corporate sector recession featuring what is arguably
an overextended household sector. Given these circumstances, one might
have anticipated significant banking problems. Instead, over the past decade
the U.S. banking industry was a source of strength to the economy and the
FDIC’s insurance losses were remarkably low.

Having touched on prevention and response to stress, I’1l spend the rest
of my remarks on the topic of resolving a large bank insolvency.

If a large bank were to fail, banking regulators would face an important
trade-off between short-term stability and long-term moral hazard concerns.
A resolution method that minimizes disruption in the short term may exac-
erbate long-term moral hazard concerns, and it will probably not be the
least-cost resolution.

In the 1980s, the FDIC concentrated on minimizing disruption in the
short term. With the passage of the FDIC Improvement Act (FDICIA) in
1991, Congress sent a clear signal to shift our emphasis toward minimizing
costs — and effectively toward a heavier emphasis on long-term moral
hazard concerns. I believe this is a healthy shift, and this has been reflected
in the FDIC’s operating procedures.

The primary tool for this change is the least-cost test. One way to look at
the least-cost test is in terms of a bank’s balance sheet. On the asset side the
FDIC’s goal is to maximize our return. We were doing that before FDICIA,
and we do it now. On the liability side, a big question we face relates to the
distribution of losses across creditors. Which creditors do we expose to the
risk of loss, or, as Randy Kroszner put it, who has “skin in the game”?

When Continental Illinois failed in 1984, the FDIC protected all
creditors — even the subordinated debt holders at the holding company.
Only the stockholders suffered losses. At that time the FDIC’s resolution
options were limited: In practice, the choices were to close the bank and
pay out depositors, or render open-bank assistance. After the Continental
Illinois episode, the FDIC asked Congress for a new tool, bridge bank
authority, and received it in 1987.

Both First Republic (March 1988) and the Bank of New England
(January 1991) were resolved using bridge bank authority. At First Republic,
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all the bank’s creditors were protected, but the creditors and stockholders of
the holding company suffered losses. At Bank of New England, all depos-
itors and qualifying financial contracts (QFCs) were protected, but losses
were imposed on most general creditors and on creditors and stockholders
at the holding company.

All of these resolutions pre-dated FDICIA. Since the implementing
regulations for FDICIA were in place, the FDIC has strictly adhered to the
least-cost test. There have been no large failures since then.

So, how would the FDIC respond if a large bank were to fail today?
The first major decision would be whether to invoke the “systemic risk”
exception. The systemic risk exception may be undertaken if the least-cost
transaction poses a systemic risk (“would have serious adverse effects on
economic conditions or financial stability”’) and a non-least-cost transaction
would mitigate that risk. In addition, there is a significant approval and
review process required.! We think it is unlikely that the systemic risk
exception would be invoked. But even if it were, the FDIC could still impose
losses on the bank’s creditors.

We expect that the bank would be closed, and that it would reopen as
a bridge bank on the following business day. The bank’s operations would,
for the most part, continue in the bridge bank. On the failure date, all the
assets and liabilities would first be placed into receivership. Then the assets
and the claims of some of the creditors would be transferred to the bridge
bank. Normally the creditors whose claims are transferred to the bridge
bank would be protected from future losses. The big question would be to
determine which credits would be placed in the bridge bank, and which
would remain in the receivership and suffer losses.

Under the least-cost test, this would hinge on the bank’s liability struc-
ture and the anticipated value of the bank’s assets. Losses would be imposed
in the following order:

(1) Equity,

(2) Subordinated debt,
(3) General creditors, and
(4) Depositors.

I'The systemic risk determination can only be made by the Secretary of the Treasury, after it
is approved by a two-thirds majority of the FDIC Board and the Federal Reserve Board, and
after consulting with the President. See Federal Deposit Insurance Act, Section 13(c)(4).



418 A. J. Murton

Liabilities Assets

Equity
Subordinated
debt

General =
. .

creditors
£

Book
value

Deposits

Market value

Secured debt

Figure 1. Hypothetical insolvent bank

Losses would normally not be imposed on secured claims except in
situations where the collateral is insufficient.

Figure 1 depicts a hypothetical insolvent bank.> On the left, it shows
the liability structure of the bank in the order of payment in the event of
failure (equity, at the top, is paid last). On the right, it depicts the book value
and market value of assets.

This hypothetical bank holds relatively few deposits and a substantive
amount of general creditors and subordinated debt. Asset losses are very
large. Therefore, at failure, 100 percent losses will be imposed on equity
holders, subordinated debt holders, and general creditors; partial losses will
be imposed on uninsured depositors.

Figure 2 presents the bank if the asset losses were less severe. In this
case, uninsured depositors would be made whole. The holders of equity and
subordinated debt would suffer 100 percent losses, and general creditors
would suffer partial losses.

We have run some scenarios for the largest U.S. banks to get a sense
of whether the FDIC would be required to impose losses on uninsured

2This example is for illustrative purposes only. The magnitudes involved do not represent a
specific bank or the FDIC’s expectations for a large bank failure.
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Figure 2. Hypothetical insolvent bank with less severe asset losses

depositors at failure. Assuming a loss rate of 5 percent to 10 percent, the
answer is frequently unclear: it will depend on the specific circumstances at
the time of failure. If the asset value and liability structure lead to uninsured
depositor losses, the FDIC would face an operational challenge in separating
insured and uninsured deposits. This is a challenge that we are actively
addressing.

The least-cost test will also influence the FDIC’s treatment of QFCs.
Prior to FDICIA, the FDIC has protected these claims by placing them all
in the bridge bank. One should not assume that the same treatment would
occur under the least-cost test. Like the question of whether the FDIC will
impose losses on uninsured depositors, the least-cost treatment of QFCs
will depend on the particular circumstances. The FDIC will be looking at
the value of the portfolio to the creditors. If there is no clear value to them,
then they are likely to be left behind in the receivership, where losses will
be imposed as appropriate.

This discussion provides some insights into the FDIC’s expectations.
We believe the FDIC has an effective set of legislative and regulatory tools.
We have been working with other banking regulators and the industry to
prepare for the operational challenges that would undoubtedly be present.
We are also prudently planning so that we can effectively and efficiently
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carry out a core piece of our mission — resolving the failu