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Bank Failures and Financial Safety Nets 

 

A healthy economy is based on a stable financial system and optimal allocation of 

available resources. Stability of banks as financial intermediaries that supply credit, 

provide liquidity, and integrate money and payment services, is especially important 

for normal functioning of any economy. What makes an economy and the underlying 

financial system more durable is the process that allows non-viable firms, 

commercial or financial, to exit, so that resources can be reallocated to more efficient 

uses. 

 

In the last global financial crisis many banks failed, or were in danger of failing. The 

term ‘financial crisis’ has been interpreted as any situation in which a financial 

institution, or a number of financial institutions, is unable, for whatever reason, to 

meet its obligations, which may disturb the proper functioning of the financial 

system.
2
 Banking, as a basis of any financial system, is one of the most regulated 

and supervised industries in the world and for a good reason: it is one of the most 

fragile industries whose proper functioning has a tremendous impact on all other 

sectors of the economy. Regardless of prudential regulation and supervision put in 

place, banks are likely to continue to take risks and be susceptible to failure due to 

their business model. Disturbances in the banking sector usually require the 

intervention of central bankers, regulators, and governments whose involvement can 

come in various forms and consist of multiple instruments, ultimately forming a 

‘financial safety net.’  

 

‘Financial safety net’ refers to public actions that help financial institutions, 

primarily banks, in difficulties, and a set of instruments for crisis prevention, 

management, and resolution. Through the design of a safety net, the authorities are 

looking for a balance between avoiding threats to the financial system and offsetting 

                                                 
1 LL.B., LL.M., Ph.D. Lecturer, College of Law, University of Saskatchewan. 
2 ECOFIN, Report on Financial Crisis Management (Brussels: 2001) 9. 
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the unacceptable consequences should those threats materialise.
3
 Having a financial 

safety net in place is justified by the importance of the financial sector, stemming 

from fundamental banking activities, and the fact that externalities of a failure often 

exceed the losses of the creditors of the failed financial institution. Typical elements 

of a financial safety net are:  

 

 Prudential financial regulation and supervision,  

 Central bank’s role as the lender of last resort (LOLR),  

 Deposit insurance scheme,  

 Other forms of government guarantees, and  

 Failure resolution mechanism.4  

 

Most of these elements will only be applied in the event of a bank default or a 

banking crisis.  

 

Public policy responses to failing banks differ substantially, depending on the size 

and complexity of banks, and on the available instruments in the national financial 

safety net. Public policy responses to systemic banking crises usually include 

immediate containment, mitigation, and provision of resolution tools. Such 

responses tend to be aimed at protecting the payment system, restoring lost 

confidence of the depositors and other creditors in the sector, and re-establishing 

solvency of the banking system. Public responses usually first come in the form of 

extensive liquidity assistance and government guarantees, including guarantees on 

deposits, they then take the form of more substantial bank recapitalisation packages 

or even nationalisation, and finally assume the form of costly bank restructuring 

efforts.
5
 Substantial size and scope of policy responses and rescue operations from 

regulators, central banks, and responsible ministries seemed necessary during the 

systemic banking crises, so there was little regard for their major drawbacks. Apart 

from huge public costs and political and social implications, these responses have 

often helped less efficient banks that would have otherwise failed. They have also 

created an expectation that in any similar future situation public authorities would 

react in the same manner, thus increasing moral hazard and decreasing incentives for 

adequate risk monitoring. 

 

                                                 
3 David G. Mayes, The Role of the Safety Net in Resolving Large Financial Institutions in Douglas D. 

Evanoff and George G. Kaufman (eds), Systemic Financial Crises: Resolving Large Bank Insolvencies 

(Singapore: World Scientific Publishing, 2005) at 283. 
4 Sebastian Schich, Financial Crisis: Deposit Insurance and Related Financial Safety Net Aspects, OECD 

Financial Market Trends (Paris: OECD, 2008). 
5 IMF considers liquidity support to be extensive when the ratio of central bank claims on the financial 
sector to deposits and foreign liabilities exceeds 5 percent and more than doubles relative to its pre-crisis 

level; direct restructuring costs are defined as the component of gross fiscal outlays directing to 

restructuring the financial sector, such as recapitalisation costs.  
See more in Luc Laeven and Fabian Valencia, Resolution of Banking Crisis: The Good, the Bad, the 

Ugly, IMF Working Papers 10/146, (Washington: International Monetary Fund, 2010). 



  Pajic: Bank Resolution Funding  

As a result, policy-makers around the world have been reviewing their regulatory 

arrangements and financial safety nets to develop more effective ways of responding 

to the risks posed by bank failures without the need for public ownership or bailouts.  

Resolution of any bank failure requires promptness, preservation of public 

confidence in the banking system, and continuation of the most important services, 

leading many countries to develop, or start the process of developing, special 

resolution regimes for banks, as an alternative to ordinary corporate bankruptcy 

procedures. These resolution regimes should ideally include provisions to recover 

costs of the resolution from the industry itself (including banks’ shareholders and 

creditors). A wide range of approaches to recovery of potential losses has been 

discussed, including capital surcharges, systemic risk levies, contingent capital, bail-

in debt instruments and resolution funds.  

 

This paper explores some of these alternatives to bailouts and looks for an optimal 

instrument for prevention and recovery of losses in bank failure. Some of them, if 

not all, are a necessary addition to any effective financial safety net and credible 

national legal framework for bank resolution.  

 

Alternatives to Bail-Out – Why, What, How?  

 

The idea that banks have distinct characteristics that justify separate regulation and 

greater supervisory intervention has been widely accepted for a long time. This 

extends not only to a distinct set of rules for their creation and functioning, but also 

to a separate resolution regime. In the broadest terms, bank resolution can be 

understood as a set of procedures and measures taken by authorities to resolve an 

unviable bank.
6
 Adequate and stable funding is required to minimize spill overs to 

other financial market participants, whilst preserving franchise value of a bank by 

ensuring continuation of critical operations and identifying data required to 

efficiently wind down the bank or its non-viable parts. Prompt recognition of bank 

failures, and their prompt resolution, lower the associated costs of bank failure. More 

importantly, the faster the authorities access the failed banks and gain control over 

them, the sooner the financial stability can be re-established.  Main objective of an 

effective resolution regime—to make feasible the resolution of a bank without severe 

systemic disruption and without exposing taxpayers to losses, while protecting vital 

economic functions through mechanisms which make it possible for shareholders 

and unsecured and uninsured creditors to absorb losses in a manner that respects the 

hierarchy of claims in liquidation
7
—requires substantial resources and commitment 

from the banking sector. However, the cost of failure of a bank can be contained and 

minimized through an effective and credible resolution regime. 

 

                                                 
6 Javier Bolzico and et al, Practical Guidelines for Effective Bank Resolution, Policy Research Working 

Paper No. 4389 (Washington: World Bank, 2007).  
7 Jianping Zhou et al, From Bail-out to Bail-in: Mandatory Debt Restructuring of Systemic Financial 

Institutions, IMF Discussion Note (Washington: International Monetary Fund, 2012) at 3.  
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All of this was known before the latest international financial crisis that started in 

late 2007. Yet it seems that the crisis’ systemic character and sheer magnitude have 

lead regulators and public authorities to forget these principles and reach for 

extraordinary measures. In the midst of the crisis traditional safety net mechanisms 

have been altered and boundaries of safety net policy actions have been pushed. 

National governments rushed to provide guarantees not only to banks, but to other 

financial institutions’ debts, and to support or acquire their assets, regardless of their 

questionable quality. In many cases, government support included capital injections 

and even nationalizations, of financial institutions that were no longer viable. The 

costs of such responses have been exceedingly high and often covered from the 

public purse.
8
  

 

In the aftermath of the crisis a number of countries have imposed various new taxes 

and/or levies on banks or all financial institutions in the country.
9
 The purpose of 

these taxes was to (at least partially) compensate the large public expenditures in the 

financial sector. Some of the levies were also aimed at providing disincentives for 

certain banking activities, such as excessive risk taking and bonus compensation, as 

well as containing bank size and leverage. Following the recommendation from 

international organizations, such as FSB and IMF
10

 some policy makers also 

discussed or introduced contingent capital and bail-in debt instruments. Others 

considered, or resorted to, sharing of resolution costs with the banking industry itself 

by forming bank resolution funds. 

 

The use of instruments like bail-in and contingent capital could minimize the costs 

of bank resolution for taxpayers and spill-over effects on the rest of the financial 

market, and limit the moral hazard. Bail-in is a statutory power to restructure the 

liabilities of a distressed financial institution by converting and/or writing down 

unsecured debt on a going concern basis; while contingent capital, most often offered 

in the form of convertible bonds, is private financial contract with principal and 

scheduled coupon payments that can be automatically converted into equity or 

written down when a predetermined trigger event occurs.
11

 The main objective of 

these instruments is to support the resolution of a failing bank by providing sources 

of capital when the bank is not able to raise funds through private markets. In 

addition to capital raising, they also have penalizing and corrective functions- by 

                                                 
8 Stijn Claessens et al, Crisis Management and Resolution: Early Lessons from the Financial Crisis 
(Washington: International Monetary Fund, 2012. 
9 For example, in 2009 Sweden introduced a stability levy consisting of an annual tax of 0.036% on banks‘ 

liabilities, excluding equity capital and subordinated debt. Austria, Germany, Hungary, France, Portugal 
and the United Kingdom followed in similar suit. 

KPMG, Bank Levies- Comparison of Certain Jurisdictions (KPMG, 2012), < 

https://www.kpmg.com/TH/en/IssuesAndInsights/ArticlesPublications/Documents/2012/268729%20Ba
nk%20Levy%20V10%20HR%20AW%2018Jul12.pdf>.   
10 Financial Stability Board, Key Attributes of Effective Resolution Regimes for Financial Institutions, 

(Basel: Financial Stability Board, 2011 and updated 2014). 
11 Ibid [6]. 

 

https://www.kpmg.com/TH/en/IssuesAndInsights/ArticlesPublications/Documents/2012/268729%20Bank%20Levy%20V10%20HR%20AW%2018Jul12.pdf
https://www.kpmg.com/TH/en/IssuesAndInsights/ArticlesPublications/Documents/2012/268729%20Bank%20Levy%20V10%20HR%20AW%2018Jul12.pdf
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shifting the costs of resolution where they belong, ensuring that shareholders, as well 

as major creditors of banks, face the risk of loss. 

 

However, they raise their own set of concerns. The most apparent one is the 

triggering of the bail-in mechanism. If the bail-in comes too early, and is perceived 

by the market as a sign of the bank’s insolvency, it can make bank’s liquidity 

problems even worse. If it is delayed, and used at the point of non-viability of the 

bank, it may be too late.
12

 Ideally, bail-in trigger would become effective when a 

bank is close to, but before actually becoming, balance-sheet insolvent. The trigger 

could be based on a combination of quantitative and qualitative assessments, such 

as breach of regulatory minimum and concerns about the bank’s liquidity problems 

(still leaving a lot of discretionary power to the resolution authority).
13

 There is also 

the question of finding a balance between shareholders’ interests and the public 

interest in protecting financial stability. The rights of private shareholders would be 

affected by conversion of debt instruments, which would dilute, if not eliminate, 

their stakes. Requiring that banks hold certain-amount of bail-in-able debt would 

inevitably affect their funding costs, and depending on the method of calculation of 

bail-in liabilities, affect banks’ choice of assets as well.
14

 Therefore, bail-in should 

supplement resolution regimes, but only after giving proper consideration to 

conditions like timing, broader market conditions, the extent of the restructuring 

needed, and accurate determination of losses.
15

 

 

A necessary prerequisite for bank resolution fund to work is a functioning early 

intervention and resolution regime. The funding for the resolution fund should come 

from the ex ante contributions of all nationally incorporated banks. Banks’ 

contributions would be assessed by their adjusted eligible liabilities. Contributions 

should also be risk sensitive, meaning that potential impact of higher risk taking on 

the national banking and financial sector would be reflected in the fee. That also 

means that bank’s size, connectivity and sustainability (i.e. its systemic importance) 

would directly impact its contribution to the fund. Contributions of any single bank 

would not be fixed, it would vary over time, and occasionally reassessed.
16

  

 

                                                 
12 One example is the OSFI’s Non-Viability Contingent  

International Monetary Fund, Canada- Financial Sector Assessment Program, Technical Note on Crisis 

Management and Bank Resolution Framework, IMF Country Report 14/67 (Washington: International 
Monetary Fund, 2014). 
13 Ibid [6] 11. 
14 ‘If institutions are required to issue a minimum amount of bail-in-able liabilities expressed as a 
percentage of total liabilities (rather than as a percentage of risk weighted assets), critically, this will 

impose higher costs on institutions with large amounts of assets with a low risk weight.  

Emilios Avgouleas and Charles A Goodhart, A Critical Evaluation of a Bail-In as a Bank Recapitalization 
Mechanism, Discussion Paper Series No. 10065, (London: Centre for Economic Policy Research, 2014). 
15 Supra. 
16 Maria J. Nieto and Gillian G. Garcia, The Insufficiency of Traditional Safety Nets: What Bank 
Resolution Fund for Europe?, LSE Financial Markets Group Series, Special Paper 209, (London: London 

School of Economics, 2012). 



 Nottingham Insolvency and Business Law e-Journal 

Contributions should be regular (e.g. annual) until a certain size of the fund is 

reached, and extraordinary if there is an imminent resolution that requires additional 

funding, or in a time of crisis. Several ways to calculate the appropriate size of the 

fund have been discussed: percentage of national Gross Domestic Product (GDP), 

percentage of eligible bank liabilities (here understood as wholesale funding 

excluding own funds and bail-in debt),
17

 or percentage of deposits in banks covered 

by bank deposit insurance schemes.
18

 Combinations of these methods have also been 

suggested.
19

 Taking into consideration past experiences, and especially the cost of 

the last crisis, a national resolution fund should have a capacity of 2 to 4 per cent of 

country’s GDP. That amount corresponds to the average cost of direct support during 

the last banking crisis.
20

 Direct fiscal cost might seem modest, but wider fiscal, 

social and economic costs are considerably higher
21

. Countries that have large 

banking sectors relative to their GDP might consider a greater amount. Still, capping 

fund’s size as a percentage of country’s GDP is practical for two reasons. First, 

having a fund too large might tempt usage for purposes other than bank resolution 

and financial stability. Second, tracking the ratio of banking sector to GDP would 

provide highly visible trace of the size of the sector, its concentration (i.e. number 

of financial institutions that are too-big-to-fail), and systemic risk. Time needed to 

reach the optimal size of such a fund has been estimated to about a decade.
22

 Funding 

over longer period should also help limit concerns over pro-cyclicality.
23

   

 

Resources raised through the resolution fund might still prove insufficient in a 

banking crisis. Short-term financing needs might overwhelm the fund. In such a case, 

a gap in financing orderly resolutions could be covered by government guarantees 

or credit lines, provided for a fee. Covering the cost of resolution first by 

shareholders, holders of subordinated debt and unsecured creditors, and only then by 

the resolution fund, would minimize the impact on public resources.  

 

                                                 
17 Ibid [9]. 
18 As suggested in the EU Bank Recovery and Resolution Directive , Article 93. Target Funding Level. 
19 Ibid [15] 
Nieto and Garcia propose that the minimum national BRRF intervention capacity to be defined according 

to the following formula for a given year: 

National Intervention Capacity of the BRRF = Max. [4% GDP;  Avg. bank adjust. eligible liabilities]. 
20 ‘Net of amounts recovered so far, the fiscal cost of direct support has averaged 2.8 percent of GDP for 

advanced G-20 countries. In those most affected, however, unrecovered costs are on the order of 4–6 

percent of GDP.  
International Monetary Fund, A Fair and Substantial Contribution by the Financial Sector, Final Report 

for the G-20, (Washington, IMF, 2010). 
21 Supra. 
‘The general government debt of the G-20 advanced economies is projected to increase on average by 

almost 40 percentage points of GDP over 2008–15, an increase in large part related to the crisis.’ 
22 Ibid [9]. 
23 Javier Villar Burke, Building a Bank Resolution Fund over Time: When Should Each Individual 

Bank Contribute, (Brussels: European Commission, 2014).  
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In order for a pre-funded resolution fund to facilitate individual resolutions, it would 

have to have a legal mandate to resolve a failing bank. It could be used to finance 

recapitalisation of a failing bank in the context of the resolution process; to finance 

a bridge bank; to guarantee issuance of senior debt instruments; to acquire failing 

bank assets in order to avoid fire sale and contagion; to absorb any residual losses 

after shareholders and creditors; and to cover the administrative costs of a resolution 

process.
24

 The resolution fund should be given priority status over other creditors in 

order to protect against losses.  

 

In cases where the creditors or shareholders suffer losses in excess of the amount 

that they would suffer in liquidation, they should receive compensation, in the 

amount determined by the independent valuer. Recovery received in liquidation 

should be used as a benchmark for compensation, according to no-creditor-worse-

off principle.25 Such compensation should be borne by the resolution fund.  

 

Resolution fund should be administered by a resolution agency: either financial 

supervisor or an independent agency. In countries in which the deposit insurance 

agency is the resolution agency, contributions to the fund should be kept separate, 

but coordinated to avoid double imposition. Deposit insurance schemes and bank 

resolution funds do have potential synergies: deposit insurance would be needed in 

resolution processes that include transfer of deposits and formation of bridge 

banks
26

, and actually used in bank liquidation. However, the primary purpose of the 

deposit insurance scheme is to ensure continuous access to, and prompt pay-outs of, 

the insured retail deposits. Both types of contributions should be risk sensitive, as 

they present a very useful mechanism to adequately align incentives, while also 

avoiding cross-subsidies from safer to riskier banks.
27

  

 

Bank Resolution Funding in the US 

 

Banking crises are usually seen as regulatory failures, but in the United States, crises 

have also been used as an impetus for regulation and have often led to new solutions 

and precedents. The US has a long and eventful history of banking that includes 

several crises and failures of banks of the magnitude that has invited major reforms 

in bank regulation. As a result of these episodes, the US developed a fully functional 

bank resolution regime, from preventive supervisory actions to liquidation 

proceedings, including private funding of the resolutions. 

                                                 
24 EU Directive 2014/59/EU of the European Parliament and of the Council establishing a framework 

for the recovery and resolution of credit institutions and investment firms. 
25 Ibid [9] 11. 
26 In such cases insured deposits are transferred to a bridge bank, and insured depositors are usually 

granted priority of bank’s assets, which are used to cover those deposits. In case that the value of assets 
is not enough to cover insured deposits, deposit insurance should cover the difference. Bank resolution 

fund would be responsible for funding other non-insured deposits and liabilities that exceed the value of 

transferred assets. 
27 Javier Bolzico et al , Practical Guidelines for Effective Bank Resolution, Policy Research Working 

Paper No. 4389, (Washington: World Bank, 2007). 
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The latest crisis proved, yet again, that every bank failure does not only cause losses 

to bank investors, but to the financial system as a whole through asset and liability 

write-downs, delayed returns, possible asset meltdowns and bank runs, and losses to 

the real economy through the reduction of the credit supply.
 28

 It has also shown that 

the US government is willing to use public money in substantial amounts either to 

prevent some bank (and other financial firms) failures or to ease their resolution.
29

 

New legislation enacted due to the crisis promises no losses for taxpayers, as no 

taxpayer funds would be used to prevent liquidation of any financial company, and 

any funds expended in the liquidation of a financial company would be recovered 

from the disposition of assets of such a company (or shall be the responsibility of the 

financial sector, through assessments).
30

   

 

Due to the crisis, US banking sector went through a significant transformation.
31

 

Despite ongoing consolidation, US banking sector remains the most numerous in the 

world with more than 7000 commercial banks and thrifts. It is well diversified, with 

a number of nationwide or regional national and foreign banks, and many that 

operate only in local communities.  

 

Failed banks have been resolved by the Federal Deposit Insurance Corporation 

(FDIC). The FDIC is not only a statutory bank receiver, but also the insurer of the 

deposits. Every banking crisis in the US has brought substantial changes to the 

deposit insurance scheme. A valuable lesson learned from the Savings and Loan 

crisis in the 1980s, was the importance of an adequate deposit insurance fund 

                                                 
28 David Luttrell, Tyler Atkinson and Harvey Rosenblum, Assessing the Costs and Consequences of the 

2007–09 Financial Crisis and Its Aftermath, Economic Letter Vol.8, No.7 (Dallas: Federal Reserve Bank 
of Dallas, 2013). 

‘Our bottom-line estimate of the cost of the crisis, assuming output eventually returns to its pre-crisis 

trend path, is an output loss of $6 trillion to $14 trillion. This amounts to $50,000 to $120,000 for every 
U.S. household, or the equivalent of 40 to 90 percent of one year’s economic output.’ 
29 Public interventions can be categorized as liquidity provisions by central banks and government rescue 

packages. There were several liquidity operations by the Federal Reserves. Rules on borrowing from the 
Fed Discount Window (DW) by depositary institutions were loosened. Federal Reserve Liquidity 

Window was a short-term liquidity tool and was not sufficient to mitigate the crisis, which is why the 

medium-term liquidity for depository institutions was provided in December 2007 in form of the Term 
Auction Facility (TAF).. Two new facilities were established in March 2008: the Term Securities Lending 

Facility (TSLF) and the Primary Dealer Credit Facility (PDCF). These and several others liquidity 

facilities that were introduced, like Asset-Backed Commercial Paper Money Market Mutual Fund 
Liquidity Facility or Commercial Paper Funding Facility, among others, seemed to be insufficient in 

dealing with the developing crisis.  

All of these factors influenced the government’s decision to step in with the rescue packages. The rescue 
process started with sporadic responses to distress in individual financial institutions, followed by the 

placement of the Federal National Mortgage Association (Fannie Mae) and Federal Home Loan Mortgage 

Corporation (Freddie Mac) in conservatorship, and finally by the introduction of a new, comprehensive 
bailout plan—the Troubled Asset Relief Programme (TARP). 
30 The preamble and Section 214 of the Dodd–Frank Wall Street Reform and Consumer Protection Act 

(Pub. L. 111–203, H.R. 4173).  
31 List of failed banks in the US available on FDIC website 

<www.fdic.gov/bank/individual/failed/banklist.html>. 

http://www.fdic.gov/bank/individual/failed/banklist.html
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reserve. Designated insurance reserve ratio, reflecting the optimal size of the 

insurance fund, is now set at 2 per cent.
32

 The optimal size of the deposit fund, 

calculations of premiums paid into fund, and the amount of the deposit covered were 

all increased due to the last banking crisis. These changes were aimed at maintaining 

a positive fund balance even during a banking crisis and maintaining moderate, 

steady assessment rates throughout economic and credit cycles.
33

 

 

US deposit insurance is a risk-based system, paid by the bank industry, not by 

taxpayers’ money. Premiums are based on institution’s probability of causing a loss 

to the deposit insurance fund due to the composition and concentration of the 

institution’s assets and liabilities, the amount of loss given failure, and the revenue 

needs of the Deposit Insurance Fund.
34

 The premiums are set and collected from the 

member banks quarterly according to assessments, which are different for small, 

large, and highly complex banks.
35

 In addition to quarterly premiums, the FDIC can 

require banks to pay special fees and advance premiums. The Deposit Insurance 

Fund is also funded by the proceeds of the assets of failed banks. It enjoys priority 

over other creditors for the amounts it provides to the resolved bank. As a last resort, 

the FDIC can tap into a line of credit it has with the Treasury. The fund receives no 

Congressional appropriations, but it is allowed to borrow from the Treasury up to a 

specified amount.
36

 

 

When resolving a failing bank, FDIC must choose the least costly option to the 

Deposit Insurance Fund. Claims on the receivership are paid in the following order: 

1) secured depositors and preferred creditors (paid in full), 2) depositor class (the 

FDIC and the uninsured depositors share losses on a pro-rata basis based on their 

respective percentages of total deposits), 3) general creditors (losses in the total 

amount outstanding), and 4) subordinated creditors (losses in the total amount 

outstanding).
37

 FDIC is liable to creditors for the amount that the creditors would 

receive if the bank has been liquidated and not otherwise resolved.  

 

Newly formed bank resolution fund, known as the Orderly Liquidation Fund (OLF), 

is based on similar grounds, yet with some major differences. It is a part of the new 

                                                 
32 US Federal Deposit Insurance Corporation, Deposit Insurance Fund Management, 
<https://www.fdic.gov/deposit/insurance/fund.html>. 
33 Federal Deposit Insurance Corporation, Large Bank Pricing; Final Rule, Federal Registrar, Vol. 76, No. 

38 (Washington: FDIC, 2011). 
34 US FDIC, Risk-based Assessment System <www.fdic.gov/deposit/insurance/reform.html>. 
35 Supra. 

A bank's assessment is calculated by multiplying its assessment base by its assessment rate. A bank's 
assessment base as its average consolidated total assets minus its average tangible equity. Assessment 

rates are risk based, and depend on the value of assets (banks with less than $10 in assets are considered 

small). 
36 Federal Deposit Insurance Act, 12 USC 1824(a), s.14(a)(1) Borrowing from Treasury. 
37 Federal Deposit Insurance Corporation, Resolution Handbook, (Washington: FDIC, 2014), 12. 

https://www.fdic.gov/deposit/insurance/fund.html
http://www.fdic.gov/deposit/insurance/reform.html
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resolution regime applied to systemically important financial institutions
38

 in default 

or in danger of default. This regime provides the necessary authority to liquidate 

failing financial companies that pose a significant risk to the financial stability of the 

United States in a manner that mitigates risk and minimizes moral hazard. It should 

be applied in accordance with the three main principles:  

 

 Bearing of losses by creditors and shareholders of the financial institution;  

 Responsibility of the management for the financial conditions in 

institutions; and  

 FDIC, and other appropriate agencies, ensuring that all parties, including 

managers, directors, and third parties responsible for deteriorating financial 

conditions, bear losses consistent with their responsibility, including 

damages, restitution, or recoupment of compensation.
39

  

 

FDIC is appointed as the receiver on recommendation of the Secretary of the 

Treasury and with the consent of the failing financial company, or by the court.
40

 

Like DIF, the Orderly Liquidation Fund is managed by the FDIC, but unlike DIF, it 

is created to cover resolution of eligible financial institutions, not only banks. 

Eligible financial institutions include any bank holding company with total 

consolidated assets equal to or greater than $50 billion, and any nonbank financial 

company supervised by the Board of Governors of the Federal Reserve.
41

  

 

Orderly Liquidation Fund is not pre-funded. Rather, upon the appointment as a 

receiver, FDIC determines the amount necessary or appropriate for the receivership 

of a covered financial company. The amount is established according to the 

company’s orderly liquidation plan, but ultimately left to FDIC’s discretion.
42

 

Orderly Liquidation Fund is basically the vehicle providing necessary liquidity to 

the FDIC in case of resolution of covered financial companies; it borrows from the 

Treasury, provided that the borrowings can be fully secured and repaid. FDIC is 

authorized to issue obligations (debt securities) to the US Treasury to initially fund 

the Orderly Liquidation Fund. The amount of obligations issued is subject to 

mandatory caps: 1) during the 30 day period immediately following the appointment 

of FDIC as the receiver, an amount that is equal to 10 percent of the total 

consolidated assets of the covered financial company, and 2) after that period, 90 

percent of the fair value of the total consolidated assets of each covered financial 

company that is available for repayment.
43

 If there are shortfalls from the proceeds 

of the resolution, FDIC will recover the costs from the industry. 

                                                 
38 Dodd–Frank Wall Street Reform and Consumer Protection Act 2010, s. 203, Systemic risk 

determination.  
39 Dodd–Frank Wall Street Reform and Consumer Protection Act 2010, s. 204(a). 
40Ibid, s. 202. 
41Ibid, s. 210(o)(1)(A). 
42Ibid, s. 204(d). 
43Dodd–Frank Wall Street Reform and Consumer Protection Act 2010, s. 210(n)(6), Maximum 

obligation limitation. 
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Orderly Liquidation Fund can be used for a wide range of resolution tools, such as 

the sale of a part, or whole, covered financial company, asset separation, or 

formation of bridge financial company. Similarly to the DIF, it is used to fund loss-

sharing agreements, make guarantees, and transfer assets and liabilities to one or 

more third parties.
44

 It is, however, prohibited from taking any equity interest in, or 

becoming a shareholder of, any covered financial company or any covered 

subsidiary. The difference in the liquidation of a covered depositary institution is the 

obligation of unsecured creditors to bear losses (up to the amount they would have 

suffered in regular bankruptcy under Chapter 7 of the federal Bankruptcy Code); and 

the mandatory removal of the management and board members of the failed financial 

company from their positions.
45

 There is also an option to treat similarly situated 

creditors differently by transferring claims to a bridge financial company or making 

additional payments. Deviations from the pari passu principle are allowed if 

necessary to maximize the value of the assets of the eligible financial company, 

initiate and continue operations essential to implementation of the receivership or 

any bridge financial company; maximize the present value return from the sale or 

other disposition of the assets of the covered financial company; or minimize the 

amount of any loss realized upon the sale or other disposition of the assets of the 

covered financial company.
46

 This cherry-picking excludes claims of shareholders, 

and subordinated debt and bondholders. No-creditor-worse-off safeguard applies 

here as well.
47

 

 

Search for effective substitute for public bailouts also led to the introduction of a 

bail-in regime in systemically important financial institutions. In case of failure of 

an eligible financial institution, its holding company will be put in receivership in 

strategy known as Single Point of Entry (SPOE).
48

 Under SPOE, the losses are first 

borne by the parent holding company shareholders. The FDIC would then write 

down the value of the claims of the unsecured creditors of the parent to cover any 

remaining losses and convert to equity a sufficient amount of the remaining 

unsecured parent debt to recapitalize the group.
49

 The operating subsidiaries remain 

unaffected and are actually transferred into newly formed holding bridge company 

with stronger balance sheet that should ensure better market position. 

 

 

 

 

                                                 
44 Ibid [36]. 
45 Dodd–Frank Wall Street Reform and Consumer Protection Act 2010, s.206. 
46Ibid, s. 210(b)(4). 
47 Dodd–Frank Wall Street Reform and Consumer Protection Act 2010, s. 210(a)(7)(B). 
48Ibid, s. 210(a)(1)(M). 
49 Larry D. Wall, Bail-in Debt: Will the Supervisors Pull the Trigger in Time?, Notes from the Vault, 

(Atlanta: Federal Reserve Bank Atlanta, 2014). 



 Nottingham Insolvency and Business Law e-Journal 

Bank Resolution Funding in the EU  

 

European Union took a strong hit in the last financial crisis.
50

 Many banks failed and 

many more were in danger of failing but have been rescued. Majority of those banks 

have been operational in more than one Member State, and their failures emphasized 

the complexity and interconnectedness of today’s financial markets.   

 

Banks today are often part of larger financial groups and are active across borders, 

which raises a number of legal questions on the functioning of cross-border financial 

groups. Cross-border issues are a great concern for regulators and supervisors during 

normal times, and even more so during times of financial crises. In the absence of 

adequate EU rules for orderly bank resolution, many of the Member States 

(including UK, Germany, Denmark, France, and Belgium) enacted new laws to 

govern the resolution of their troubled banks. A number of countries have also 

introduced various levies on banks, or even formed, or contemplated forming
51

, 

national bank resolution funds. Introduction of national resolution regimes was a 

necessary and favourable step, which could have led to more coordinated group 

resolution, more efficient information sharing, and mitigation of risks related to 

cross-border groups.  

 

However, in market as intertwined as the one composed of 28 Member States more 

needed to be done around bank resolution and its funding, leading to the creation of 

the Bank Recovery and Resolution Directive.
52

 The Directive establishes 

comprehensive common framework for dealing with troubled banks, from 

prevention and early intervention, over resolution and resolution funding, to 

                                                 
50 Between 2008 and 2012, EU governments provided over € 1.5 trillion (more than 12% of EU GDP ) in 

state aid, to prevent financial system collapse. 

Cumulative output costs measured in net present value (NPV) are estimated to amount to between 50% 
and 100% of annual pre-crisis GDP (€6 trillion–€12 trillion). 

Households lost their share too; total net financial assets of households in the Eurozone declined by 

nearly 14% between 2007 and 2009. 
European Commission, Economic Review of the Financial Regulation Agenda, Commission Staff 

Working Document, SWD (2014) 158 final (Brussels: European Commission, 2014). 
51 For example, Luxembourg was one of the first countries to consider establishing national resolution 
fund, Luxembourg Financial Stability Fund, which would encompass the existing deposit guarantee 

scheme and the newly formed resolution fund. It was supposed to be funded ex ante, through semi-annual 

contributions of banks, which are risk adjusted, until it reaches €3.6 million. 
Proposition pour la mise en place d’un Fonds de stabilité financière au Luxembourg, englobant le 

Système de garantie des dépôts et le Fonds de résolution de défaillances bancaires (2011) 

<www.bcl.lu/fr/publications/autres_publications/fonds_de_stabilit__/Fonds_de_stabilit__.pdf>. 
Interestingly, Luxembourg did not form any fund and is now one of the countries referred by the European 

Commission to the Court of Justice for failing to transpose EU rules on bank recovery and resolution. 

<http://europa.eu/rapid/press-release_IP-15-5827_en.htm>. 
52 Directive 2014/59/EU of the European Parliament and of the Council establishing a framework for the 

recovery and resolution of credit institutions and investment firms and amending Council Directive 

82/891/EEC, and Directives 2001/24/EC, 2002/47/EC, 2004/25/EC, 2005/56/EC, 2007/36/EC, 
2011/35/EU, 2012/30/EU and 2013/36/EU, and Regulations (EU) No 1093/2010 and (EU) No 648/2012, 

of the European Parliament and of the Council, Official Journal of the European Union, L 173/190. 

http://www.bcl.lu/fr/publications/autres_publications/fonds_de_stabilit__/Fonds_de_stabilit__.pdf
http://europa.eu/rapid/press-release_IP-15-5827_en.htm
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cooperation and coordination. The Directive requires introduction of bail-in 

instruments and formation of national resolution funds in Member States. It 

emphasizes that an effective resolution regime needs to minimise the costs of the 

resolution of a failing institution borne by the taxpayers, and that contributions 

should be collected from the industry prior to and independently of any operation of 

resolution.
53

   

 

That is why the bail-in tool is the cornerstone of the new EU resolution regime. It 

shifts the burden of bank’s recapitalization to bank’s creditors, so that their debt 

instruments will be written down or converted to equity in case of transfer to bridge 

institution or under the sale of business or asset separation tool use.
54

 Certain 

liabilities are always excluded from a bail-in, including covered deposits, secured 

liabilities like covered bonds and other instruments that according to national law 

are secured in a way similar to covered bonds, liabilities arising from a participation 

in payment systems which have a maturity of less than seven days, and inter-bank 

liabilities with a maturity of less than seven days, employee remuneration, and 

deposit guarantee schemes.
55

 Resolution authorities can exclude all or part of any 

liability from the bail-in if  

 

 It is not possible act in reasonable time;  

 To ensure continuity of critical functions and core business lines;  

 To avoid widespread contagion that could cause a serious disturbance to 

the economy of a Member State or of the Union; or  

 To avoid value destruction that would increase losses of other creditors.  

 

Losses not absorbed by excluded liabilities must be borne by other creditors or by 

the resolution fund. The sequence of write-down and conversion is established and 

it includes deposit preference.
56

 Resolution authorities assess the amount of the bail-

in necessary.
57

  

 

New EU bank resolution framework also requires the formation of the Single 

Resolution Bank Fund. Pan EU resolution fund should deliver clear benefits by: 

increasing risk diversification; delivering economies of scale; reducing the amount 

that would be subject to burden sharing; providing the right incentives for 

cooperation; speeding up decision-making; and guaranteeing a level playing field; 

and would also better reflect pan EU nature of banking markets, particularly for cross 

                                                 
53 Preamble of the Directive 2014/59/EU of the European Parliament and of the Council establishing a 
framework for the recovery and resolution of credit institutions and investment firms. 
54 Directive 2014/59/EU, Article 43. 
55 Supra Article 44 (1).  
56 Directive 2014/59/EU, Article 48(1).  
57 Directive 2014/59/EU, Article 46. 
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border banking groups.
58

 Member States that have the common currency and form 

the Banking Union will have centralized mechanism for bank resolution.
59

 Single 

resolution authority and a single resolution fund will complement key pillar of the 

Banking Union—the Single Supervisory Mechanism. The Fund should help ensure 

a uniform administrative practice in the financing of resolution and avoid the 

creation of divergent national practices.
60

 

 

Every Member State will first have to set up financing arrangements funded by 

contributions from banks, and other eligible financial institutions, in proportion to 

their liabilities and risk profile. Designated public authority will trigger these 

national financing arrangements with the purpose of ensuring effective application 

of the resolution tools and powers.
61

  

 

National funds can be used to  

 

 Guarantee assets or liabilities of the institution under resolution, its 

subsidiaries, a bridge institution or an asset management vehicle;  

 Make loans to the institution under resolution, its subsidiaries, a bridge 

institution or an asset management vehicle;  

 Purchase assets of the institution under resolution;  

 Make contributions to a bridge institution and an asset management vehicle, 

to pay compensation to shareholders or creditors;  

 Make a contribution to the institution under resolution instead of the 

contribution which would have been achieved by the write down of certain 

creditors, when the bail in tool is applied and the resolution authority 

decides to exclude certain creditors from the scope of bail-in;  

 Lend to other financing arrangements on a voluntary basis;  

 Take any combination of the previous actions.62  

 

Similar to US Orderly Liquidation Fund, national funds cannot be used to directly 

to absorb the losses of, or to recapitalise, a financial institution under resolution. A 

precondition for the use of resolution funds is an imposition of losses on bank’s 

shareholders and creditors. A minimum level of losses equal to 8 percent of total 

liabilities (including own funds) must be imposed on bank's shareholders and 

creditors before access can be granted to the resolution fund. The contribution of the 

                                                 
58 European Commission, Bank Resolution Funds, Communication from the Commission to the European 

Parliament, the Council, the European Economic and Social Committee and the European Central Bank, 
COM(2010) 254 final, (Brussels: European Commission, 2010). 

 59 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 and 

amending Regulation (EU) No 1093/2010, Official Journal of the European Union, L 225/1. 
60 Ibid [52]. 
61 Directive 2014/59/EU, Article 100. 
62 Ibid, Article 101. 
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resolution fund is capped at 5 percent of a bank's total liabilities (including own 

funds) of the institution under resolution, if the resolution authority decides to 

exclude eligible liability or a class of eligible liabilities from the bail in. In 

extraordinary circumstances, where this 13 percent limit has been reached, and after 

all unsecured, non-preferred liabilities other than eligible deposits have been written 

down or converted in full (i.e. bailed-in), the resolution authority may use alternative 

public financing sources.
63

 Only in the case of severe systemic stress could public 

funds replace the resolution fund immediately, and only after bail-in and up to 8 

percent of bank’s total liabilities. 

 

National funds will be funded with ex ante contributions, ex post extraordinary 

contributions, and contract borrowings and other forms of support between national 

financial arrangements. Credit institutions established in that Member State will pay 

contributions to the national fund of a Member State. Contributions will be raised 

from eligible financial institutions in order to reach a minimum target funding level 

of 1 percent of covered deposits of all the institutions authorised in a territory of the 

Member State over a 10-year period. Regular contributions must be spread in time 

as evenly as possible, and take due account of the phase of the business cycle and 

the potential pro-cyclical impact of contributions.
64

 Ex ante contributions must be 

raised at least annually, and represent pro rata to the amount of financial institution’s 

liabilities (excluding own funds) less covered deposits, with respect to the aggregate 

liabilities (excluding own funds) less covered deposits of all the institutions 

authorised in the territory of the Member State. That means that those banks, and 

other eligible financial institutions that contribute most to the resolution fund, could 

potentially benefit most if they enter resolution. It is also important to take into 

account the degree of credit, liquidity, market risk of the institutions, its complexity 

and impact on the stability of the financial system, so that contribution represent an 

incentive to operate under a less risky and simplified model.
65

 When ex ante 

contributions are insufficient to cover the costs of the resolution, further 

contributions can be raised. Extraordinary ex post contributions cannot exceed three 

times the annual amount of regular contribution, and can be deferred in case when 

such payment could jeopardise institutions insolvency or liquidity.
66

 In case those 

regular and extraordinary contributions are still not sufficient, national funds are also 

allowed to borrow from one another, when certain conditions are met.  

 

Formation of national bank resolution funds is just one of the tools available to the 

resolution authorities, complementing the existing ones such as the national deposit 

guarantee schemes. Member States do however have an option to use the same 

administrative structure for their resolution funds as for their existing deposit 

guarantee schemes. In case of a resolution, the corresponding national deposit 

                                                 
63 Supra, Article 44. 
64 Directive 2014/59/EU, Article 102. 
65 Ibid [63] Article 103. 
66 Ibid [63] Article 104. 
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guarantee scheme will be liable for certain amounts. In any case, the deposit 

guarantee scheme’s liability must not exceed the losses it would have incurred in a 

winding-up under normal insolvency proceedings. If the losses are greater, the 

difference must be paid from the resolution funds. Under any circumstances, the 

liability of the deposit guarantee scheme must not be greater than the amount equal 

to 50 percent of the target funding level prescribed under applicable Union law. 

However, Member States have the ability to set a higher cap than 50 percent taking 

specificities of their banking sector into account.
67

 

 

In case of a resolution of cross-border groups, the relevant national resolution funds 

will be required to contribute to a financing plan pre-agreed between the competent 

resolution authorities.
68

 

 

For resolution of a bank within the Banking Union, a Member State will be allowed 

to tap into the Single Resolution Fund only after a round of bail-in and national 

contributions have taken place. The Single Resolution Fund is in place starting 2016. 

It is composed of national compartments and administered by the Single Resolution 

Board, a newly established resolution authority for the banking Union. Banks will 

contribute ex ante to the Fund over the period of eight years, until it reaches target 

level. Target level is set at 1 percent of the amount of covered deposits of all credit 

institutions authorised in all of the participating Member States.
69

 During a 

transitional period from national funds to a Single Resolution Fund, the contributions 

will be allocated to different national compartments corresponding to each 

participating Member State, and will be subject to a progressive merger. Full 

mutualisation will be achieved within an 8 year period according to an 

intergovernmental agreement; reaching 60 percent already in the second year (40 

percent first year, 20 percent second year, then increasing by 6.6 percent annually), 

until the full capacity of €55bn.
70

 Regular, ex ante contributions will comprise of 

flat contribution and a risk-adjusted contribution.
71

 In case when such contributions 

are not sufficient to cover the losses, the Board will raise extraordinary ex post 

contributions, or borrow from national funds from non-participating Member States, 

or from private third parties (e.g. financial institutions).   

 

The Single Resolution Fund will be used once all other funding venues have been 

used. That means that the bank has been bailed-in and the national compartments of 

the affected Member States have been used; and in cases when that was not 

sufficient, portion of all compartments (including the affected Member States) must 

be utilized. 

                                                 
67 Directive 2014/59/EU, Article 109. 
68 Directive 2014/59/EU, Article 107. 
69 Regulation (EU) No 806/2014, Article 69. 
70 Council of the European Union, Agreement on the Transfer and Mutualisation of Contributions to the 

Single Resolution Fund, (Brussels: Council of the EU, 2014). 
71 Ibid [69] Article 70. 
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Although the bail-in tool and the formation of the national bank resolution funds are 

efforts to minimise losses and the use of taxpayers’ money, the use of public funds 

to finance bank resolution in systemic crises is not prohibited. The EU framework 

for State Aid governs granting of any public funds by a Member State in systemic 

crises.  

 

Bank Resolution Funding in Canada  

 

Canadian experience of the global financial crisis could not have been more different 

from the US and the EU. No bank failed or had to be rescued by the government. 

Canadian authorities’ response to the last financial crisis was evaluated as prompt, 

adequate and decisive.
72

  

 

Even more important than the response to the crisis, is the work on crisis prevention, 

as evidenced by the resilience of Canadian banking, and broader financial system 

(with the exception of the asset backed commercial paper and structured finance 

market
73

). An effective regulatory framework and prudential supervision, 

conservative policies and business models of banks, all contributed to the stability 

of the financial system during the crisis. Having a developed early intervention 

regime and resolution regime adequate for the size and structure of the banking 

sector also proved to be beneficial. Unlike US and EU banking systems, composed 

of thousands of banks and other credit institutions, Canada’s banking sector is 

comprised of just over 80 banks, and includes domestic banks, foreign bank 

subsidiaries, and foreign bank branches.
74

 It is a highly concentrated banking 

market, whose six biggest banks’ combined financial assets of 3.5 trillion dollars 

almost double the amount of country’s economic output. Supervisor designated the 

six largest as domestic systemically important banks.
75

 These banks will be subject 

to higher capital requirements, implementation of a bail-in regime and enhanced 

supervision and recovery and resolution plans. Capital requirements and capital 

ratios for Canadian banks are already higher than the international minimum 

                                                 
72 It included a variety of macroeconomic policies, increased supervision, expanded liquidity facilities 

and the eligible collateral, legislative changes to allow central bank to conduct open market operations 

with a wider range of assets, regulatory reforms (e.g. legal powers of the MOF in the areas of decision 
making and crisis intervention), and major fiscal stimulus. 

International Monetary Fund, Canada- Financial Sector Assessment Program, Technical Note on Crisis 

Management and Bank Resolution Framework, IMF Country Report 14/67 (Washington: International 
Monetary Fund, 2014). 
73 Financial Stability Board, Peer Review of Canada, (Basel: FSB, 2012) at section 3. 
74 Schedule I, II and III of the Bank Act, SC 1991, c. 46, last amended on June 23, 2015. 
75 Office of the Superintendent of Financial Institutions, Domestic Systemic Importance and Capital 

Targets – DTIs, (Ottawa: OSFI, 2013). 

The D-SIB designation has been applied to Bank of Montreal, Bank of Nova Scotia, Canadian Imperial 
Bank of Commerce, National Bank of Canada, Royal Bank of Canada, and Toronto-Dominion Bank, but 

the designation if the D-SIB status will be periodically reviewed and updated as needed.   
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standards.
76

 Going forward, those requirements are going to be even more stringent, 

while the special resolution regime for banks will be broadened with new powers of 

intervention and instruments, such as bail-in and non-viability contingent capital. 

 

Bail-in regime applicable to systemically important banks should provide capital to 

a failing bank when the bank is unable to do so through private markets.
77

 It also 

ensures that bank’s creditors and shareholders face the risk of loss, same as the equity 

holders and major creditors in the US and EU counterparts. However, there is still a 

lot of uncertainty regarding the bail-in regime: its basis (i.e. statutory or contractual), 

the triggers, whether it will apply to outstanding debt or just to the newly issued, the 

minimum amount of bail-in-able debt that the banks will have to raise, etc. If the 

bail-in is understood to have the ability to convert or write down any contingent 

convertible debt
78

, would not that imply that instruments subject to the NVCC can 

be subject to it? Bail-in regime, if enacted
79

, must work alongside existing capital 

requirement rules and newly established non-viability contingent capital (NVCC).   

 

Non-viability contingent capital is a non-common capital instrument that includes 

contractual provisions for a full and permanent conversion of the instrument into 

common shares upon a trigger event. As of January 1, 2013, all newly issued non-

common Tier 1 and Tier 2 capital instruments (i.e. preferred shares and subordinated 

debt) in Canadian banks must be NVCC in order to qualify as regulatory capital.
80

 

The timing and the nature of these instruments is late, used at the point of non-

viability
81

 and at the discretion of public authorities when there is public interest to 

                                                 
76 ‘Basel II requires banks to hold minimum Tier 1 and total capital ratios of 4% and 8% respectively, 
while Canadian credit institutions must meet or exceed a 7% Tier 1 and 10% total capital ratios. In 

addition, common equity is a predominant component of Tier 1 capital, typically accounting for 70-75% 

of the total. Supervisor may also direct a bank or a trust and loan company to increase its capital by 
imposing additional institution-specific capital charges under Pillar 2 of Basel II.’   

Ibid [72] at 12. 
77 Chris D’Souza et al, Contingent Capital and Bail-In Debt: Tools for Bank Resolution, Bank of Canada 
Financial System Reviews, (Ottawa: BOC, 2010) . 
78 That is how the FSB’s Key Attributes of Effective Resolution Regimes for Financial Institutions define 

bail-in. 
Ibid [9] at 9. 
79 Bail-in regime for D-SIFIs was proposed in Budget for 2013.  

Ministry of Finance, Jobs, Growth and Long-term Prosperity, Economic Action Plan 2013 (Ottawa: 
Ministry of Finance, 2013). 
80 Office of the Superintendent of Financial Institutions, Non-Viability Contingent Capital Advisory, 

(Ottawa: OSFI,  2011). 
The NVCC framework has been incorporated into OSFI’s Capital Adequacy Requirements Guideline 

(Section 2.2). 
81 According to Capital Adequacy Requirements there are two mandatory trigger events: 1) The 
Superintendent of Financial Institutions announces that the institution has been advised, in writing, that 

the Superintendent is of the opinion that the institution has ceased, or is about to cease, to be viable and 

that, after the conversion of all contingent instruments and taking into account any other relevant or 
appropriate factors or circumstances, it is reasonably likely that viability will be restored or maintained; 

and 2) a federal or provincial government publicly announces that the institution has accepted or agreed 
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keep such bank as a going concern. Authorities would elect NVCC only when 

confident that the conversion accompanied by additional measures (i.e. liquidity 

assistance provided by Bank of Canada, or by Canada Deposit Insurance 

Corporation, change in management and/or business plan, capital injections) would 

restore the viability of the failed bank; and when it is the optimal resolution option.
82

 

In addition, the CDIC, as the main resolution authority, has a wide range of 

resolution tools to choose from when managing federally registered deposit taking 

institutions’ failure. Failure of a bank, or its ‘non-viability’ is usually determined by 

OSFI
83

 and triggers the resolution process
84

, or liquidation.
85

 Revisions to the early 

intervention and resolution regimes leave less room for forbearance and increase 

accountability.
86

  

 

The CDIC is not only the resolution authority but first and foremost the deposit 

insurance agency for federally registered deposit-taking institutions. The CDIC is 

ex-ante funded. Its current size is 2.6 billion CAD, or approximately 41 basis points 

of covered deposits. The plan is to increase the target level of funding over the next 

ten years to 1 percent of insured deposits, or approximately 6.5 billion CAD.
87

 CDIC 

is also authorized to borrow from the federal government or capital markets, or the 

combination of the two sources. This borrowing capacity is indexed to the growth of 

the insured deposits. It currently sits at 19 billion CAD.
88

 Funding beyond this 

amount would need a Parliamentary appropriation, but it would be recovered from 

the industry.
89

 However, the CDIC does not enjoy depositors preference, and 

deposits are ranked as unsecured creditors, which can impact of recoveries of the 

Corporation.  

 

Canada was one of the first countries to create a deposit insurance fund in 

anticipation of possible bank failures. The CDIC is involved in the resolution 

                                                 
to accept a capital injection, or equivalent support, without which the institution would have been 

determined by the Superintendent to be non-viable. 
Office of the Superintendent of Financial Institutions, Capital Adequacy Requirements, (Ottawa: OSFI,  

2014) 

<http://www.osfi-bsif.gc.ca/Eng/fi-if/rg-ro/gdn-ort/gl-
ld/Pages/CAR_chpt2.aspx#ToC22NonViabilityContingentCapitalRequirementsNVCC>. 
82 Ibid [71] at 45. 
83 Bank Act, SC 1991, c. 46, s. 648 (1.1.)- Circumstances for taking control. 
84 Canada Deposit Insurance Corporation Act, RSC 1985, c. C-3, s. 39.1- Vesting in Corporation and 

appointing Corporation as a receiver. 
85 Bank Act, SC 1991, c. 46, s. 340 and s. 651- Superintendent may request winding-up ; in which case 
Winding-Up and Restructuring Act, RSC 1985, c. W-11 applies.   
86 E.g. The Minister of Finance has the power to reject certain CDIC interventions for public interest 

reasons, although this power has not been used so far.  
Ibid [71] at 27. 
87 Ibid [71] at 39. 
88 Canada Deposit Insurance Corporation, Summary of the Corporate Plan 2014/2015 to 2018/2019 
(Ottawa: CDIC, 2014). 
89 Canada Deposit Insurance Corporation Act, RSC 1985, c. C-3, s. 10.1- Loans to the Corporation. 

http://www.osfi-bsif.gc.ca/Eng/fi-if/rg-ro/gdn-ort/gl-ld/Pages/CAR_chpt2.aspx%23ToC22NonViabilityContingentCapitalRequirementsNVCC
http://www.osfi-bsif.gc.ca/Eng/fi-if/rg-ro/gdn-ort/gl-ld/Pages/CAR_chpt2.aspx%23ToC22NonViabilityContingentCapitalRequirementsNVCC
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process, ultimately by acting as a liquidator and paying off the depositors.
90

 Deposit 

guarantee schemes, CDIC included, can provide certain forms of resolution 

financing, but they do not have the same purpose as bank resolution funds.
91

  

 

In addition to federal deposit guarantee scheme, there are a number of provincial 

deposit guarantee schemes. They are elements of provincial safety nets that operate 

independently from the federal one, providing liquidity, solvency support and 

deposit insurance to eligible provincially regulated financial institutions. Despite the 

multitude of financial safety nets in Canada, only credit cooperatives networks in 

Québec have something similar to bank resolution fund. All credit cooperatives 

contribute to security fund, which is a separate legal entity. Additionally, each credit 

cooperative sets up a liquidity fund, which can be mobilized across the network 

should security funds be exhausted.
92

 

 

Despite some additions to the financial safety net, the relative absence of the crisis 

in Canada resulted in limited extensions to the range of instruments used in bank 

resolution that would minimize the costs for taxpayers. 

 

Concluding Remarks       

 

With the benefit of hindsight, it is safe to say that banking regulations have been 

outpaced by developments in the broader financial markets, and that costs of the last 

global financial crisis have been exceedingly high. In the future, with the bank 

resolution regimes in place, those costs could be better controlled and, more 

importantly, transferred to where they primarily belong. New resolution funds set 

up, or in the process of being set up, seek to change that. Their purpose will be best 

achieved if they are combined with other instruments, like bail-in debt and 

contingent capital, and with deposit insurance funds, all created to protect consumers 

and minimise the cost of bank failure.  

 

There is a consensus that jurisdictions should rely on privately financed deposit 

insurance or resolution funds, or a funding mechanism with ex post cost recovery 

from the industry.
93

 Many jurisdictions have created such funding mechanisms, but 

with some variations.  

 

The US and the EU have created new bank resolution funds. In the US system, 

Orderly Liquidation Fund is funded by, and available to, systemically important 

financial institutions, and managed by the resolution authority that is the deposit 

insurer. Simultaneously, deposit insurance has been increased. The EU has 

overhauled its financial crisis management, and shifted the majority of supervisory, 

                                                 
90 Supra. 
91Janis Sarra, “Prudential, Pragmatic, and Prescient, Reform of Bank Resolution Schemes” (2012), Vol. 

21 International Insolvency Review 17 at 62. 
92 Ibid [71]. 
93 Ibid [9] Preamble, 3. 
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regulatory and resolution authority from the Member State-level to the EU-level. 

Deposit insurance has been enhanced as well, though it remains in the hands of the 

Member States. Canada too, has increased insurance of the deposits, though it did 

not form, nor is considering forming, a bank resolution fund.  

 

Reforms of US resolution regime also include bail-in at the holding company level. 

Single point of entry system adopted requires only unilateral decision of US 

authorities, but the implications and consequences of a failure of financial institution, 

which could have serious adverse effects on financial stability in the United States, 

could have such effect on other countries as well, and would require multilateral 

approach and cross-border cooperation. The EU regime also introduces bail-in 

regime to be applied to a failing (or likely to fail) institution or a group, and when 

no alternative private sector measure or supervisory action would help. Bail-in could 

be applied independently of, or in combination with, a resolution action. Canada has 

not yet introduced a bail-in, though it is considering it. It has, however, introduced 

non-viability contingent capital, a form of contractual convertible instruments whose 

conversion is left to the discretion of the authorities.  

 

No matter how thought-through and well-designed bank resolution funds, bail-in 

instruments and contingent capital may be, their actual impact will only be fully 

understood once they are used to deal with a failing bank. Their impact on 

stakeholders, cost of funding, and pro-cyclical effects, is still being assessed. 

However, the shift from bailouts to bail-ins and other forms of privately funded 

resolution mechanisms is imminent. 
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