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Since the beginning of the financial cri­
sis in 2008, the EU has made substan­
tial progress in drawing conclusions 
from the lessons learned and in finding 
an answer to the question as to how to 
regulate, supervise and govern the 
financial sector more effectively. With 
the establishment of the Single Supervi­
sory Mechanism (SSM) and the as­
sumption of supervisory responsibility 
for banks in the euro area by the Euro­
pean Central Bank (ECB) in November 
2014, on the one hand, and the trans­
position of the Bank Recovery and 
Resolution Directive2 (BRRD) into 
national law by the beginning of 2015, 
on the other, two key elements of the 

banking union that will add a new 
dimension to banking supervision in 
Europe have come into effect only 
recently.

A lack of adequate tools to deal with 
unsound credit institutions and to min­
imize negative repercussions by pre­
serving banks’ systemically important 
functions when insolvency occurs had 
been observed in many EU Member 
States. That made it necessary for sev­
eral governments in the EU to inter­
vene in their financial sectors in order 
to stabilize banks. More than 100 EU 
banks, which accounted for around 
25% of the banking system’s total as­
sets, received state aid, and 22 Member 
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States provided aid in support of the 
financial sector.3 Hence, the aim was to 
break the link between banks and 
sovereigns, and to put an end to the old 
paradigm of bank bail-outs. 

Beginning in 2008, the European 
Commission reacted promptly to the 
crisis and developed a comprehensive 
framework of rules for crisis-related 
state aid that defined general conditions 
under which Member States could sup­
port banks. In 2013, the European 
Commission decided to strengthen 
these rules with a further Communica­
tion4 requiring banks to elaborate re­
structuring plans before recapitaliza­
tion measures can be authorized and, in 
the event of capital shortfalls, banks’ 
shareholders and subordinated credi­
tors to assume a first part of the burden 
before banks can ask for public funding.

Even though the European Com­
mission launched a first consultation on 
an EU framework for cross-border cri­
sis management in the banking sector 
at the beginning of 2010, a harmonized 
regime ensuring that shareholders and 
creditors bear losses first, and thus 
minimizing the cost for taxpayers, 
while preserving financial stability, did 
not come about, and reaching common 

agreement for the BRRD at the Euro­
pean level took almost five years.

That was why many EU Member 
States decided in the meantime to adopt 
bank recovery and resolution tools of 
their own, with the drawback of creat­
ing different national regimes to handle 
crisis situations. However, the BRRD 
will bring harmonization to this area as 
of January 1, 2015.

The perceived need for an instru­
ment that allows a direct recapitaliza­
tion of banks at a supranational level has 
been a driving force behind the whole 
move toward a banking union. Euro­
pean leaders considered an EU institu­
tional architecture and regulatory 
framework comprising, in particular, 
the SSM,5 the BRRD, the Single Reso­
lution Mechanism6 (SRM) and amend­
ments to the Deposit Guarantee Schemes 
Directive7 (DGSD), to be a prerequisite 
for any financial backstop, via the es­
tablishment of the European Stability 
Mechanism (ESM), that might be used 
if national funding were to prove insuf­
ficient for dealing with domestic chal­
lenges. Consequently, in June 2014, the 
EU Member States came to a prelimi­
nary agreement on the future ESM 
direct recapitalization instrument.

3 	 See Almunia, J. 2014. “Some highlights from EU competition enforcement”. Speech presented by the Vice- 
President of the European Commission responsible for Competition Policy. Florence. September 19. Available at 
http://europa.eu/rapid/press-release_SPEECH-14-608_en.htm?locale=FR.

4 	 Communication from the Commission on the application, from 1 August 2013, of state aid rules to support mea-
sures in favor of banks in the context of the financial crisis (2013 Banking Communication).

5 	 Council Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on the European Central 
Bank concerning policies relating to the prudential supervision of credit institutions. The SSM was established to 
align supervisory responsibility at the European level and to reflect that EU financial markets are highly 
integrated and interconnected, with many institutions operating extensively across national borders. The Regula-
tion grants the ECB authority to supervise the banking sector in the euro area and to ensure that a single rulebook 
for financial services is applied in a coherent and effective manner and that credit institutions are subject to 
supervision of the highest quality.

6 	 Regulation (EU) No 806/2014 of the European Parliament and of the Council of 15 July 2014 establishing 
uniform rules and a uniform procedure for the resolution of credit institutions and certain investment firms in the 
framework of a Single Resolution Mechanism and a Single Resolution Fund.

7 	 Directive 2014/49/EU of the European Parliament and of the Council of 16 April 2014 on deposit guarantee 
schemes to amend Directive 94/19/EC.
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The forthcoming establishment of 
the SRM will further reduce differ­
ences between national resolution rules 
in the euro area and will address the 
lack of unified decision-making for the 
resolution of banks. That will mean a 
break with the past where banks oper­
ating across borders were international 
in life, but national in death.

1  Key Elements of the BRRD

The BRRD comprises three key ele­
ments that provide authorities with a 
set of tools to intervene in an institu­
tion in different phases, and sufficiently 
early and quickly, to ensure the conti­
nuity of the institution’s critical eco­
nomic functions. The first element 
consists of an improvement of preparatory 
and preventive measures to the effect that, 
on the one hand, institutions are re­
quired to draw up recovery plans and 
outline possible measures they them­
selves will take to restore their finan­
cial position, including support through 
institutional protection schemes (IPSs)8 
or measures based on intragroup 
cross-border support agreements.9 On 
the other hand, newly established reso­
lution authorities will have to prepare 
for future crisis situations by drafting 
resolution plans10 and to ensure, inter 
alia, by setting a minimum require­
ment of own funds and eligible liabili­
ties (MREL),11 the resolvability of an 
institution, so that the impact of its fail­
ure on the economy and financial sys­
tem is minimized. Resolution plans 

will be drawn up for each institution or 
group, and will provide a roadmap of 
actions to be taken when the respective 
institution fulfils the prerequisites for 
resolution. Such plans shall be scenar­
io-based and updated at least once a 
year. If the resolution authority is not 
convinced that a smooth market exit is 
possible, it has various powers for 
removing material impediments, in­
cluding the right to require the institu­
tion to limit exposures, divest assets 
and restrict business lines, or even to 
require changes to the institution’s le­
gal or operational structure, in order to 
ensure that critical functions can be 
carried out separately if necessary. That 
means that resolution authorities have 
the power to take intrusive actions that 
affect the institution as a going con-
cern and should, therefore, cooperate 
very closely with the competent 
authorities.

The second element is that the early 
intervention powers of competent author­
ities will be strengthened. They will be 
entitled to intervene earlier and more 
effectively by requiring an institution 
to implement measures set out in 
the recovery plan or by appointing a 
special manager for a limited period to 
restore the institution’s financial viabil­
ity when its solvency is deemed to be at 
risk.

Finally, the BRRD introduces a 
resolution regime and requires resolution 
authorities to take action on the basis of 
a determination that an institution is 

8 	 According to Article 113(7) of the Regulation (EU) No 575/2013 of the European Parliament and of the Council 
of 26 June 2013 on prudential requirements for credit institutions and investment firms and amending Regula-
tion (EU) No 648/2012 (known as the Capital Requirements Regulation – CRR), an IPS is a “contractual or 
statutory liability arrangement which protects those institutions and in particular ensures their liquidity and 
solvency to avoid bankruptcy where necessary”.

9 	 See Articles 19 to 26 of the BRRD.
10 	See Articles 10 to 14 of the BRRD.
11 	See Article 45 of the BRRD.
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failing or likely to fail,12 and that there is 
no reasonable prospect that any alterna­
tive private sector measures would pre­
vent the failure of the institution within 
a reasonable timeframe.

Therefore, the provision of extraor­
dinary public financial support13 usually 
triggers resolution. However, this is 
not the case when, for economic and 
financial stability reasons,14 it takes the 
form of a state guarantee for specific li­
abilities15 or if the support is granted by 
way of an injection of own funds or a 
purchase of capital instruments at 
prices, and on terms, that do not confer 
an advantage upon the institution (pre-
cautionary public recapitalization).16 In 
any event, such public support mea­
sures must be confined to solvent insti­
tutions, be proportionate, be precau­
tionary and temporary in nature and 
may not be used to offset losses that the 
institution has incurred or is likely to 
incur in the near future. Furthermore, 
they are conditional on final approval 
under the EU’s state aid framework.

In addition, the use of precaution­
ary public recapitalizations in the form 
of capital injections is limited to ad­
dressing a capital shortfall that has been 

established in national, EU- or SSM-
wide stress tests, asset quality reviews 
or equivalent exercises conducted by 
the ECB, the European Banking Au­
thority (EBA) or national authorities. 
Under such circumstances, public capi­
tal injections would not trigger the 
mandatory write-down or conversion 
of capital instruments that would gen­
erally be required if the support takes 
the form of a state guarantee.17 Against 
the backdrop of the aforementioned re­
quirements, it would appear that there 
is only a very narrow scope of applica­
tion for precautionary public recapital­
ization in the form of capital injections 
without triggering resolution.

The broad range of new powers reso­
lution authorities have been provided 
with include taking control of an insti­
tution under resolution and exercising 
all the rights and powers conferred 
upon shareholders, transferring assets 
or liabilities out of a failing institution 
to another entity, reducing the princi­
pal amount of the outstanding liabilities 
of an institution under resolution or 
converting them into ordinary shares, 
and removing or replacing the manage­
ment body of a failing bank.

12 	The determination is primarily the responsibility of the competent authority. However, Member States may also 
entrust resolution authorities with this task, whenever they have the necessary tools at their disposal. According to 
Article 32(4) of the BRRD, an institution is deemed to be failing or likely to fail if (1) it infringes or will, in the 
near future, infringe the requirements for continuing authorization in a way that would justify the withdrawal of 
the authorization, (2) its assets are or will, in the near future, be less than its liabilities, (3) it is or will, in the 
near future, be unable to pay its debts or other liabilities as they fall due, and/or (4) extraordinary public finan-
cial support is required.

13 	According to Article 1(28) of the BRRD, extraordinary public financial support is state aid within the meaning of 
Article 107(1) of the Treaty on the Functioning of the European Union (TFEU), or any other public financial 
support at supra-national level, which would, if provided for at national level, constitute state aid that is provided 
in order to preserve or restore the viability, liquidity or solvency of a bank.

14 	 In order to remedy a serious disturbance in the economy of a Member State and preserve financial stability.
15 	  To either back liquidity facilities provided by central banks according to the central banks’ conditions or newly 

issued liabilities.
16 	The institution must not be likely to fail for any other reason at the time the public support is granted. Also, none 

of the circumstances cited in Article 59(3) of the BRRD may be given, especially not that of the bank no longer 
being viable unless relevant capital instruments were written down.

17 	Article 59(3)(e) of the BRRD stipulates that any support in the form of a state guarantee requires an assessment 
of whether or not a write-down or conversion of capital instruments is necessary. Depending on whether the 
underlying liquidity shortfall also involves a need for recapitalization, the amount of a write-down and the 
conversion rate are to be determined on the basis of an independent valuation.
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These powers are intended to en­
able authorities to uphold uninter­
rupted access to critical functions, in 
particular deposits and payment trans­
actions, avoiding a destruction of 
values. When applying resolution tools, 
authorities should take into account 
and follow the measures provided for in 
the resolution plan unless circum­
stances specific to the case warrant a 
different course of action.

The BRRD does not preclude an 
institution from being declared to be 
insolvent, nor the winding-up of nonsys­
temic parts. If it is deemed to be in the 
public interest18 to do so, however, an 
institution must be resolved, in partic­
ular in order to ensure the continuity of 
critical functions, to protect deposi­
tors, to avoid significant adverse effects 
on the financial system and to protect 
public funds.

2 � Rules for the New Loss- 
Absorption Sequence and 
Resolution Financing under the 
BRRD against the Backdrop of 
the Rules on State Aid

Shareholders and creditors will become 
the primary source of financing for res­
toration or resolution and will have to 
bear losses, provided that no creditor 
incurs losses greater than those in­
curred if the institution were wound 
up under normal insolvency proceed­
ings (principle of “no creditor worse 
off”). Contributions from holders of 

capital instruments in the form of a 
write-down or conversion of relevant 
capital instruments are required prior 
to resolution if the authority responsi­
ble19 determines that the institution 
will be no longer viable unless that is 
done. As shown in chart 1 below, the 
BRRD has established a clear hierarchi­
cal order for the writing-down of lia­
bilities that observes the priority of 
claims under normal insolvency pro­
ceedings and stipulates that high­
er-ranking liabilities are touched only if 
lower-ranking liabilities do not suffice 
to achieve the required capital effect. 
Common equity tier I (CET1) capital 
items are the first to be permanently 
reduced, followed by additional tier 1 
capital and then tier 2 capital instru­
ments.20 Only thereafter will remain­
ing eligible liabilities be written down 
or converted in line with the hierarchy 
of claims in normal insolvency pro­
ceedings.

The BRRD provides for covered de­
posits and deposit guarantee schemes 
subrogated to the rights and obligations 
of covered depositors to have the high­
est ranking in the hierarchical order of 
creditors,21 followed by the proportion 
of eligible deposits of natural persons 
and small and medium-sized enter­
prises that would have been deemed to 
be covered deposits if they had not 
exceeded the coverage level.22 Covered 
deposits up to a coverage level of EUR 
100,000 are excluded from any bail-in.

18 	 In this context, resolution is in the public interest if it is necessary and proportionate to achieve a resolution 
objective and if that objective cannot be attained to the same extent by winding up the institution under normal 
insolvency proceedings. The protection of depositors is one of the objectives of any resolution.

19 	According to Article 61 of the BRRD, each Member State is required to designate either the competent authority 
or the resolution authority as that which is to be responsible for making this determination.

20 	An alternative provided for under certain circumstances is the possibility of converting the latter into CET1 
capital instruments.

21 	 Hence, deposit guarantee schemes profit from that high ranking, which typically significantly reduces the contri-
bution of the respective deposit guarantee scheme during resolution. This treatment is aimed at safeguarding the 
funds of deposit guarantee schemes for fulfilment of their primary pay-out function when deposits are unavail-
able.

22 	See Article 48(1)(e) of the BRRD, in connection with Article 108 thereof.
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However, as the losses of an institu­
tion under resolution have to be distrib­
uted in accordance with the aforemen­
tioned principles, other eligible liabili­
ties have to suffer relatively higher 
haircuts – similar to what occurs in the 
theory of communicating vessels.

This hierarchical order is applicable 
both under the BRRD and under the 
state aid regime. In principle, state aid 
rules require burden-sharing up to the 
level of subordinated debt prior to any 
public intervention in cases of precau­
tionary recapitalization as well as 
during resolution, unless that would 
endanger financial stability or lead to 
disproportionate results.23 The Com­
mission decides on whether or not to 
grant an exemption on a case-by-case 
basis. The Commission finding that the 
requirements for granting an exemp­
tion are not met could lead to a diver­
gence of state aid rules from the BRRD 
provisions, in particular when the com­
petent authorities or the resolution au­
thorities assess the situation differently 
and do not require shareholders and 
creditors to contribute, or at least not 
on the same scale. While the diver­
gence in resolution cases would proba­
bly be limited to a possible involvement 
of subordinated debt,24 capital instru­
ments could also be an issue in cases of 
precautionary public recapitalization.

According to the BRRD, the bail-in 
tool covering creditors with claims 
ranging from subordinated debt to pre­
ferred liabilities needs to be transposed 
into national law by January 1, 2016. 
However, several Member States have 

decided to implement the bail-in tool 
together with the transposition of re­
maining BRRD provisions, thus apply­
ing it as from January 1, 2015, in order 
to strengthen internal loss-absorption 
capacity. One of these countries is 
Austria, according to the draft imple­
menting act25 that is scheduled for 
adoption by parliament in December 
2014. That may affect the ratings of 
Austrian banks as a consequence both 
of the shifting of the burden of bearing 
losses from the taxpayer to the share­
holders and creditors of failing banks 
and of a changed perception of implicit 
government support.

In any event, the burden-sharing 
approach will be supported by funds 
established under resolution financing 
mechanisms and the deposit guarantee 
scheme (DGS). The latter will finance 
resolution up to certain limits. Both 
these funds will be built up through 
annual contributions of banking insti­
tutions and will provide for ex ante 
backstops to ensure that the financial 
sector bears the costs of future crises, 
thereby avoiding any injection of capital 
by the public sector or any other equiv­
alent public financial support. This 
notwithstanding, the use of resolution 
financing mechanisms or DGS funds to 
assist in the resolution of failing institu­
tions must always comply with the rele­
vant state aid provisions.

In exceptional circumstances,26 
however, the support of public resources 
may be necessary, and the BRRD ex­
plicitly provides Member States with 
the possibility to put in place govern­

23 	This could hold true of cases where the amount of state aid that could be granted is small in comparison with a 
bank’s risk-weighted assets and where the original capital shortfall has been reduced significantly through 
capital-raising measures.

24 	Resolution authorities may – under certain circumstances – exclude subordinated debt instruments from bail-in 
while the European Commission could have a diverging view.

25 	This act will replace the already applicable national implementation act (Banking Intervention and Restructur-
ing Act – BIRG) that had anticipated certain elements of the BRRD.

26 	 For details, see Section 2 above.
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ment financial stabilization facilities for 
use, as a last resort, to finance the reso­
lution of an institution. The effects of 
any use of such government stabiliza­
tion facilities should be fiscally neutral 
over the medium term. If such re­
sources prove insufficient, the ESM 
can, under specific circumstances, pro­
vide a supranational backstop.27 Ac­
cording to the BRRD, contributions 
from preferred liabilities and from eli­
gible deposit holdings above the ceiling 

of EUR 100,000 are not required prior 
to recapitalization through the ESM (as 
highlighted with a red box in chart 1).

2.1 � Independent Valuation the Basis 
for Write-Downs, Conversion-of- 
Capital Instruments and Bail-Ins

Before writing down or converting relevant 
capital instruments and before designing 
the actual resolution, including the ap­
plication of the bail-in tool, resolution 
authorities must ensure that a fair, pru­

27 	For details, see section 2.2 below.
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3 Incl. use of other national compartments of the SRF.
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dent and realistic valuation28 is carried 
out by an independent body. Since such 
valuations tend to be highly complex 
and time-consuming, the required in­
formation should be collected as early 
as possible.

Such an ex ante resolution valuation 
has different dimensions and purposes. 
It forms the basis for a number of deci­
sions that have to be taken by the reso­
lution authority during the resolution 
process and has to be distinguished 
from the ex post insolvency valuation of 
differences in treatment in comparison 
with treatment under normal insol­
vency proceedings.

First, it provides an assessment of the 
assets and liabilities of the struggling 
institution to determine whether the 
prerequisites for resolution or a write-
down and conversion of capital are 
given and to ascertain the appropriate 
amounts of capital instruments and, 
where necessary, eligible liabilities that 
need to be written down or converted 
to restore compliance with regulatory 
requirements and market expectations.

Furthermore, the ex ante resolu­
tion valuation should entail a break­
down of creditors into classes based on 
the priority of consideration under ap­
plicable insolvency law and an estima-
tion of the treatment that each class of 
shareholder/creditor would enjoy if the 
institution were wound up under nor­
mal insolvency proceedings (a fictitious 

insolvency valuation). That estimation 
is needed to allow resolution authori­
ties to take the principle of “no creditor 
worse off” into account.

Depending on the financial situa­
tion of the institution under resolution, 
the resolution authority has to decide 
which action is appropriate, i.e. 
whether existing shares or other in­
struments of ownership should be can­
celed or transferred to bailed-in credi­
tors, and/or whether they should be di­
luted as a result of the conversion of 
relevant capital instruments or eligible 
liabilities to equity.29

A full cancelation or full transfer of 
shares or other instruments of owner­
ship is necessary if the going-concern 
value determined in the ex ante resolu­
tion valuation is zero or negative. That 
would necessitate writing down liabili­
ties according to the hierarchical order 
of creditors. A write-down of liabilities 
would not be appropriate as long as 
shareholders retain some value. If the 
institution has a positive net asset value 
both on the basis of the assessment of 
its assets and liabilities and according 
to the fictitious insolvency valuation, a 
dilution of existing shareholdings would 
suffice, making it appropriate to give 
holders of equity a share in the upside 
potential.30 In cases where the asset 
value is zero only according to the ficti­
tious insolvency valuation, authorities 
may choose from the whole set of 

28 	The methodology for assessing the value of the assets and liabilities, and for calculating a buffer for additional 
losses in the provisional valuation, will be specified in further detail by the EBA, in accordance with Article 
36(15) of the BRRD. See EBA. Draft regulatory technical standard on valuation. Consultation paper. Novem-
ber 7, 2014.

29 	See EBA. Draft Guidelines on the treatment of shareholders in bail-in or the write-down and conversion of capital 
instruments. Consultation Paper. November 11, 2014.

30 	Depending on the situation, a dilution may be combined with a partial cancelation or transfer of shares. Where 
certain shares entail special voting rights, authorities may consider it to be more appropriate, in order to simplify 
the structure of the reorganized institution, to cancel those shares than to transfer them. Where shares of a public 
limited company are listed on an official stock exchange, transferring shares, rather than canceling them, may 
help avoid an interruption of listing and any discontinuity in the valuation of the shares. Although the resolution 
authority has the power to have new shares or other instruments of ownership listed or admitted to trading, its 
doing so may be operationally burdensome and cause unnecessary delays.
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options and decide which serves best 
operationally to take the BRRD princi­
ples into account.31

The valuation also serves other pur­
poses, including, when the bail-in tool 
is applied, that of informing the deci­
sion on the extent of the write-down or 
conversion of eligible liabilities32 and 
the eventual contribution of a deposit 
guarantee scheme.33

On a slightly different note, in the 
context of the ESM direct bank recapi­
talization instrument,34 a valuation of 
the bank’s assets conducted under the 
guidance of the ESM, in liaison with 
the ECB and European Commission, is 
used to determine the contributions of 
the requesting ESM Member and the 
ESM under a burden-sharing scheme.

Finally, the ex post insolvency valua-
tion of differences in treatment in com­
parison with treatment under normal 
insolvency proceedings is an element 
foreseen – in addition to, and separate 
from, the ex ante resolution valuation 
– as a tool to safeguard shareholders 
and creditors against any possible mis­
alignments. It serves to determine 
whether the treatment of shareholders 
and creditors in the context of the reso­
lution was worse than that they would 
have enjoyed in the event of normal in­
solvency proceedings. If a difference in 
treatment is ascertained, they will be 
compensated by the resolution financ­
ing mechanism.

31 	Where more than one option is appropriate, the contractual terms of instruments of ownership or provisions of 
national company law may affect the choice between dilution solely through the issuance of new shares, dilution 
through a combination of canceling shares and issuance of new shares, or dilution through the transfer of some 
shares, possibly in combination with new issuance.

32 	See EBA. Draft Guidelines on the rate of conversion of debt to equity in bail-in or the write-down and conversion 
of capital instruments. Consultation Paper. November 11, 2014.

33 	 In accordance with Article 109(1) of the BRRD, and with the safeguards provided for in Article 75 there.
34 	For details on the ESM direct recapitalization instrument, see Section 2.2 below.
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Absorbing losses by means of the bail-in 
tool
In addition to the sale-of-business, 
bridge-institution and asset-separation 
tools at the disposal of the resolution 
authority, bail-in is a further tool that 
the resolution authority may apply.35 
The purposes of the bail-in tool are 
two-fold: first, the recapitalization of 
an institution under resolution so as to 
restore its ability to comply with the 
conditions of authorization and to con­
tinue to conduct banking activities. 
This also includes recapitalization to 
the extent necessary to sustain market 
confidence in the institution con­
cerned.

Second, the bail-in tool may also be 
applied to reduce principal amounts of 
debt instruments or to convert them 
into equity, if such instruments are 
transferred to a bridge institution or 
disposed of by way of the sale-of-busi­
ness or asset-separation tools. The hair­
cut on debt instruments in this context, 
or their conversion into equity instru­
ments, also provides capital for the ab­
sorption of losses.36 The tool must be 
deployed in accordance with the reso­
lution principles,37 and must meet the 
resolution objectives.

The bail-in tool is not applicable to 
covered deposits, client money and fi­
duciary liabilities, as well as short-dated 
liabilities to certain infrastructures and 
institutions.38 Moreover, secured liabil­
ities, including covered bonds, are ex­

cluded from any bail-in to the extent 
covered by collateral.

Exclusion of eligible debt from bail-in
In exceptional circumstances, resolu­
tion authorities may exclude liabilities 
from coverage of the bail-in tool on an 
ad-hoc basis, thus potentially altering 
the waterfall of liabilities’ loss absor­
bency. This may have repercussions on 
the pricing of the instruments con­
cerned.

Specifically, eligible liabilities may 
be excluded if it is impossible to bail 
them in within reasonable time, or for 
financial stability purposes to avoid 
contagion if the exclusion is necessary 
and proportionate, or to avoid a de­
struction of value.39 In such cases, the 
losses would have to be borne by other 
creditors to the extent the principle of 
“no creditor worse off”, i.e. the insol­
vency counterfactual, allows this.40 Be­
fore using its discretionary powers to 
exclude an eligible liability from bail-in, 
the resolution authority must notify the 
European Commission. Where contri­
butions of the resolution financing 
arrangements or an alternative source 
of financing41 is required, the Commis­
sion may prohibit, or require amend­
ments to, the proposed exclusion in or­
der to protect the integrity of the inter­
nal market. This is without prejudice to 
the application by the Commission of 
the EU’s state aid framework.42

35 	The resolution tools are listed in Article 37(2) of the BRRD.
36 	See Article 43 of the BRRD for both purposes.
37 	As specified in Article 34 of the BRRD.
38 	See Article 44(2) of the BRRD for the full list of liabilities excluded from bail-in.
39 	This is the case if the losses of other creditors would be even higher as a result of the application of the bail-in tool.
40 	At the same time, however, two further principles must be upheld, namely the principle that losses must be borne 

by shareholders and creditors and the principle that adequate resources for resolution financing must be main-
tained.

41 	See section 2.2 below for details on alternative sources of financing.
42 	Article 44(12) of the BRRD.
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Resolution financing arrangements, 
deposit guarantee scheme funds and 
alternative sources of financing to fill the 
gap caused by bail-in exclusions
If losses cannot be passed on to other 
creditors to any sufficient extent, the 
required contributions43 may be made 
by resolution financing arrangements only 
if (1) prior contributions to loss absor­
bance by other holders of equity and 
debt amount to at least 8% of the total 
liabilities, including own funds, of the 
institution under resolution and (2) the 
contribution of the resolution financing 
arrangement does not exceed 5% of 
said total liabilities, including own 
funds.44 Only in exceptional circum­
stances and only if all unsecured, non­
preferred liabilities other than eligible de-
posits have been written down or con­
verted in full and the resolution fund 
has been used to contribute to bail-in in 
lieu of those liabilities to the limits per­
missible (i.e. 5%), may the resolution 
authority seek further funding from 
alternative sources of financing.45 By way 
of an alternative, or as an additional 
measure, recourse may be taken to 
available resources from ex ante contri­
butions to the resolution financing ar­
rangements that have not yet been used.

It is this possible source of financing 
(other banking industry contributions 
to resolution financing arrangements 
and funding of public sources, includ­
ing direct or indirect funds from other 

Member States)46 that makes the dis­
cretionary power to exclude liabilities 
from bail-in a highly sensitive issue. In­
teresting in this respect is also the fact 
that not all eligible liabilities have to be 
written down before such sources can be drawn 
upon, within the scope defined by the 
BRRD, because write-downs of eligible 
deposits are not deemed to be a prerequisite.

The use of deposit guarantee 
scheme funds in the context of resolu­
tion requires that depositors continue to 
have access to their deposits and that the 
usual case of a pay-out has been avoided 
through the application of resolution 
tools. In all cases, the liability of a de­
posit guarantee scheme in resolution 
may not exceed the net losses the scheme 
would have incurred in the event of a 
winding-up under normal insolvency pro-
ceedings and the overall amount thereof 
may not be greater than 0.4% of the cove-
red deposits, i.e. the equivalent of 50% 
of the overall target level for the financial 
resources that have to be available to 
deposit guarantee schemes at the end of 
the setting-up phase.47

When the bail-in tool is applied, the 
deposit guarantee scheme is liable for 
payment of the amount by which cov­
ered deposits would have been written 
down to absorb losses if they had been 
included within the amount of eligible 
liabilities to ensure that the net asset 
value of the institution under resolution 
is equal to zero and had been written 

43 	Article 44(4) and (5) of the BRRD.
44 	Instead of the limit of 8% of the total liabilities, including own funds, of the institution under resolution, a 

limit of 20% of the risk-weighted assets of the institution concerned may be referred to.
45 	According to Article 105 of the BRRD, Member States must ensure that financing arrangements under their 

jurisdiction are enabled to contract borrowings or other forms of support from institutions or other third parties in 
the event that the ex ante contributions are not sufficient to cover losses, and that the extraordinary ex post 
contributions provided for in Article 104 are not immediately accessible or sufficient. Also, according to Article 
37(10) of the BRRD, in the very exceptional situation of a systemic crisis, the resolution authority may seek fund-
ing from alternative sources of financing through the use of government stabilization tools provided for in Articles 
56 to 58 of the BRRD.

46 	Subject to the financial stability reasons as indicated in the BRRD.
47 	Unless a Member State decides to set a higher limit (Article 109 of the BRRD).
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down to the same extent as the liabili­
ties of creditors with the same level of 
priority under national insolvency pro­
ceedings. Not involving the deposit 
guarantee scheme would constitute an 
unfair advantage over the rest of credi­
tors subject to resolution powers.

When one or more resolution tools ot-
her than the bail-in tool are applied, the 
deposit guarantee scheme is liable for 
payment of the amount of losses cov­
ered depositors would have suffered, 
according to the BRRD waterfall of lia­
bilities’ loss-absorbency, under national 
insolvency proceedings.

The financial resources of the deposit 
guarantee scheme do not compete with the 
resolution financing mechanism, nor can 
they be used instead of the latter. They 
are independent from each other. The de­
cision of a resolution authority, in ex­
ceptional circumstances, to exclude or 
partially exclude certain eligible liabili­
ties from bail-in under the conditions 
laid down in the BRRD and a potential 
use of the resolution financing mecha­
nism to cover the losses that have not 
been absorbed does not have any im­
pact on the liability of the deposit guar­
antee scheme. In such cases, the finan­
cial resources of a deposit guarantee 
scheme may be used in addition to those 

of a resolution mechanism. The latter 
may be needed to capitalize, or grant 
loans to, a bridge bank or an asset man­
agement vehicle, irrespective of the con­
tribution of a deposit guarantee scheme.

2.2 � Public Resources, the European 
Stability Mechanism and the 
Single Resolution Fund to 
Support Resolution

ESM direct bank recapitalization the last 
line of defense (really?), but depositors 
not in the line of fire
In June 2014, the euro area Member 
States reached a preliminary agreement 
on the future ESM direct recapitalization 
instrument.48 Together with the forth­
coming Single Resolution Fund (SRF), it 
is a manifestation of the transnational 
pooling of resources within the euro area 
to backstop bank recapitalization, and 
thus accommodate possible financial 
stability concerns associated with reso­
lution cases.

The ESM direct recapitalization in­
strument may only be used if a set of 
strict conditions is met, e.g. that the re­
questing ESM Member is unable to 
provide financial assistance to the 
beneficiary bank49 without very serious 
effects on its own fiscal sustainability.50 
Furthermore, to minimize conflicts of 

48 	On December 8, 2014, the ESM Board of Governors adopted the ESM direct recapitalization instrument for euro 
area financial institutions. Until then, the ESM can only recapitalize banks indirectly through loans to the 
Member States where the troubled bank is located. As regards the statistical treatment of ESM operations and 
their impact on Maastricht debt, it is important to note that the ESM has the status of an international organi-
zation (see Decision of Eurostat on deficit and debt and the Statistical classification of the European Stability 
Mechanism of 31 January 2013). Operations undertaken by the ESM, such as borrowing on financial markets and 
granting loans to beneficiaries, will not be rerouted to the euro area Member States. Also, payment of the paid-in 
capital is considered as an increase in equity for the participating Member States, with no impact on government 
deficit. Only in the case when the ESM would have to record a loss in a support operation and would compensate 
this loss by a call in capital, it will be treated as a capital transfer and, thus, an expenditure of government.

49 	Including any indirect recapitalization by the ESM through the routing of funds to the respective Member State.
50 	The decision to provide stability support through the ESM, the choice of instruments and the financial terms and 

conditions are taken by the ESM Board of Governors by mutual agreement (Article 5(6)( f) of the ESM Treaty). 
However, an emergency voting procedure can be used in cases where the economic and financial sustainability of 
the euro area is threatened. In that case, a qualified majority of 85% of the votes cast is required (Article 4(4) of 
the ESM Treaty).
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interest, the requesting ESM Member 
would need to contribute financially to 
the recapitalization, and a Memoran­
dum of Understanding detailing policy 
conditions for that Member State’s 
financial sector would be concluded. 
The request addressed to the ESM by 
the ESM Member will include, inter 
alia, the amount of capital needed, an 
opinion of the ECB51 on the bank’s 
financial situation and the result of the 
most recent stress test. The design of 
the mandatory private sector contribu­
tion as a prerequisite for the use of the 
ESM direct recapitalization instrument 
will require a staggered introduction 
over the period from 2015 and 2016 
since the bail-in instrument may not be 
available in all Member States until 
January 2016.

The ESM may contribute to the res­
olution of an institution by way of ac­
quiring shares or other capital instru­
ments including hybrid instruments or 
contingent capital in the beneficiary 
institution, subject to the ESM Board 
of Governors authorization. The par­
ticipation is intended to be temporary 
and a limit on the total amount of ESM 
resources available for the ESM direct 
recapitalization instrument is intended 
to be set at EUR 60 billion. The ESM 
direct recapitalization instrument is not 

intended to be used as a precautionary 
instrument as defined in the BRRD. 

The interplay between the BRRD – 
specifically the discretion to exclude 
liabilities from bail-in – and the re­
quirements for the ESM direct recapi­
talization instrument will be a sensitive 
issue as under the BRRD52 eligible de­
posits need not be written down as a 
prerequisite for (directly or indirectly 
through the SRF, once available) seek­
ing funds from alternative funding 
sources. 

The SRM, the SRF and the Intergovern-
mental Agreement

In July 2014, an EU regulation estab­
lishing uniform rules and a uniform 
procedure for the resolution of credit 
institutions and certain investment 
firms within the framework of a Single 
Resolution Mechanism was published.53 
While the substantive provisions gener­
ally correspond to those of the BRRD, 
the regulation is aimed mainly at tack­
ling the lack of a unified decision-mak­
ing process for resolution.54 What is 
important is that, as from January 1, 
2016, the SRF will be considered to be 
the resolution financing arrangement of 
the participating Member States.55

In this context, the representatives 
of all EU Member States except the 

51 	 In cases where the institution is already directly supervised by the ECB. Otherwise, the national competent au-
thority will provide such an opinion, and the ECB would be requested to take over direct supervision.

52 	Subject to other conditions set out in the BRRD, including financial stability aspects.
53 	Regulation (EU) No 806/2014 of the European Parliament and the European Council of 15 July 2014 establish-

ing uniform rules and a uniform procedure for the resolution of credit institutions and certain investment firms in 
the framework of a Single Resolution Mechanism and a Single Resolution Fund and amending Regulation (EU) 
No 1093/2010.

54 	For Member States participating in the Single Supervisory Mechanism (SSM), centralized powers of resolution 
have been established and entrusted to the Single Resolution Board (SRB) that will cooperate with national 
resolution authorities. The SRM is a further element in the process of harmonization regarding prudential super-
vision, brought about by the establishment of the EBA, the single rulebook on prudential supervision and the 
establishment of the SSM, which is responsible for the application of the EU’s prudential supervision rules. The 
SRB will become operational on January 1, 2015.

55 	Article 96 of the SRM Regulation. However, the implementation may be postponed if the conditions for the trans-
fer of contributions to the SRF have not been met.
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United Kingdom and Sweden have 
signed an intergovernmental agreement 
on the transfer and progressive mutual­
ization of contributions to the SRF (the 
“IGA”).56 Under the terms of the IGA, 
contributions by banks that are levied 
at the national level57 will be trans­
ferred to the SRF, which will initially 
consist of “compartments”, i.e. seg­
ments comprising the contributions 
from each individual Member State.58 

These segments will be gradually 
merged over a transitional period of 
eight years. The signatories to the IGA 
have agreed that, if the resources avail­
able in the SRF are not sufficient for a 
particular case of resolution and if the 
ex post contributions that are then to 
be collected from the banks in order to 
cover the additional amounts required 
are not immediately accessible, the 
Member States involved in that particu­
lar act of resolution should provide 
bridge financing from national sources, 
or from the ESM, in line with agreed 
procedures. Furthermore, a common 
backstop to facilitate borrowings by the 
SRF will be developed.

In any event, systematic recourse to 
the bail-in of shareholders and credi­
tors, as provided for in both the BRRD 
and the SRM Regulation, will also be a 
prerequisite for access to the resources 
of the SRF. Against the backdrop of the 
progressive mutualization of contribu­
tions to the SRF, the discretionary 
power to exclude liabilities from a 
bail-in becomes a particularly delicate 
issue.

3 � Follow-Up to the ECB’s 
Comprehensive Assessment – 
A Test Case for the Application 
of BRRD Principles, also with a 
View to Future Stress Tests

The BRRD, together with the EU’s 
state aid regime and the supervisory 
rules set out in the CRR/CRD IV,59 is 
the key legal framework for the fol­
low-up to the ECB’s comprehensive as­
sessment exercise and the EU-wide 
stress tests. Against the backdrop of 
this new framework, several scenarios 
are conceivable with respect to how 
banks, supervisors and resolution 
authorities might deal with capital 

56 	Council of the European Union. Agreement on the transfer and mutualisation of contributions to the Single 
Resolution Fund. 8457/14. May 14, 2014. This intergovernmental agreement was deemed necessary because the 
participating Member States that collect the contributions from institutions located in their respective territories 
according to the BRRD and the SRM Regulation, remain responsible for transferring those contributions to the 
SRF. The signatories to the agreement adopted a declaration signaling that they will strive to complete the rati-
fication process in time to permit the SRM to become fully operational by January 1, 2016. It is in this context 
that the Council’s implementing act to specify the methodology for the calculation of contributions of banks to the 
SRF has been debated so intensively.

57 	The methodology used for the calculation of the risk-based contributions under the BRRD will be the same as that 
used for the SRM. However, the shift from a national to a single funding target (SRM level) will cause the 
individual and aggregate contributions of banks established in each Member State to change.

58 	The obligation to transfer the contributions levied at the national level to the SRF is not derived from EU law. 
Said obligation is established by the IGA, which lays down the conditions under which the contracting parties 
agree, in accordance with their respective constitutional requirements, to transfer the contributions they levy at 
the national level to the SRF. Channeling financial resources to the SRF is intended to enable it to function 
properly.

59 	CRR/CRD IV is used to refer to the combined package of legal provisions set out in the Regulation (EU) No 
575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential requirements for credit 
institutions and investment firms and amending Regulation (EU) No 648/2012 and the Directive 2013/36/EU 
of the European Parliament and of the Council of 26 June  2013 on access to the activity of credit institutions and 
the prudential supervision of credit institutions and investment firms, amending Directive 2002/87/EC and 
repealing Directives 2006/48/EC and 2006/49/EC.
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shortfalls.60 The assessment would be 
undertaken on a case-by-case basis and 
the process will be iterative. The status 
of a bank and relating supervisory and 
possible resolution actions may evolve 
over time.

If the bank meets requirements under 
the baseline scenario of the stress test, but a 
capital shortfall is detected under the ad-
verse scenario, it is unlikely that the point 
of nonviability or resolution will have 
been reached. The bank will generally 
be viable and will endeavor to make the 
shortfall in capital up through private 
sector measures (internal resources, 

followed by drawing on the market to 
raise capital). If these attempts are un­
successful, the ECB will decide on pos-
sible supervisory measures.61 A Member 
State may provide extraordinary public 
financial support so as to preserve 
financial stability, subject to EU state 
aid rules and the BRRD.62 This would 
not trigger the resolution of the bank if 
it were considered to be solvent and if 
that did not infringe upon the require­
ments for continuing authorization in 
the near future.

In practice, the issue as to whether 
the requirements for precautionary 

60 	Supervisory or resolution action may also be necessitated by other circumstances, e.g. liquidity constraints. This 
study limits itself, by way of example, to describing the case of a capital shortfall.

61 	According to Article 16 of the SSM Regulation.
62 	 See also “precautionary public recapitalization” above and Article 32(3)(d)(iii) of the BRRD for detailed require-

ments. According to Article 107(1) of the Treaty on the Functioning of the European Union, state aid is general-
ly forbidden, but certain derogations, limited to the minimum necessary, apply. The European Commission has a 
margin of discretion when assessing the legality of aid measures. In any event, they must not offset losses that the 
institution is likely to incur and are conditional on final approval under the EU’s state aid framework.

No capital shortfall 
no need for a capital plan 

Capital 
shortfall

ECB Comprehensive Assessment: Possible Scenarios

Chart 3

Source: Authors’ illustration.
1 For solvent banks without burden-sharing, if needed to preserve financial stability.
2 For solvent banks after burden-sharing up to junior debt, if needed to preserve financial stability.
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public recapitalization are given is not 
decided by a single body on its own 
responsibility,63 so that there is scope 
for a possible conflict with respect to the 
interpretation of burden-sharing re­
quirements under the BRRD and that 
under state aid rules.

A capital shortfall under the baseline 
scenario indicates a higher probability 
that a capital shortfall will materialize, 
so that there would be less room for 
any “precautionary public recapitaliza­
tion.”64 From the perspective of compe­
tition law, a bank that does not meet 
minimum regulatory capital require­
ments can generally receive state aid 
only after holders of equity and hybrid 
capital, as well as subordinate credi­
tors, have contributed adequately to 
offset losses. That aside, an assessment 
of the viability of the respective bank 
would have to be carried out from a 
BRRD perspective.

4  Summary

A new framework has been built to de­
fine when banks are considered not to 
be viable any longer, how such banks 
can exit the market without creating 
widespread financial distress and how a 
smooth exit or repositioning should be 
financed. It comprises a complex set of 
rules and international agreements, 
with various authorities in charge.

The key to understanding them is 
an acknowledgement of the embedded 

tradeoffs between coordinative ar­
rangements to ensure financial stability 
and market-based policies. The inter­
ests of the owners and creditors of 
banks, of the banking industry that 
contributes to resolution funds and of 
the general public need to be brought 
into balance. The waterfall of liabilities’ 
loss absorbency is characterized by a 
policy preference for protecting deposi­
tors, which in turn leads to a higher 
share in recapitalization contributions 
that must be made by subordinated and 
senior unsecured creditors and, in ex­
ceptional circumstances, by resolution 
funds that are potentially underpinned 
by euro area-wide support mecha­
nisms.

Cross-border aspects play a promi­
nent role in terms of the distribution of 
resolution costs and decision-making 
powers. The shared responsibility for 
banking supervision at the euro area 
level will lead to a gradual sharing of 
resolution costs within the Single Reso­
lution Mechanism. The terms of the 
Single Resolution Fund, and the poten­
tial role of the ESM as provider of a 
backstop for this fund, and a prospec­
tive direct recapitalization instrument 
for banks all bear the hallmarks of the 
aforementioned tradeoffs in terms of 
the allocation of losses to various stake­
holders, associated conditionalities and 
the degree of mutualization within the 
euro area.

63 	According to Article 32(1)(a) of the BRRD, it is the responsibility of the competent authority ( for significant 
institutions, the ECB), after consulting the resolution authority, or, if a Member State avails itself of this option, 
that of the resolution authority, after consulting the competent authority, to make this determination. However, 
the European Commission is responsible for assessing the compatibility of aid measures with the internal market.

64 	As it could be argued that the public measure would offset losses that the bank is likely to incur, such a measure 
would probably not qualify as “precautionary” within the meaning of Article 32(4)(d) of the BRRD.




