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1. Background and Objectives

Financial stability operates within the context of financial regulation, crisis
prevention, and crisis preparedness, containment and resolution. During periods of
financial instability and crisis, authorities must act with a set of immediate policy
responses aimed at restoring public confidence and calming markets so as to minimize
the repercussions on the real economy. Crisis responses include policy actions designed
to contain emerging crises through measures for providing liquidity support to the
banking system, to stem liquidity outflows, and to maintain public confidence.

In a systemic situation, various measures may be taken, but the ultimate aim
should be to minimize the length and severity of economic downturns and to help
accelerate recovery. At critical moments and under intense pressure, policymakers are
expected to explore and identify solutions, often on short notice. To do this as a crisis
is unfolding is by itself already a major challenge. The challenges are magnified, as seen
during the global financial crisis (GFC), where there are potential unknowns about the
reach and complexities of financial conglomerates operating in multiple jurisdictions,
and about the possible contagion to the rest of a financial system and the real economy.

From the GFC, it was also observed that deposit insurance did fulfil its primary
objective of preventing runs on bank deposits, thereby helping to stabilize market
confidence.! Since the fallout from the GFC, deposit insurers have increasingly
assumed a more prominent role in helping to preserve the stability of the financial
system.

This article explores three key considerations pertaining to the role of resolution
authorities in contributing to and promoting financial stability following the GFC,
namely:

a) the need for a properly designed deposit insurance system or financial
compensation scheme to help maintain public confidence during periods of

uncertainty;

b) implementing the Key Attributes for Effective Resolution Regimes® published
by the Financial Stability Board (KAs); and,

c) the role of resolution authorities within the financial safety net.
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2. Effective Deposit Insurance Systems and Market Confidence

A well-designed deposit insurance system helps to promote public confidence
during times of financial instability and crisis. An improperly designed deposit
insurance system renders the financial system susceptible to bank runs and can actually
precipitate a crisis, as experienced in the United Kingdom with Northern Rock.?
Deposit insurance systems should be well designed and well understood to be effective,
and equipped with the appropriate mandates, tools and resources. Basic design
features include a clear mandate, adequate powers, strong governance and operational
independence, access to ex-ante funding and government liquidity support, as well as
effective public awareness programs.*

Moral hazard issues also tend to be associated with deposit insurance schemes.
However, such issues can be addressed through limited deposit insurance coverage and
strong prudential supervision. Additionally, imposing differential deposit insurance
premiums based on the risk profiles of institutions provides incentives to avoid
excessive risk-taking, strengthens risk management, and introduces fairness into the
deposit insurance premium assessment process. As to mandate, deposit insurers should
have sufficient powers to promptly respond to crisis situations and intervene early in
banks, so as to reduce the costs that the failure would otherwise inflict on the deposit
insurance funds, taxpayers, as well as the financial system as a whole.

3.  Effective Resolution Regimes

A significant issue following the GFC concerns the failures of large, complex
or interconnected financial institutions such as systemically important financial
institutions (SIFIs). The concern about systemic risks, including the threat of contagion
associated with the disorderly unwinding of large bank trading positions (including
derivative books), is the major issue that had led governments to resort to massive
bailouts of private interests at the expense of the public.

The Financial Stability Board’s “Key Attributes for Effective Resolution Regimes
for Financial Institutions” recommendations’ attempts to deal with this concern.
Among others:

a) 'The KAs attempt to address the risks associated with SIFIs and in particular the
type of impact that global SIFIs had on other financial systems and consequently
on whole economies during the GFC.

b) Underlying the KAs is also an issue not unfamiliar to deposit insurers - moral
hazard. The KAs take the position that there should no longer be state support
for the financial industry and look to market participants to complement the
work of regulators in monitoring financial institutions to reduce excessive risk-

taking.



Supporting Financial Stability through Effective Crisis and Resolution Arrangements

For certain countries, one might question the need to adopt the KAs in the
first place. In particular, studies such as the 2013 World Bank Global Survey suggest
that economies that suffered from the GFC had weaker regulation and supervision
practices as well as less scope for market incentives than the rest.®

For example, on the whole, since the Asian Financial Crisis of 1997-1998, there
have in fact been significant improvements in prudential regulation and supervision
in East Asian countries. Asian authorities are using macroprudential policies to help
ensure financial stability and respond to emerging systemic risks by deploying a variety
of instruments. With the exception of Japan, the emerging economies in Asia were also
largely insulated from the troubled assets and complex derivatives that perpetuated the
GFC. Structurally, Asian banks have remained predominantly deposits-funded, with
less dependence on wholesale funding compared with counterparts in more advanced
global economies. Additionally, state ownership in financial institutions in these
jurisdictions is not uncommon.

Thus for jurisdictions such as these, one might ask — what are the implications
of the KAs, and why would they adopt the KAs?

3.1 More information

The KAs” recommend that authorities require financial institutions to develop
clear recovery and resolution plans (“RRP”), and that they carry out resolvability
assessments of these institutions.® This exercise, properly carried out, will provide
meaningful disclosure about the risks that large or complex financial institutions might
pose to the stability of the financial system, and allow authorities to be prepared for,
and take appropriate actions in the event such risks arise.

Ensuring that financial institutions undergo this exercise has considerable

benefits. Among them are the following:

a) Sound risk management. Financial institutions will be required to submit
detailed information on their operations, group structures, risk management,
IT systems and possible contingency plans to resolve severe distress or failure. In
the course of the contingency planning, financial institutions must identify and
test their risk assumptions and controls under various economic scenarios. The
risks that are discovered as recovery and resolution planning takes place might
enlighten even the institutions themselves, better informing their boards about
the structures, complexities and risks taken by the organization, and encouraging
better risk management practices and even operational efficiencies. In reality
boards of these institutions have always had the duty to properly understand
the structures of these organizations and the context in which they operate so
as to properly manage the risks of failure. The RRP exercise will contribute to
sounder risk management particularly in complex institutions as the boards and
management become better informed.
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b) Minimizing systemic risks. As for the authorities, this exercise will help identify
the vulnerabilities of these institutions and the risks they might pose to the
stability of the financial system. Once identified, these vulnerabilities may be
addressed in a number of ways, for example by requiring additional buffers to
account for the uncertainties that these risks pose or by requiring restructuring
to mitigate its potentially adverse impacts on financial stability. The process of
recovery and resolution planning can lead to a reduction in complexity thus
placing the authorities in a better position to limit systemic risks and level
the playing field among those that are considered too big to fail (that might
otherwise be bailed out) and smaller banks (that would be allowed to fail). This

will help minimize systemic risks.

c) Allow for better decisions during a crisis. As highlighted earlier, prompt access
to information is difficult where the troubled institution is complex or operates
across borders, and there will be a whole range of cross-border issues that must
be dealt with. Pursuing recovery and resolution planning and resolvability
assessments by the authorities as recommended by the KAs will provide the
authorities much of this information in advance and allow the authorities
greater awareness about the possible implications of a failure.” With a greater
understanding of the particular structures of these entities and their involvement
in critical economic activity, authorities will be in a better position to weigh the
possible solutions during a crisis.

Overall, this exercise will allow authorities and the institutions themselves to
develop a complete picture of the organizational structure, funding and liquidity
arrangements, loss absorbency capacity and cross-border dependencies. The clear
advantage of pre-planning - through the recovery and resolution process - is that it
allows authorities the opportunity to identify the unique characteristics of significant
financial institutions, thus allowing a better assessment of what might be done in a
crisis situation. Absent such information, last minute attempts to resolve complex
financial institutions in a way that preserves economic value and stems systemic risks
are much more likely to fail.

3.2  Resolution Outside Normal Insolvency Regimes

The Basel Committee on Banking Supervision'® has called for reform of
domestic resolution regimes and tools. Resolution authorities must be able to deal
with financial institution failures and have in place a wide range of mechanisms to deal
with failures, including those not available to them during the recent global financial
crisis. The KAs contemplate that special resolution regimes for financial institutions
will also “... provide the resolution authority with a broad range of powers and options
to resolve a firm that is no longer viable, and has no reasonable prospect of becoming
s0.”!! Resolution authorities need a range of bank restructuring and resolution tools -
early intervention measures, stabilization options to achieve continuity of systemically
important functions, and approaches for winding-down the financial institution or
parts of the institution that are no longer deemed viable, and these should be provided
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in clear and sound legislative backing. Several countries have addressed this by
instituting special resolution regimes.'?

Resolution regimes should also clearly prioritize the hierarchy of losses, beginning
with shareholders and creditors who have assumed the risk of bank failure. They
should, as far as possible, protect depositors and taxpayers from loss. The framework
should also be designed to allow the preservation and maximization of value of the
failed business for the satisfaction of creditors and other stakeholders.

As experienced over the financial crisis, crisis responses might tend to favor
the most politically expedient response in the short-run and not focus on the longer
term and more sustainable solutions. Ensuring sound special resolution regimes are
in place will help mitigate systemic risk and can reduce the impact of the disorderly
failure of individual systemic institutions. Having a legislative regime that provides the
appropriate resolution tools and having access to sufficient information to prevent a
disorderly failure means, first, that it becomes more likely that authorities will allow
distressed financial institutions to fail, thereby diminishing the likelihood of resorting
to taxpayers monies. Also, by lessening the impact of failure, special resolution tools
can reduce the chances that political pressures might be brought to bear on authorities
during a crisis.

3.3 Collaboration Across Borders

The recent global financial crisis revealed conflicting priorities among national
authorities and their respective insolvency regimes in relation to the resolution of cross-
border financial conglomerates. National resolution authorities effected measures at
the single entity level and failed to consider the cross-border implications of a failing
financial institution in its jurisdiction. Some national authorities ring-fenced assets
belonging to the bank within their jurisdiction. Other countries announced a blanket
guarantee, forcing neighboring countries to enhance their deposit protection systems
to stem deposit outflows from their own banking systems. Yet others excluded foreign
depositors from their deposit insurance coverage.'

The KAs provide a welcome reminder about the urgent need to bolster cross-
border information-sharing and cooperation from the perspective of achieving
effective resolutions of institutions with extensive cross-border operations. Clear
areas for improvements include mechanisms for more information to be shared, the
harmonization of national laws for easier and more effective resolution and legal
certainty, and the co-ordination of national crisis responses.

The KAs highlight the following key matters:

a) Exchange of information. Where institutions are active across borders, the
resolution authorities must co-operate and information exchange must take
place. This should take place in advance for countries that are home and host to
SIFIs and their material legal entities._
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b) Harmonization of laws. The closing of gaps between national regulatory
regimes will facilitate the co-ordinated and orderly resolution of firms that
are active in multiple jurisdictions. This will, for example, provide legal
certainty about the consequences of a winding-up of a financial conglomerate
on foreign subsidiaries or branches. Current legal impediments that would
impact an orderly cross-border resolution such as automatic ring-fencing of
assets, or the winding up of subsidiaries in the event of intervention in the
parent, would also need to be addressed. Without harmonization of relevant
laws, cross-border recognition of foreign resolution action becomes difficult
or impossible.

¢) Co-ordination of national crisis responses. The global financial crisis is a
reminder of the need for nations to act in a coordinated manner when taking

crisis management actions. Thus the KAs recommend that resolution authorities
should give prior notification to their international counterparts and should
consider the impact on financial stability in other jurisdictions should they take
“discretionary national action” to achieve domestic stability."

One of the key challenges for resolution planning is to create a
system capable of allowing the failure of individual financial institutions while
preserving global economic and financial stability. The KAs recommend that “Crisis
Management Groups” (“CMGs”) be formed by the authority in the jurisdictions
where the G-SIFI resides (“the home authority”), together with authorities in the
jurisdctions where the G-SIFI has a significant presence (“host authority”). The
CMGs — akin to supervisory colleges — lay out plans for orderly resolution of each
SIFI together with host authorities, and it is intended that CMG members discuss,
and ultimately agree to, the plan’s credibility. Multilateral co-operation agreements
are expected to emerge from the CMGs." This process increases the chances for an
orderly resolution of a SIFI, and is intended to mitigate potential obstacles to such
resolution.

Generally, authorities in the United States, Canada and Europe have made some
progress in their collaboration efforts. Elsewhere, establishing appropriate bilateral
agreements with resolution authorities and supervisors in other jurisdictions to achieve
greater cross-border collaboration have a long way to go.

The implications of the KA recommendations on cross-border issues for host
authorities include the following:

a) Actions by host authorities can affect the orderly resolution of a G-SIFI, for
example by ring-fencing a G-SIFI’s funding sources, requiring the liquidation
of the local bank branch, or limiting the availability of its shared services.
Host authorities will thus be increasingly pressured for domestic institution
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resolution plans as well as for explanations about how their jurisdictions have
addressed any gaps in their resolution regimes. Host jurisdictions that fail to
offer these resolution plans or explanations might find that they have limited
or no influence in establishing an effective cross-border resolution plan that
considers their country’s interests.

b) The Financial Stability Board also recognizes that there will be non-CMG
host authorities that might be impacted by the CMG plans for G-SIFIs. Thus,
non-CMG hosts are encouraged to submit their assessments of the systemic
importance of the G-SIFI’s local operations to home authorities so as to enable
the CMG to agree on arrangements that will address the needs of the non-
CMG host authorities.'® Again, taking a proactive stance in these circumstances
will help ensure that the country’s interests are not jeopardized by resolution

plans for the G-SIFI.
4.  Inter-agency Collaboration

Finally, financial crisis responses should take place within a framework that abides
by principles of good governance. Freedom from political influence and intervention
should be underpinned by legislation and the relevant institution’s governance
arrangements.'” Legislation and protocols must support the following concepts:

a) Authorities will bear the responsibility for the restoration of financial stability
and protecting the real economy and the public. They must exercise their
authority in a way that reflects public interests.'® Their mandates and roles for
financial stability should be clearly set out, and their authority must come with
appropriate accountability, in particular if it involves the distribution of public
resources among various constituents.

b) “Close co-ordination between the central bank and the resolution authority is
understood to be both inevitable and critical”." This recognizes the need for
clarity about the roles of the various financial safety net players when faced
with a systemic crisis, so that policymakers better understand how they must
work during times of crisis.?® In particular, there should be protocols on early
communication even before the institution is non-viable, so that there can be
co-ordinated responses to the crisis.

Deposit insurers, as significant actors in financial institution crisis management
and resolution, should be involved in national crisis management and resolution
arrangements. From a cross-border perspective, they should also be actively involved
in discussions and policy decisions on issues such as RRPs and resolution strategies. In
order that they are able to access cross-border information and to manage their risks
effectively, they should also be privy to the discussions of the supervisory colleges.
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5. Conclusions

As to the questions posed earlier, namely, the implications of the KAs and the
rationale for their adoption, even in jurisdictions that may not today necessarily share
the same types of risks, the following observations can be made:

a) First, one would need to be prepared for changes in financial landscapes,
which will be likely as economies grow and integrate. In particular, as has been
experienced both during the Asian financial crisis as well as the more recent
crisis, much can and must be done to ensure better cross-border collaboration
and co-ordination during crises. Regulatory cooperation has become key as
the financial sectors become increasingly integrated, and countries — including
resolution authorities - should play an active role in international fora if they
wish to ensure that the process towards collaboration takes into account the
interests of their country or even their region.

b) Also, as discussed earlier, G-SIFIs often have a presence in other jurisdictions
including Asian jurisdictions. Authorities in such countries will be compelled
to consider the KA recommendations and participate in relevant discussions,
regardless of whether those jurisdictions are part of the CMGs, in order to
protect their national interests.

¢) Finally, while state ownership is a feature in some countries in Asia, it does
not mean that it will remain the case in the future. In any case, for the reasons
described earlier, undertaking processes such as the RRPs, informs authorities
and has indisputable advantages for early identification and management of
potential systemic risks as well as for orderly resolutions of financial institutions.

Authorities must remain alert to the types of risks that affected countries during
the recent financial crises and other risks that come with regionalization and global
integration. The global financial crisis has provided invaluable lessons on cross-border
risks and the risks that come with complexity, size and opacity. Studying the KAs
and applying the appropriate recommendations to the jurisdiction’s circumstances
would not in the least be a futile exercise. A key objective in the course of this exercise
should be to ensure that authorities, subject to appropriate accountability measures,
are sufficiently prepared and have a wide variety of resolution options and tools that are
well-defined in legislation to meet the considerable challenges of dealing with financial
crises in a way that minimizes long-term adverse consequences on the economy and

the public.

In conclusion, the KAs are by no means an infallible solution to the vexing
question of how to solve the complexities of financial crises. Nevertheless, at the very
least, by identifying the critical points that expose financial systems to contagion,
working on greater cross-border and inter-agency collaboration, and working on their
resolution regimes, authorities will be better off in ensuring a more sustainable state of
financial stability needed to support the continued growth of their economies.
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