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Following the negative reaction from the Commission when the Council published its general approach to the CMDI
reform, this briefing provides some initial analysis regarding the key aspects of the public interest assessment, the
resolution objectives and resolution funding. Clearly, the Council aims for a narrower scope of resolution in
harmonised procedures by the Banking Union authorities than the Commission and potentially narrows the
available funding accordingly, potentially privileging action under national frameworks instead. Whether a balance
between scope and available funding is achieved, however, will require more in-depth analysis.

In April 2023, the Commission has proposed a reform of the framework for bank crisis management and
deposit insurance (“CMDI”). The proposalaimed in particular to apply the resolution framework more
widely, including when smaller and medium sized banks fail. Particular consideration went to banks that
are predominantly funded by deposits and to the protection of uninsured depositors during the
resolution of banks, which regularly requires external funding. In orderto fundthe resolution of more banks
while better protecting depositors, the Commission proposal also seeks to facilitate the resolution
authority’s access to funds in deposit guarantee schemes, basically to build a “bridge” when the required
bail-in of the banks’ share- and debtholders is still not sufficient to pass the 8%-of-total-liabilities access
threshold to the Single resolution Fund (SRF). We have reviewed the Commission’s original proposal and its
backgroundin a number of briefings; the latest here on the treatment of depositors and here on the public
interestassessment.

The Parliament adopted its first reading reports on the proposals in April 2024. They can be accessed via
the legislative train schedule, which also provides a summary of the amendments that the Parliament
pursues. The Council adopted a general approach to the proposalsin June 2024.

In recent public remarks, the Commissioner in charge commented on the Parliament’s and Council’s
amendments. First, she welcomed those of the Parliament. Second, she called those by the Council “very
disappointing”. According to her, the Council’'s position would neither deliver on the Commission’s
objectives nor on the objectives formulated by the Eurogroup ministers in a statement preceding the
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Commission’s proposal. In particular, she points out that the Council proposal makes access to funding
more difficult than envisaged by the Commission, in her words adding “719 new safeguards on top of our
proposal’”.

Against that background, we recall that an enlarged scope of resolution naturally has to come with
adequate funding possibilities. Otherwise, there is a risk that the resolution authority cannot pursue a
resolution despiteitis mandated by law; this is in particular problematic within the concept of the Banking
Union, as a funding gap might force the Single Resolution Board (SRB) to pass the handling of a failed bank
to nationalauthorities, against the spirit of the legal framework. This briefings seeks to analyse the most
salient changes in the Council text in three interdependent areas of the public interest assessment,
the resolution objectives and resolution funding.

Publicinterest assessment

The Counciladds a new "first stage" of the assessment:the resolution authority has to decide whether any

of the resolution objectives would be at risk in case the institution would be wound up under normal
insolvency proceedings. This step precedes those two others that are already required for theresolvability
assessment, which the Council leaves as proposed by the Commission: first, to establish whether resolution
is necessary to achieve the resolution objectives, and second, to establish whether the same objectives
would be even better achieved by insolvency. Against this background, it is not fully clear what the addition
of a new "first stage" would mean in practice.

Already today, it is common practice for the SRB to assess, as a first step, whether resolution is
necessary to achieve theresolution objectives —and as mentioned above, the legislation requires the SRB
to do so. In other words, the SRB has to assess whether the resolution objectives would be missed in case
the bank was not resolved. Notably, any suchassessment is done after the bank hasbeen declared failing or
likely-to-fail. At this point, the legislation in principle only foresees two alternatives paths forthe bank:either
resolution or a procedure called winding up “in an orderly manner in accordance with the applicable national
law.” Thus, effectively, it appears that the SRBis requiredto assess if this latter national procedure does not
attain the resolution objectives. These orderly winding-up procedures may technically not be the same as
insolvency procedures and arein any case not furtherharmonised at Europeanlevel.

The added “first stage” appears to essentially follow the same principle: the SRB would have to judge, for
instance, whethera hypothetical insolvency could result in the disruption of critical functions or put financial
stability at risk. Since the text says "would be at risk", it will be sufficient to establish that this mayhappen.

In principle, insolvency proceedings may also lead to the continuity of critical functions and safequard
financial stability even if that is not the stated objective of such proceedings. However, it seems impossible
for the resolution authority to predict with certainty what actions nationalinsolvency administrators would
take. For instance, certain critical functions might be unprofitable and the insolvency administrator might
consequentially decide to stop supporting them, in order to increase the value of the remaining business
for stakeholders. It seems difficult for the resolution authority to project exactly what risks and
consequences an insolvency procedure might entail.

In any case, the specific reference to “normal insolvency proceedings” in the newly added text opens another
question. If a bank is declared failing-or-likely-to-fail but not yet insolvent, the comparison with normal
insolvency proceedings may be inapplicable and the SRB may have to conclude that insolvency - since it is
not imminent - cannot put the resolution objectives at risk. Would the SRB therefore have to conclude that
resolution cannot proceed, making the bank automatically subject to the alternative treatment and to be
“wound up in an orderly manner in accordance with the applicable national law"? Potentially, that could lead
to less rather than more resolution proceedings. We cannot judge whether this is really the intended
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purpose of theamendment by the Council. Alternatively, one might also read the Council’s amendments
as just restating the already existing test as to whether resolution is necessary to achieve the resolution
objectives. However, in that case, it is unclear why the new text sits along the existing test; it is moreover
unclear howthefirst step of the test (whether insolvency is arisk for the resolution objectives) and the last
step of the test (whetherinsolvency achieves the resolution objectives betterthanresolution) are supposed
tointeract.

Overall, it is difficult to ascertain what this new "first stage" might exactly achieve in practice. It may be fair
to conclude —sinceitis formulatedas a hurdle for deciding in favour of resolution — that it may create some
uncertainty and potentially some bias against taking action on the SRB’s side. This would however not
reconcile well with the shared objective of Parliament, Commission and Council to ensure that resolution
applies more often going forward. That said, the Council leaves the Commission’s proposed modification of
thelast stepin the publicinterest assessment intact. Namely, resolution can be chosen if it achieves the
objectives just as well as insolvency. In theory, this should lead to moreresolution in any cases that are
marginalin this specificregard. In practice, and as we have analysed in more detail in this briefing, it may be
difficult to envisage a bank of systemicrelevance or with critical functions for which a “normal” insolvency
procedure can be safely assumed by the SRB to attain the resolution objectives as well as a resolution
procedure. We would assumein this context thata “normal” insolvency procedure chiefly aims to safeguard
creditors’ claims, while the resolution procedure specifically aims atattainingall resolution objectives, under
the proviso that the resolution authority can fund its actionsappropriately.

Resolution objectives

In our earlier briefing on the public interest assessment, we analysed the three changes to the resolution
objectives that the Commission has proposed. First, we pointed out that the explicit mention of critical
functions atregional, ratherthan only at national level could be viewed as a mere clarification because the
SRB, since 2017, already envisaged considering this element also at regional level under the existing
legislation. Second, we felt that privileging industry sources over other publicfunds would make the choice
of resolution - in the context of a relative assessment of public interest - more likely. At the same time, as
mentioned above, we noted that the relative assessmenthasnotplayeda decisive role in past SRB decisions.
Moreover, we also noted that in the Veneto banks, where taxpayer money was used in insolvency, this
resolution objective regarding protection of public funds was inconsequential in practice. Against that
background, it is noteworthy that the Council text maintains those two changes from the Commission
proposal but abandons the third one, which requires to protect all depositors in resolution. That has
consequences on two levels.

First,regarding the public interest assessment, it means that resolution cannot automatically become
necessary just because uninsured depositors would otherwise lose more money. This does however
not preclude that the resolution authority might seek to protect uninsured depositors on grounds of
financial stability. Nevertheless, it appears that, compared to the Commission's proposal, resolution would
become less likely for those failed banks that present little financial stability risks, even though they have
taken uninsureddeposits because protecting depositorsis not an endinitself.

Second, there are also consequences for how resolution would be done. When drawing up a resolution

plan or scheme, in theory no consideration for uninsured deposits for their own sake is necessary. On
the contrary, uninsured deposits can potentially be used to absorb losses, to facilitate realising the other
resolution objectives. Again, as notedin the previous paragraph, this doesnot preclude thatthe resolution
authority decides to protect uninsured depositsin order to serveother resolution objectives.
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Overall,compared to the Commission proposal and the Parliament’s report, resolution is less likely under
the Council general approach. And whenresolution happens, it is less likely to lead to comprehensive
deposit protection.

From a policy perspective, comprehensive deposit protection leads to higher funding requirements in
resolution and is also connected with moral hazard risks on the side of depositors and bankers. At the
same time, there can be reasons to provide comprehensive protection anyway. A possible consideration
might be to protect depositors’ welfare and business continuity of corporate depositors beyond the
limits of depositinsurance. Moreover, and specifically regarding demand deposits, an economicargument
has been madein favour of broad deposit protection for the sake of financial stability. We discussed this
in more detail here. At this point, it is worth recalling the scenario of the Veneto banks, and also the more
recent bank failures in the US of Silicon Valley Bank and others. In those cases, it was decided to spare all
depositors fromloss participation. Notably, in the Veneto cases, Italian authorities proceeded to bail-outall
depositors and other creditors, even thoughthe SRB foundthat there was no publicinterest in doing so.

The question arises if, among Member States, there is still a consensus that the current setup of the
CMDI framework is appropriate to the extent it effectively leaves the decision to pursue broad
depositor protection up to national governments and their financial strength at the time the call has
to be made. Alternatively, it may alsobe the case thatMember States now believe they will individually not
want to pursue broad deposit protection as in the Veneto case againwhen the question arises in the future
under comparable circumstances. In any case, the underlying economic conflict may resurface, as the
failings of some US banks, including Silicon Valley Bank, have highlighted not too long ago when US
authorities decided to save all deposits even though the banks in question where as such not of systemic
relevance.

One ofthe objectives formulated by the Eurogroup ministers in their statement preceding the Commission’s
proposal was a “broadened application of resolution tools in crisis management at European and
national level, includingfor smaller and medium-sizedbanks.” Taken together, the analysis of the public
interest assessmentand of theresolutionobjectives gives some justification to the Comissioner'sview that
the Council's general approach may not fully attain all objectives formulated by the Eurogroup
ministers.

Resolution funding

As mentioned above, the startingpointof the Commission's proposal was to facilitate the resolution of small
and medium sized banks. At the same time, the Commission tried to ensure that sufficient funding is
available for the resolution of those additional banks. The primary source of funding should consist in the
equity and debtinstrumentsthat have been issued as financing by the bankitself and together form part of
the total liabilities that appear on the bank’s balance sheet. According to the Commission's impact
assessment, smaller and medium sized banks are more reliant on deposit funding than larger banks and
often cannot easily place financial instruments on the market that can be bailed-in with good certainty.
Considering the Commission's objective to broaden depositor protection, the lack of bail-inable debt at
smaller, predominantly deposit-financed banks may be a challenge for resolution funding. Less deposits
can be bailed in, less non-deposit bail-inable financial instruments may be available, and the
threshold for accessing the resolution fund may therefore also be hard to reach. Namely, that threshold
requires that 8% of total liabilities have been bailed in before the fund can be used.

The solution proposed by the Commission chiefly consists in a contribution of the national Deposit
Guarantee Scheme (DGS) to resolution funding. This is enabled by a change to the hierarchy of claims in
bankruptcy. The possible contribution of the national DGS to any resolution is limited by the amount that
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the deposit guarantee scheme would lose in a hypothetical insolvency. However, by reducing the DGS’
priority in insolvency, the Commission proposes to increase the DGS’ hypothetical loss in insolvency
and thus its potential contribution in resolution. On that basis, the resolutionauthority would be able to
require a contribution from the DGS. Together with the bail-in of equity and debt instruments, this
contribution maybe large enough to ensure the necessaryloss absorption of 8% of total liabilities, which is
required to access theresolution fund and obtain additional fundingfrom there.

In contrast, the Council's general approach does not retain the proposed change to the bankruptcy
hierarchy. Instead, itintroduces’ a haircut on recoveries. When the DGS estimatesits hypothetical losses
ininsolvency in order to compare them with the cost ofintervening in resolution, a multiplier of 85% should
be applied to a so-called “ratio of recoveries”. However, the text does not specify how thisratio is supposed
to be derived, and thereafter how it is used when the DGS estimates the hypothetical cost of repaying
covered depositors. We assume that the intended procedure is that the DGS: (1) is informed by the
resolution authority of the value of the bank’s assets and of its own position in the creditor hierarchy, (2)
assesses theamount that it can obtain if the assets are liquidated at that value, after deducting any senior
claims on the assets that are senior to the DGS’ own claim, (3) calculates a ratio of thatamount to its own
gross claim, (4) multiplies that ratio with 85%, and finally (4) multiplies that adjusted ratio with the amount
obtained in step (2). So effectively,the amount obtained in step (2), the amount that the DGS could expect
to recover from the bank as it was valued at the point of failure, is subject to a 15% haircut in order
to obtain a basis forthe comparison with the cost of any DGS interventionin resolution.

Moreover, the Council text foresees further increasing the DGS’ possible contribution by adding to the
hypothetical cost ofinsolvency for the DGS also the hypotheticallosses of a subset of the deposits thatare
so far not legally covered by the DGS. The effect is comparable to the Commission’s proposed single
seniority level for all deposits, though not going as far. The proposed hypothetical loss calculation
apparently takes the experience into account that some recent bank failure cases required (for financial
stability reasons) to protect deposits that were strictly speaking not covered. In the Council proposal, the
hypothetical loss calculation could therefore figure in losses on deposits from natural persons and small
companies that exceed 100.000 euro and on other deposits with a remaining maturity of less than one year,
provided that depositors would keep access to those deposits during resolution.

It depends on the concrete scenario if the hypothetical lossand thus the potential contributionin insolvency
by the DGS is larger under the Commission’s or under the Council’s text. The former in any case ensures a
larger contribution when the amount of large deposits with more than a year maturity is large. The latter
might however ensure a larger contribution because of the factor of 85% that the DGS must apply to its
recoveries. Thus a hypothetical loss is imposed even if based on the valuation by the resolution authority,
the DGS could expect to recover its claim in full. An additional hypothetical loss may by contrast result under
the Commission proposalif losses would in particular fallupon largedepositors with deposits beyond 1 year
maturity. In theory, it appears that either of the Commission and Council approaches could lead to more
funding from the DGS for resolution. In practice, itis difficult to establish a priori which approach works
better in more of the relevant resolution cases - not least due to the somewhat convoluted workings
of both approaches. In neither approach, the availability of additional funding is linked with whether
resolution is in the publicinterest. Therefore, neither the Commission proposal nor the Council text can
exclude the eventuality that the resolution of a bank is in the public interest while the funding
required for that is not available.

' To note that the Commission proposal entails a similar haircut which is however only meant to apply when the DGS
decidestointervene to preventabank’s failure, i.e.not when the banks is already failing or likely to fail.
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Moreover, the Commission - as mentioned before - says it has identified “19 new safeguards” in the
Council text that may limit the ability of the SRBto make use of the DGS as a fundingsource. In the Council's
own words, asinits press release, itaims for:

o additional safeguards on the use of DGS or SRF funds toavoid unintended consequences or
moralhazard, ensuring in particular thatbridgingthe gap does notreplace lossabsorption by
thefailing bank's shareholdersand creditors

¢ anadequate burden sharing between the DGS and the SRF, where the latter is tapped
within the Banking Union, subjecting their interventions to limits and to a ‘pecking order’, in
particular giving the SRF priority for repayment purposes

e stricter requirements and limitationson the use of bridging the gap for banks with a
balance sheet size between €30 billion and 80 billion, which will furthermore only be available
during the 10-year period after the entryinto force of CMDI

Concretely, as regardsthe actuallegalamendments, we were not in a position to quickly identify all of those
“19 safeguards”. Further work is needed to evaluate the Commission’s findings and gauge the impact
thereof. Nevertheless, we find the following points noteworthy. On one then hand, they constitute
limitations for the use of the DGS in resolution, and on the other hand, procedural tightening
compared to the Commission’s proposal.

As to limitations on the use of the DGS in resolution:

e A contribution of the DGS to resolution would in principle be limited to institutions with up
to 30 bn balance sheet;
e Duringatransitionperiod of 10 years, also the resolution of banks between 30 and 80 bn total
assets can receive support unless
e the bank had less than 8% of own funds and bail-in eligible liabilities 12 months before
its failure; or
e thebankisfunded by deposits for less than 65%;
e The DGS cannot contribute if the bank had breached its own funds requirements during a
period of 8 to 36 months before the bankis declared “failing or likely to fail”;
¢ Moreover, the contribution of the DGS is limited to 2.5% of total liabilities for banks up to 30
bn totalassets,and 1,25% for larger banks;
e In parallel, creditors and shareholders must have carried losses in resolution and the
preceeding 12 months of at least 6.5% of total liabilities for banksup to 30 bn total assetsand
8% for larger banks;
e Itwould only be possible to count the DGS’ contributionstowards the threshold foraccessing
the Single Resolution Fund if
e the SRB has not excluded from bail-in, for instance out of financial stability concerns,
morethan 2.5% of the required liabilities that can be bailed in; and
o theresidual ofthefailed bank is liquidated after its assets have been transferred and also
a possible bridge bank is terminated as soon as possible.
e Finally, the recitals envisage a “maximum contribution” by the SRB over a three-year period
towards resolutions where the DGS also contributes; the exact quantification and the legal
effects would need to be further assessed.

Moreover, we note that Member States may limit the contribution of the DGS to 62.5% of its target level;
since that would be done via national law, it would need to be investigated whetherthat also limits decisions
at Banking Union level or whether thatis only a constraintfor national authorities.
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At thelevel of procedural tightening, the Councilwould have to endorse any use of the Single Resolution
Fund following support from the DGS when the bank is larger than EUR 30 bn. For context, see also this
briefing where we discuss accountabilityand the decision making proceduresfor resolution in the Banking
Union.Before it gets to theendorsementby Council, the resolution of a bank larger than EUR 30 bn with a
DGS contribution would require a qualified majority decision by the Board of 5 out of its 6 full-time members.

It is important to note that these changes may or may not stand in the way of a resolution scheme in any
given case in practice, in function of the parameters of the individual case. However, the way the crisis
management framework is designed, itis conceivable that at times resolution schemes will be clearly
required by the legislation since they attain the resolution objectives best, while funding is not
sufficiently available. The framework does not provide a clear and legal way out for such situation.
Theactors, SRB, Commission and Council, would have togive up the legally required resolution scheme and
leave the bank to national procedures, eventhough this step is at this pointnotenvisagedin the framework.

At the same time, we observe that effectively, the impact of the reduced expansion of resolution funding
suggested by the Councilis mirrored by the reduced expansion of therequired scope of resolution. Whether
a balance between these two factors is achieved would require a detailed and challenging impact

assessment. Since the SRB has done some work in that direction for the Commission proposal, even if
imperfect, as discussed in this briefing, the SRB could also be requested by the legislator to assess the
Council's changes. The Council says it puts forward its amendments to “avoid unintended consequences or
moral hazard”. It is true that the Council's changes subject the use of the DGS to some additional discipline
by requiring enough private sector engagement beforehand — and effectively tying the SRB’s hands
when thatis not given. Yet one needs to be mindful that tying the SRB’s hands in a Banking Union context
does not per se guarantee a specific outcome for a given failed bank, but may in practice ratherresultina
non-harmonised national procedure to apply.
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