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Motivation

Goal of bail-in instrument

compel private sector loss participation (re-instill market
discipline)

Undo implicit government guarantees (end risk-insensitive
funding)

Preconditions for effective bail-in
Risk-adequate market pricing of (bail-inable) debt

Bail-in (conversion/write-down) without destabilizing effect for
financial system

TLAC/MREL as attempt to create preconditions

Bail-in Tracker as scholarly complement
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Implicit government guarantees for bank capital (bail-out)

Government guarantee provides lower bound to value of assets
and shifts default probability downward compared to model with
endogenously determined (asset valuation process) default

Banks benefiting from implicit guarantees (TBTF etc.) enjoy
lower risk premiums and can thus raise capital from rational
investors at lower prices, i.e. inefficient market pricing on
liability side of balance sheet

Government subsidy allows to fund excessive risk-taking (moral
hazard), i.e. inefficient investment decisions on asset side of
balance sheet

Debt-governance doesn’t work, because risk bearing capacity
does not drive pricing of capital (no market discipline)
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Regulatory intervention to instill market discipline (bail-in)

Bank
assets liabilities

investment decision,
risk taking etc.

determined inter alia

by available funding

size, composition
etc. inter alia
determined by
market pricing

market failure/
market discipline

Regulatory intervention to credibly ensure private sector
loss participation (risk bearing)
(i) undo government guarantees (no bail-out)
(ii) provide for risk sensitive funding
(iii) prevent moral hazard, excessive risk-taking,
overinvestment etc.
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Preconditions for effective bail-in tool

Desiderata (e.g. Liikanen) BRRD/SRMR

Sophisticated investors must be
capable to price risk adequately (ex
ante designation)

clear cut trigger event (e.g. CET1 ratio)
bail-inable instruments identifiable

specific consequences predictable
(automatic haircut/conversion)

Bail-in must not destabilize markets
(knock-on effects)

* Credible loss absorbance capacity

* Non-financials with long-long-strategy as
holders (insurers, pension funds, HNIs)

in the ideal world failing bank
is akin to chapter 11 airline

2/1/2016

Sophisticated investors will find it
difficult to gauge actual risk
(discretionary ad hoc bail-in)

« competent authority (CRR-supervisor,
ECB or SRB) determines that institution
“is failing or likely to fail”’, BRRD, art.
32(1)(a); SRMR, art 18(1)(a)

RA/SRB choses instrument(s) from
toolbox, BRRD, art. 37(4) and (5), SRMR,
art. 22(4) — no bail-in automatism

bail-in of entire liability side of balance
sheet but some classes exempt ex ante
BRRD, art. 44 (2), SRMR, art. 27(3) and (4)
e.g. maturity <7 days

Resolution authority may grant
exemptions, BRRD, art. 44(3), SRMR
art. 27(5)




Key problems of BRRD/SRM bail-in tool

Exemption of certain liability classes may lead to regulatory
arbitrage (ultra-short-term inter-bank borrowing)

Political element in private sector loss participation persists

forecasting nature of trigger event allows forbearing CAs to delay
reorganization/resolution (Spain); what about ECB (SSM), SRB?

discretion for RAs/SRB to grant exemptions ad hoc opens door to
conventional bail-out rationality even within BRRD/SRM-framework

Existence of resolution tools doesn’t guarantee their time-
consistent application by political agents

resolution financing arrangement/SRF may take losses only if 28%
liabilities were bailed-in, BRRD, art. 44(5)(a); SRMR art. 27(7)(a)

Doesn’t necessarily preclude bail-out outside BRRD/SRM-
framework (political rationality of bail-outs)
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Regulatory Reactions: MREL and TLAC

Overarching Objective: Supervisor/resolution authority must ensure that banks
retain sufficient liabilites (quantitatively and qualitatively) earmarked for bail-in

FSB: TLAC EU: MREL
G-SIBs credit institutions and investment firms
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Calculation

FSB: TLAC EU: MREL
G-SIBs credit institutions and investment firms

TLAC RWA Minimum MREL

own funds + eligible liablities

own funds + eligible liabilities
——————————=10,16 (0,18) own funds + total liabilites

RWA
TLAC LRE Minimum

own funds + eligible liabilities
LRE

Tier 1 and Tier 2 instruments (BRRD, art.
= 0,06 (0,065) W 2(1)(38); CRR, art. 4(1)(118))

Tier 1 and Tier 2 instruments (item 6)

« CET1 issued by resolution entity if not
needed for capital buffers

CET1 issued by sub if recognized as CET1
of consolidated resolution entity, not
needed for capital buffers

Foreign non-CET1 if application of bail-in
tool is ensured

Until 31/12/2021: non-CET1 of foreign sub if
subject to bail-in without resolution of sub

Conversion does not thwart resolution
strategy within material sub-group
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Calculation cont'd

FSB: TLAC EU: MREL
G-SIBs credit institutions and investment firms

Eligible liabilities (BRRD, art. 45(4))

Eligible instruments (item 9)

Fully paid in

Unsecured

Not subject to set off or netting rights
Minimum remaining maturity of one year
Non redeemable by holder prior to maturity

Not funded by resolution entity or related
party (subject to waiver)

Excluded liabilities (item 10)

Insured deposits

Sight and short term deposits

Liabilities arising from derivatives

Debt instruments linked to derivatives
Non-contractual liabilities (e.g. tax liabilities)

Liabilities preferred to senior unsecured
debt under insolvency law

Liabilities excluded from bail-in or subject to
bail-in only with material litigation risk

Issued and fully paid-up

Not owed to, secured or guaranteed by
institution

Not funded directly of indirectly by
institution

Remaining maturity of at leat one year (with
maturity set at first date of early
redemption right)

Not arising from a derivative
Not arising from preferred deposits

Excluded liabilities (BRRD, art. 2(1)(71))

Liabilities not subject to bail-in, BRRD, art.
44(2), e.g. covered deposits, secured
liabilities

BRRD, art 44(3) (SRMR, art. 27(5)) ad hoc-

exemptions only if predetermined in
resolution plan, BRRD, art. 45(6)(c)




Calculation cont'd

FSB: TLAC EU: MREL
G-SIBs credit institutions and investment firms

Prediction
(home host country preferences differ in cross-border insolvencies depending on effect of failure
on domestic economy, cf. Dexia, Fortis etc.
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Bail-in-Tracker

* Legal framework
* Market practice (interviews,
development etc.)

What is a bail-inable
instrument?

» According to valid characteristics
« Historical, time consistent, Construction of
comparable, and comprehensive data set

data from SNL, SDC Platinum

Time series
data set of
bail-in-able
instruments of
large European
banks updated
VEELUY

Visualization of bail-in
landscape (matching of
issuance and balance
sheet data

Sensitivity of pricing of

behavior (issuance of bail-in instruments |
bail-in-able instruments) _ * Do prices react to Sanks
- Did implementation of Would existence of financial condition?

BRRD/SRM bail-in Panel econometric
behavior? tool have avoided methods

Panel econometric bail-outs in 20087
methods Case study

Changes in banks*

bail-in tool affect

NI
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Contribution of Bail-in-Tracker

Tracks banks’ balance sheet composition over time starting
prior to BRRD adoption, publication of EBA RTS etc. —
regulatory arbitrage

Allows to track market pricing of bail-in instruments —
sensitivity to institutions’ financial condition

Informs regulators about market perceptions — calibration of
MREL/TLAC

Enhances credibility (robustness) of bail-in instrument



