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34 European Commission - MEMO/14/297  15/04/2014,B#EE8 525 42K DY TH D :
Why are normal insolvency proceedings unsuitable for banks?

Banks perform functions which are critical for economic activity to take place. They collect funds (deposits
and other forms of debt) from private persons and businesses, provide loans for households and businesses,
allow savings to be allocated for investment and manage payment systems that are crucial for various
sectors of the economy and society.

Banks operate on the basis of public trust. If confidence in them is lost, depositors and other creditors may
quickly withdraw their funds, which may lead to their failure. As well as depriving their customers of access
to the socially valuable banking functions mentioned above, the failure of a large bank may undermine
confidence in other banks, affect their finances and create instability across the financial system as a whole.
Thus, through this contagion effect, the value and viability of other banks can be rapidly eroded and the
entire financial system could be destabilised.

In normal insolvency procedures, the primary objective is to maximise the value of assets of the failed firm
in the interest of creditors. However, these may take many years, in particular for complex institutions
leading to uncertainty with a knock on effect on confidence. In contrast, the primary objective of bank
resolution is to respond in a rapid and decisive manner to a bank in financial distress to maintain financial
stability and minimise losses for society, in particular in relation to taxpayers, while ensuring similar results
to those of normal insolvency proceedings in terms of allocation of losses to shareholders and creditors.

Resolution thus aims to protect certain critical stakeholders and functions of the failing bank (such as
depositors and payment systems). Other parts, which are not considered key to financial stability, may be
allowed to fail in the normal way. Resolution also ensures that moral hazard is addressed, through
minimising the use of taxpayers' money to support failing banks. Instead, shareholders and debt holders will
bear an appropriate share of the losses in the event of a failure and will increase discipline on banks by
attributing a suitable price to this risk during normal conditions.

Why didn't the EU have this framework in place before the crisis?

Until the crisis, many felt that bank failures could be dealt with at a national level through normal insolv
ency proceedings. However, the crisis proved that these proceedings would lead to the disorderly failure of s
ome banks with potentially disastrous wider consequences. Therefore, in response to bank failing, a number

of Member States adopted measures to ensure the stability of their financial markets. These measures vari
ed greatly between Member States.
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