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Abstract

A growing number of studies are focusing attention on the new bank resolution framework and, par-
ticularly, on its side effects. This paper intends to contribute to the limited literature by examining the first
application of the BRRD in Italy, in 2015, to four small to medium-sized failing banks. It assesses empiri-
cally the (in)stability of bank creditors and depositors in stress situations. It analyses a unique proprictary
database of the Italian Deposit Guarantee Scheme.

It finds that the resolved banks incurred a significant loss of total funding since the start of their Special
Administration procedure. When resolution isimpending, creditorsand depositors take flight dramatically.
The run-off is stronger for uninsured deposits than for insured deposits. It also reveals that the deposits of
some banks that are solvent but which send public signals of weakness (capital shortfall) seem to become
«infected» and behave in a similar fashion.

The results would seem to confirm that market discipline in fact does work. However, they also support
the argument that resolution works best when the crisis is not systemic. In the presence of a systemic crisis
the funding outflows can reasonably reach large proportions. They can weaken market confidence and
affect other bank creditors with all the adverse knock-on effects on financial stability.

If the bail-in logic can be counterproductive in those very situations for which it was conceived, it could
imply that the risk of having to resort to bail-out is still very high.

Keywords: Bail-in; Bail-out; Bank Resolution; Deposit Insurance; BRRD; Contagion.
JEL Codes: G28; G21.

1 Introduction

During the financial crisis, many governments rescued insolvent banks using the taxpay-
ers’ money. This significantly impacted public finances and fed into the sovereign-banks
vicious circle. To protect taxpayers money and block unsustainable bail-outs, policymak-
ers around the globe reacted with a profound revision of the framework for bank crisis
management and the related resolution tools.

In 2001, the Financial Stability Board (FSB) published a set of principles (Key At-
tributes) to underpin an effective resolution regime for financial institutions, particularly

for banks likely to have a systemic impact if they fail. According to the FSB, it should
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be possible to resolve any financial institution without exposing taxpayers to the risk of
loss. This should be done by means of bail-in mechanisms, charging the losses of failing
banks to shareholders and unsecured and uninsured creditors.

Many jurisdictions worldwide decided to transpose the FSB principles into domestic
rules, by revisiting their own legislations on bank resolution. The European Union did
likewise. In 2014, after prolonged debate, the European Parliament adopted the Bank
Recovery and Resolution Directive (BRRD), which includes the bail-in tool.

Without a comprehensive resolution framework, the authorities have no option for
rescuing banks other than bail-out, where financial stability and the real economy are
threatened. Bail-in serves as a powerful tool to counter the banks” undue reliance on
bailouts and, at the same time, acts as a stimulus to investors to monitor banks’ risks
(market discipline). It reduces the likelihood of moral hazard externalities. Bail-outs feeds
the negative bank-sovereign circle; bail-in does not.

While reactions to the new framework have mostly been positive, intense debate has also
arisen among academics, regulators and practitioners as to its effective capacity to resolve
a crisis, especially where threats of systemic instability are present. In this type of scenario,
it is argued, the new resolution framework, particularly bail-in, could provoke undesirable
side effects, ie. exacerbate bank creditor and depositor run-offs, undermining financial
stability. The current debate would seem to focus around one question, namely, «Does
the new resolution logic, based on bail-in, entirely replace bail-out or, on the contrary, will
some form of public financial support still be necessary for resolving systemic bank crises?>.

With the transposition of the new resolution framework into domestic legislations and,
especially, after its first controversial application in a number of bank crises in Europe,
the debate grew in intensity.

Still, there is a scarcity of empirical evidence on the application of the BRRD and its
possible side effects.

This paper intends to contribute to the limited literature by examining the first ap-
plication of the BRRD in Italy, in 2015, to four small to medium-sized failing banks (the
«4 Banks»). The resolutions had great press and other media coverage, with negative
emphasis on the issues affecting subordinated retail bondholders of the resolved banks.

It assesses empirically the (in)stability of bank creditors and depositors in stress situations.
It analyses a unique proprietary database of the Italian Deposit Guarantee Scheme (Fondo
Interbancario di Tutela dei Depositi — FITD). To the authors’ knowledge, this analysis rep-
resents the first empirical investigation of bank creditors’ flight from BRRD-resolved banks.

A growing number of studies are focusing attention on the new resolution framework
and, particularly, on its side effects.

Goodhart and Avgoulleas (2014) argue that in case of systemic instability «bail-in
regimes will fail to eradicate the need for an injection of public funds where there is a
threat of systemic collapse». On the other hand, bail-in tends to be effective when failure
is idiosyncratic. Thus, the impact of the bail-in process is likely to be in terms of trigger-
ing capital flight and rising funding costs. The authors stress the incentives on creditors
to withdraw deposits or to sell debt in such a situation and observe that «such actions
could be damaging and disruptive, both to a single institution and potentially to wider
market confidence .
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Persaud (2014) argues that bail-in works well in idiosyncratic bank failures but in the
presence of systemic crises it might actually make matters even worse.

Hadjiemmanuil (2016) formulates similar arguments. He points out that in a context
of widespread distress, the application of bail-in in a single (failing) bank may push credi-
tors of other banks to reconsider their positions, thus «precipitating an across-the-board
flight to quality». However, De Grauwe (2013), on the basis of the FDIC experience,
specifies that bail-in «does not lead to a run in other banks. This is true but (these)
bail-in operations generally involve small banks».

Hiiser ez al. (2017) investigate the possible contagion effects of bail-in. The authors, by
means of a multi-layered network analysis, argue that bail-ins tend to reshape interbank
channels and they recommend a careful monitoring of the impact of the bail-in on the
systemic relevance of the bank under resolution.

Pigrum ez al. (2016) perform a detailed analysis of the structure of the demand and
supply side of bail-in-able bank debt securities in each euro area country. Their analysis
finds that the euro houschold sector holds a significant share of bail-in-able (euro) bank
debt securities. Therefore, they argue that the application of bail-in may have some
negative impacts on such investors and they raise concerns from a consumer protection
perspective.

This paper contributes to this strand of the literature with empirical evidence. It
finds that the «4 Banks» incurred a significant loss of total funding since the start of
their Special Administration procedure’. When resolution is impending, creditors and
depositors take flight dramatically. The run-off is stronger for uninsured deposits than
for insured deposits.

It reveals that the deposits of some banks that are solvent but which send public sig-
nals of weakness (capital shortfall) seem to become «infected» and behave in a similar
fashion. In contrast, the other Italian banks show different trends: they do not incur
any funding outflow and, presumably, benefit from the outflows of funds from the four
resolved banks.

The results would seem to confirm that market discipline in fact does work. However,
they also support the argument that resolution works best when the crisis is not systemic.
In the presence of a significant systemic bank failure or multiple simultaneous failures, the
funding outflows, very intense even in the case of the four small Italian resolved banks,
can reasonably reach large proportions. They can weaken market confidence and affect
other bank creditors with all the adverse knock-on effects on financial stability.

If the bail-in logic can be counterproductive in those very situations for which it was
conceived, it could imply that the risk of having to resort to bail-out is still very high.

The contflicting goals of market discipline and financial stability need to be weighed
in the context of resolution®. Any effective resolution framework should give due con-
sideration to this requirement.

! Special Administration is a procedure, opened by the Bank of Italy, which removes the ailing bank’s governing
bodies and replaces them with one or more special administrator in order to ascertain the bank’s situation, to remove
administrative irregularities and infringements of the law, and to find the best solutions for depositors’ interest and
to restore the sound and prudent management of the bank.

2 On this issue, see Beck (2011); Biljanovska (2016); Bliss (2015).
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Opverall, the paper points out that the BRRD (and the State Aid rules) provides for
flexibility in the case of systemic instability. The application of bail-in can be excluded to
some extent and, even though as a last resort, public stabilisation tools may be obtained.
This flexibility is useful in systemic situations, but it may not lessen creditors’ ex ante
fears about the risk of being bailed-in. We argue that establishing a more selective scope
for bail-in and restricting it to selected liabilities with clear contractual provisions could
balance the two conflicting goals.

Bail-in, and more in general the application of the BRRD, would need to be monitored
empirically and carefully to assess if any design enhancements are needed.

The paper is structured as follows. Section 2 offers an overview of the BRRD, in par-
ticular the bail-in tool, its application and possible derogation, and the public support
rules. It also considers the State Aid Regulation. Section 3 presents the empirical analysis
on the first application of the BRRD in Italy. Section 3 contains the conclusions and
examines policy implications.

2 How Does the BRRD Regulate the Bail-in Tool and the Public Support?

Bail-in is one of the BRRD’s resolution tools® (BRRD, Articles 43-44). Together with
the power of resolution authorities to «write-down capital instruments» (often named
«quasi bail-in» ), this resolution tool ensures that the burden of banks losses is borne
by shareholders and creditors.

The main objective of the bail-in is the recapitalization of the insolvent bank. However,
bail-in can also be used to convert to equity or reduce the amount of liabilities that are
transferred to a bridge bank or with the sale of business resolution tool.

Basically, bail-in mirrors the effects of insolvency but in reverse order. Bail-in allows
resolution authorities not only to write down subordinated debt and convert it into
capital, but also to write down and convert into capital the remaining eligible liabilities
in order to achieve the widest loss-absorbing capacity. Bail-in is applied according to a
specific sequence, laid down in the applicable insolvency law: sharcholders first; then
holders of other capital instruments and subordinated debt, other unsecured creditors,
deposits over EUR 100,000 and, lastly, the deposit guarantee scheme (DGS) which in-
tervenes i lieu of the insured deposits.

«Quasi bail-in» is closely linked to bail-in, although it differs from it. It represents
the power of the resolution authority to write-down or convert capital instruments (e.g.
Tier 1, additional Tier 1 instruments and Tier 2); this power can be used in combina-
tion with a resolution action or independently of it (BRRD, Article 59). In the latter
case, quasi bail-in is only admissible where the write-down and/or conversion suffice to
remedy the crisis situation.

The scope of bail-in is defined in BRRD on the basis of a «comprehensive approach»,
under which all the liabilities of a bank can be bailed-in, with some exclusions. Another

3 On the BRRD, see Boccuzzi (2016).
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possible policy is the targeted approach, where only a selected set of liabilities with clear
contractual provisions may be subject to bail-in.

In particular, the scope of bail-in in the BRRD is wide and regards all bank liabilities
that are not explicitly excluded (BRRD, Article 44(1)). To this end, in order to make
the resolution effective the BRRD provides that banks must comply with a minimum
requirement of own funds and bail-in-able liabilities (MREL).

The BRRD expressly excludes certain liabilities from bail-in. There are two types of
exclusion: «permanent» and «optional».

The permanent exclusions regard the following liabilities: deposits insured by a DGS,
secured liabilities (including covered bonds), liabilities arising by virtue of the holding by
an institution or by virtue of a fiduciary relationship; interbank liabilities with an origi-
nal maturity of less than seven days (excluding those to companies of the same group);
liabilities deriving from the participation in the payment system having a remaining ma-
turity of less than seven days, debts for salaries and pensions, tax debts and debts towards
providers of essential services and, lastly, liabilities towards the DGS for contributions
pursuant to the Deposit Guarantee Scheme Directive.

The «optional exclusions» represent an important discretionary power that can be
applied by the resolution authority when «exceptional circumstances» occur. This op-
tion to exclude certain liabilities is specifically regulated by the BRRD (Article 44(3)).

These circumstances occur when the bail-in is not applicable within a reasonable
timescale or there is concern that the bail-in may have negative impacts on the continuity
of critical functions or may cause destruction in value or, finally, when there is a risk of
generating widespread contagion which could cause serious disruption to the economy.

In this regard, the European Banking Authority (EBA) has issued technical advice
on assessing the conditions under which exclusions from the bail-in tool are necessary
(EBA, 2015). The EBA has stressed the principle that liabilities not expressly excluded
are within the scope of bail-in. Thus, exclusions represent, «exemptions from the general
principle of equitable treatment of creditors of the same class» (EBA, 2015, page 3)%.

As concerns the possible reasons for excluding certain liabilities from bail-in, par-
ticularly the risk of widespread contagion, the EBA has pointed out that the risk of a
degree of contagion is inherent in the bail-in tool. Therefore, the magnitude of the risk
of contagion should be assessed carefully. If «the financial system is under significant
stress or suffering from a lack of confidence then widespread contagion may be more
likely>» (EBA, 2015, page 13).

When the optional exclusions are allowed, their applicability is related to the possi-
bility of increasing the bail-in burden on other eligible liabilities, and must comply with
the «no creditor worse-off» principle.

Alternatively, where losses are not completely transferred to other creditors, the resolu-
tion fund can provide a contribution to the bank in order to cover the losses not absorbed
through the bail-in. However, the BRRD allows use of the resolution fund only where

* Some authors have pointed out that the discretion left to resolution authorities raises issues on the exercise of an
administrative power to exclude liabilities from bail-in, which is at odds with the general principle of the equitable
treatment of creditors (Lener, 2017).
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bail-in has been applied to an amount of not less than 8% of the bank’s total liabilities
(including own funds). Moreover, a cap on the use of the resolution fund is established,
corresponding to 5% of the total liabilities of the bank under resolution.

However, the European Commission has the «last word»: resolution authorities must
notify the European Commission, which can prohibit the exclusion.

As regards the role of «public support>» in the BRRD, this is not fully excluded but
is very limited and may only be provided under a few specific circumstances.

Public support may be granted whether or not a bank is under resolution.

In the context of resolution and in extraordinary circumstances, the resolution authority
may seek further funding from alternative financing sources to cover losses still remaining
after the financial contribution of the resolution fund (which is subject to the 5% cap)
and after the write-down or conversion of all unsecured, non-preferred liabilities. The
BRRD does not state where this additional funding should be sourced; some indications
come from the Single Resolution Mechanism Regulation where it specifies that the Board
cooperates closely with any «public financial assistance facility» (e.g. European Financial
Stability Facility - EFSF) and the European Stability Mechanism - ESM) in «extraordinary
circumstances» (SRM, Article 30(6)).

However, in the presence of an insolvent bank, the BRRD allows government funding
as a last resort in case of systemic crisis. In this very extraordinary situation of system-wide
crisis, the resolution authority can seek funding from «governments stabilisation tools>»
(BRRD, Articles 37(10) and 56-58). These provisions are only found in the BRRD and
not in the SRM.

Stabilisation tools can only be used if certain conditions are met. In particular, it is
necessary to apply a prior 8% bail-in, and to obtain prior and final approval under the
Union’s State aid framework.

The public financial stabilisation tools may consist in public equity support or in the
temporary acquisition of ownership. Such instruments may be applied only when triggers
for resolution occur and when certain conditions are met. These conditions occur when
there is the need to avoid negative repercussions on financial stability, where the other
resolution tools would not ensure sufficient protection of the public interest.

The general approach of the BRRD is to consider the presence of extraordinary public
support’ as one of the condition for triggering the resolution (BRRD, Article 32(3))
unless some specific circumstances occur.

The BRRD also provides that public support may be granted in the case of a solvent
bank with capital shortfall or where there is a fear of a serious disruption of the economy
of a Member State and to preserve financial stability.

In other words, the BRRD foresees the possibility of public support outside the resolu-
tion; hence, public support is not necessarily a signal of failing or likely-to-fail conditions.

Public intervention is allowed only on a precautionary and temporary basis and not to
cover banks’ losses. Moreover, the form of public support is limited to specific tools: State

5> The BRRD defines «extraordinary public financial supports as: «State aid within the meaning of Article 107(1)
TFEU, or any other public financial support at supra-national level, which, if provided for at national level, would

constitute State aid, that is provided in order to preserve or restore the viability, liquidity or solvency of an institu-
tion...»; BRRD, Article 2(28).
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guarantees to back liquidity facilities or newly issued liabilities, and own funds injections or
purchase of capital instruments. The latter measures are limited to injections necessary to
address capital shortfall established by stress tests, asset quality reviews or equivalent exercises.

Finally, public supports is subject to final approval under the Union State aid framework.

According to the 2013 Communication on State aid rules in favour of banks (EC,
2013)%, in order to address moral hazard and to limit the distortion of competition in
the banking sector, State aid is allowed only if «burden sharing» is applied”.

However, the Banking Communication provides an exemption to this rule when the
conversion (or write-down) of subordinated debt «would endanger financial stability or
lead to disproportionate results>» (point 45). Therefore, the Banking Communication
contains an exemption to the general burden-sharing principle, which can be used where
there is a risk of severe financial instability.

3 How Do Creditors and Depositors Behave in Failing Banks?
Empirical Evidence from the First Application of the BRRD in Italy

3.1 Structure of the analysis and data

The analysis examines the fundingstability of failing banks that have been placed under
the BRRD procedure. The aim is to study the behaviour of banks debt holders in such
stress situations®. The analysis measures quarterly changes of bank funding before the
resolution and for some time after it. These results are then compared with the funding
behaviour of some other banks’ peer groups.

To do so, the paper builds a unique and proprietary database, composed of the account-
ing information on the funding of (individual) banks affiliated to the Italian Deposit
Guarantee Scheme (FITD)’. The FITD covers approximately 88% of the overall deposits
of the Italian banking system. The resolution event regards the first application in Italy
of the BRRD, which involved four Italian banks.

The BRRD was transposed in Italy and entered into force in 2015, with the bail-in
rule starting in January 2016. On 22 November 2015, the Italian Resolution Authority
(Bank of Italy) and the Italian Government decided to place under resolution the fol-

¢ The Furopean Commission has published, since 2008, seven «Communications» to detail the application of
Article 107 of the Treaty of the European Union to State aid in the banking market. The Communication issued
in 2013, named «Banking Communication», in the section on «recapitalization and impaired assets» defines the
scope of «burden-sharing>.

7 «Thebank and its capital holders should contribute to the restructuring as much as possible with their own resources.
State support should be granted on terms which represent an adequate burden-sharing by those who invested in the
bank» (EC 2013; Point 15). Also, « Adequate burden-sharing will normally entail, after losses are first absorbed by
equity, contributions by hybrid capital holders and subordinated debt holders» (EC 2013; Point 45).

8 On depositors” behavior and market discipline in failing banks, see, among others, Berger and Turk-Ariss (2015),
Peristiani and Santos (2014); Martin e a/. (2017).

? Two deposit guarantee schemes operate in Italy: the FITD (Fondo Interbancario di Tutela dei Depositi) covering
the deposits of Ttalian commercial banks and the Fondo di Garanzia dei Depositi delle Banche di Credito Cooperativo,
devoted to the insurance of cooperative banks’ deposits.
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Table 1: Summary statistics of variables used in the analysis — 2016 Q3 — EUR Billion

N. Total Assets  Total Total Insured Uninsured
(2015Q4) Funding  Deposists Deposits Deposits
Value % Value %
All Banks 198 2.627 2.148 828 559 68 269 32
The «4 Banks» 4 25 21 15 12 76 4 24
Big Banks 5 1.203 972 351 239 68 112 32

Source: Authors’ elaborations of FITD data.

lowing four Italian banks: Banca Marche, Banca Popolare dell’Etruria e del Lazio, Cassa
di Risparmio di Ferrara and Cassa di Risparmio di Chieti.

A first plan of intervention proposed by the FITD was not authorized by the European
Commission (DGCOMP) because of the EU rules on State aid, according to which
the intervention of Deposit Guarantee Schemes in such situations is considered to be
State aid and, consequently, triggers the resolution. The banks were put under resolu-
tion afterwards and the «quasi bail-in» of shareholders and subordinated debt holders
was applied'®. The resolution plan split the banks into four bridge banks and one bad
bank was established in order to deal with the non-performing loans. The entire resolu-
tion process was carried out under intense scrutiny by the press and other media, whose
reports placed negative emphasis'' on the banks and highlighted the issues affecting
subordinated retail bondholders.

The analysis considers 20 quarterly datasets ranging from the last quarter of 2011 to
the third quarter of 2016, being the last available data.

The database comprises the following available data on the FITD banks: 7) total debt
funding, composed of total bonds and deposits; i) total deposits eligible for deposit
insurance («total deposits»); ii7) deposits insured by the FITD, below the insurance
coverage threshold of EUR 100,000, («insured deposits» ); iv) deposits above the cov-
erage level, namely greater than EUR 100,000 («uninsured deposits»). The sum of
«insured deposits» and «uninsured deposits» is equal to «total deposits»'%. Data are
treated at aggregate level or anonymously, where shown individually, in order to ensure
the confidentiality of FITD data.

The Table 1 provides the summary statistics of variables used in the analysis for the «4
Banks» and for the comparison groups. The «4 Banks» are compared with data of all
FITD members, as a proxy of the overall banking sector, and the «Big Banks» including
the five biggest Italian banks in terms of FITD insured deposits. The analysis also considers
six solvent banks with — publicly known - capital shortfall (requiring external support).

In 2016, Italian banks collect funding for EUR 2,148 billion, of which EUR 828
billion are deposits eligible for the FITD guarantee. Insured deposits stand at almost

10" A significant share of banks’ subordinated debts was held by the retail sector. The total subordinated bonds of
the «4 Banks» were equal to EUR 789 million (2015) for an overall number of 10,500 depositors; almost 50%
was in retail portfolios. Moreover, the Italian houschold sector held 46% of the total subordinated bonds (2015).
See Bank of Iraly (2016); https://www.bancaditalia.it/media/approfondimenti/2016/obbligazioni-subordinate/
obbligazioni_subordinate.pdf.

11 See Graziano et 4l. (2016).

12 Information on different categories of deposits, as transaction accounts or term deposits, are not available.
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Figure 1: Evolution of total funding — Index numbers (100% = 2011Q4).

Source: Authors’ elaborations of FITD data.

67.5% of eligible deposits and they are equal to EUR 559 billion. Overall 32.5% of total
deposits are uninsured.
The «4 Banks» hold a very small share of the banking market: approximately 1% of

the total funding and of the total assets, round 2%, considering overall insured deposits.
The (individual) Big Banks represent roughly 43% of FITD insured deposits.

3.2 Results

The first step of the analysis covers the evolution of total funding. Figure 1 reports the
index numbers, starting from the end of 2011 (pre-crisis period), of the 4 Banks’ funding
compared with those of peer groups, namely all FITD members banks and the Big Banks.

The figure marks the quarter in which the «4 Banks» were placed under resolution,
namely the 4* quarter of 2015. The graph also marks the overall «crisis period» and
those points in time (dotted vertical lines) when the «4 Banks» were placed under the
«Special Administration» procedure.

Unlike the comparison groups of banks, whose funding slightly decreased over
time, the «4 Banks» (dotted line) recorded a significant loss of funding after the
first Special Administration event. The fall became sharper just before the resolutions
and continued after them. At the end of the period (Sep. 2016), overall funding was
almost halved, clear evidence of a downsizing of the «4 Banks» as well as of effective
market discipline.

Figure 2 shows the evolution of total deposits. The «4 Banks’» deposits behaved dif-
ferently from total funding. Before the resolution, deposits increased slightly over time and
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this trend continued under the Special Administration regime. This might be explained
by the fact that, in Italy, the Special Administration usually resolves bank crises without
liquidating the bank concerned (e.g. by means of mergers, assets and liabilities transfers
or take-overs); moreover the FITD’s intervention typically consists of preventative and
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Figure 5: The «4 Banks» — Evolution of insured deposits — Index numbers (100% = 2011Q4).

Source: Authors elaborations of FITD data.

alternative measures rather than payouts. Depositors seem to hope that nothing else of
serious import will happen to the banks.

However, deposits behaved very differently when resolution was impending and, most
likely, the perceived resolution risk had intensified. Things changed dramatically. At the
end of December 2015, deposits fell sharply.

Figure 3 shows the progress of insured deposits. While the overall banking system as
well as the Big Banks gradually attracted larger share of insured deposits, the «4 Banks»
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Figure 6: Evolution of uninsured deposits — Index numbers (100% = 2011Q4).

Source: Authors elaborations of FITD data.
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Source: Authors’ elaborations of FITD data.

behaved differently. More precisely, during the special administration period, their deposits
showed steady growth; during this period the deposit insurance does matter; the resolution
quarter is associated with a marked outflow of deposits from those banks. The evolution
of insured deposits is also shown in Figure 4, where quarterly change rates are plotted. The
three groups had a similar trend of insured deposits over time before the resolution quarter.
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The resolution period is clearly associated with a significant outflow of deposits from
the four resolved banks, amounting to almost 8%. Despite the FITD insurance, deposi-
tors reacted to the resolution procedure and fled from the resolved banks. By contrast,
the depositors of the Big Banks and in the all-Banks group behaved differently: insured
deposits increased slightly.
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Table 2: Paired t-test for equality of means — The «4 Banks»

N. Mean  St.dev. St. Mean St. St. t Sig.
(%) error diff. dev. error (2 tails)

Insured deposits
Pre 2012Q4-2015Q4 4 14 0098 .0049
Post 2015Q4 4 8.1 0264 0132 949  .0282 .0141 6,7305  .007
Pre 2012Q4-2015Q4 4 1,4 1,0% 0,5%
Pos 201504201603 D25 1S 0 394 0158 0079 49763 016
Uninsured deposits
Pre 2012Q4-2015Q4 4 0,7 .0103  .0051
Post 2015Q4 4 261 0922 0461 2080 08730437 61379 009
Pre 2012Q4-2015Q4 4 0,7 .0103  .0051
Post 2015Q4-2016Q3 4 66 0252 0126 /27 0261 0131 55649 011

Figure 5 provides the breakdown of insured deposits at the «4 Banks». The decrease
of deposits during the resolutions quarter is a trend shared by the four banks.

Uninsured deposits show more intense outflow. During the crisis period (Special Ad-
ministration), deposits tend to be almost stable. When the resolution was «just around
the corner», the value of uninsured deposits of the «4 Banks» fell to almost 75% of
the initial period amount (Figure 6). By contrast, the Big Banks and the all FITD banks
recorded a gradual increase in their uninsured deposits. The mobility of deposits above
the FITD coverage level is also shown by Figure 7. At the end of the quarter immediately
after the resolutions (Dec. 2015), the «4 Banks’» deposits had decreased by 25.4% with
respect to their level in the previous quarter.

Figure 8 shows the «4 Banks» separately: the sharp fall in deposits was common to
each of them.

The analysis also compares the trend of the «4 Banks’» uninsured deposits with that
of some Italian banks with some (public) capital shortfall but still solvent (6 banks).
Although these banks were not in resolution, the behaviour of the «4 Banks’» deposits
seemed to affect the «weak» banks™ deposits, just before and after the «4 Banks»
resolutions (see Fig. 9).

The analysis finally tested whether the different behaviour of deposits was statistically
significant. To do so, paired #tests for the equality of means' of the quarterly change
rates of two periods (pre and post'* resolution) were performed, considering the differ-
ent comparison groups. The tests considered the rate of change of both insured and
uninsured deposits.

In the case of the «4 Banks>», as shown in Table 2, the results of the z-tests are sta-
tistically significant (with p < 0.05). By contrast, in the case of Big Banks and all FITD
Banks, #-tests are not significant. Last, z-tests were also performed considering the «weak »
banks. In this case too, #-tests are significant (before mean = +2.9%; after mean = —13%;

n=6;df=5;¢= 7.158; p = 0.001).

13 Normality of data was positively checked.
! The pre period comprises all the quarters before the resolution quarter (Dec. 2015). The post period has a twofold
definition: 7) the quarter in which the resolutions took place (Dec. 2015); ) all the quarters starting from Dec. 2015.
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4 Final Remarks and Policy Implications

The paper analyses the behaviour of the creditors and depositors of the first insolvent
banks that underwent application of the BRRD in Italy. While the analysis was statistically
limited, given the low number of cases analysed, it did yield some significant empirical
evidence.

The total funding of the «4 Banks» decreased steadily from the start of the Special
Administration regime, two years before the resolution events. This can be interpreted
as being the result of effective market discipline, which most likely began when these
banks” problems became public. During the Special Administration and prior to the
resolutions, total deposits, differently from total funding, increased slightly. Therefore,
market discipline tends initially to «attack» bonds more than deposits.

Things changed dramatically around the time of the resolutions.

The «4 Banks'» deposits recorded a sudden sharp fall. Both uninsured and insured
deposits fled, but the former much more than the latter.

Evidence of some outflow of uninsured deposits is also documented for some other
«wobbly» banks (solvent but with some capital shortfalls) and this happens simultane-
ously to the «4 Banks’» resolutions. This suggests a possible negative contagion channel
from the resolved bank to these weak banks.

The evidence may have some policy implications.

First, the insured deposits outflow questions the effective credibility of deposit insur-
ance. Policy actions to make DGS financing more robust may be useful. In this regard,
providing the FITD with credible back-up facilities may be an option. The third pillar
of the Banking Union, a European deposit insurance scheme (EDIS) could also produce
positive effects.

Second, the run of uninsured deposits is certainly consistent with the market disci-
pline literature, although the magnitude and the speed of the outflow suggest that there
are also other strong drivers, i.e. «panic», closely linked to the perceived uncertainty of
the new resolution framework. Most likely, the «fear» of being bailed-in heightens the
creditors’ and depositors’ desire to get out quickly.

However, given that such strong funding flights and signals of potential contagions
emerge even in the case of small bank failures (as in the Italian case), it is reasonable to
expect that where the resolution involves a large systemic bank or multiple failures these
effects will be even stronger and might have adverse impacts on financial stability. There-
fore, the results of our analysis support the view, recently put forward in the literature,
that the new resolution framework can be an effective tool only in minor crises but not
when there are threats to financial stability.

Thus, the enhancement of market discipline and the strengthening of financial stability
may act as conflicting goals that need to be balanced in the context of bank resolution.
The design of the resolution framework should consider these factors at play in order
to be effective.

The BRRD and the State Aid regulation do allow some flexibility in the rules, which
can be used in the presence of the threat of systemic collapse in order to avoid negative
externalities, hence, to make the resolution regime more effective. When financial stability
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is at stake, the application of bail-in can be excluded to some extent; also, as a last resort,
public stabilisation tools may be required.

However, while the flexibility of rules is useful to deal with ex post undesired systemic
consequences, it is unlikely to reduce the ex ante uncertainty (fear) of banks creditors of
having their savings bailed-in. The adverse effects on market discipline, therefore, may persist.

To balance market discipline with financial stability, it may be useful to consider to
what extent the bail-in should be applied. If its application to the «maximum possible
extent» can have adverse effects, it might be reasonable, from a policy point of view, to
keep the principle of private burden-sharing, with only a narrow extension of the bail-in.

A targeted approach to bail-in, instead of the comprehensive one, may be a policy option
that balances the two conflicting goals. Restricting the scope of bail-in to certain liabilities
with clear contractual provisions may give more (ex ante) certainty to creditors and hence
reduce the risk of generalized funding flights-to-safety. On the other hand, this approach
reduces bail-in capacity to resolution financing and requires, ceteris paribus, additional
funding from other sources (i.c. the resolution fund or, as a last resort, public support).

These issues deserve more in-depth research, both legal and empirical. The application
of the BRRD should be carefully monitored in order to ascertain whether its design,
particularly the bail-in, might require reviewing.

In conclusion, bail-in is certainly a useful resolution tool but it is not the «silver bul-
let>» for all situations. When financial stability is at stake, bail-out does not seem to be
definitely ruled out, at least not yet.

References

Avgouleas E. and Goodhart C. (2016) ‘An Anatomy of Banks Bail-ins. Why the Eurozone Needs
a Fiscal Backstop for the Banking Sector, European Economy, 2.

Bank of Italy (2016) ‘Informazioni sui detentori di obbligazioni subordinate’, https://www.banca-
ditalia.it/media/approfondimenti/2016/obbligazioni-subordinate/obbligazioni_subordinate.
pdf.

Beck T. (2011) ‘Bank Resolution: A Conceptual Framework), in Delimatsis P. and Herger N.
(eds.), Financial Regulation at the Crossroads: Implications for Supervision, Institutional Design
and Trade, Alphen aan de Rijn: Kluwer Law International.

Berger A.N. and Turk-Ariss R. (2015) ‘Do Depositors Discipline Banks and Did Government
Actions Duringthe Recent Crisis Reduce this Discipline? An International Perspective’, Journal
of Financial Services Research, 48, 2.

Biljanovska B. (2016) ‘Aligning Market Discipline and Financial Stability: A More Gradual Shift
from Contingent Convertible Capital to Bail-in Measures, European Business Organization
Law Review, 17, 1.

Bliss R. (2015) ‘Market Discipline in Financial Markets: Theory, Evidence and Obstacles, in
Berger A., Molyneux P.and Wilson J. (eds.), The Oxford Handbook of Banking, 2nd ed. Oxford:
Oxford University Press.

Boccuzzi G. (2016). The European Banking Union: Supervision and Resolution, Basingstoke, UK:
Palgrave Macmillan.

De Grauwe P. (2013) “The New Bail-in Doctrine: A Recipe for Banking Crises and Depression
in the Eurozone, CEPS Commentary, 4 April.

Journal of Financial Management Markets and Institutions, vol. 5, n. 1, 93-110



Does Bail-in Definitely Rule out Bailout? 109

de Sury P. and Rovera C. (2016) ‘Il bail-over italiano), Banche e Banchieri, 3.

Dewatripont M. (2014) ‘European Banking: Bailout, Bail-in and State Aid Control, International
Journal of Industrial Organization, 34.

EuropeanBanking Authority - EBA (2015) Technical Adviceon the Delegated Acts on the Circumstances
when Exclusions from the Bail-in Tool Are Necessary. Delegated Acts on the Circumstances when
Exclusions from the Bail-in Tool Are Necessary, 6 March.

European Commission (2013) ‘Communications from the Commission on the Applications, from
1 August 2013, of State Aid Rules to Support Measures in Favour of Banks in the Context of
the Financial Crisis, («Banking Communications» ), Official Journal of the European Union,
30 July.

European Commission (2016) ‘Commission Delegated Regulation (EU) 2016/860’, 4 February.

European Parliament and Council (2014), ‘Directive 2014/59/EU of the European Parliament
and of the Council of 15 May 2014 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, 12 June.

Financial Stability Board (2001; 2014) ‘Key Attributes of Effective Resolution Regimes for
Financial Institutions, http://www.fsb.org/2014/10/key-attributes-of-effective-resolution-
regimes-for-financial-institutions-2/.

Graziano E.A., Francesca V., Fontana S. and Della Peruta M.R. (2016) ‘Look who’s Talking:
Banking Crisis, Bail-in and Mass-Media, 9th Annual Conference of the EuroMed Academy
of Business, September 14-16, Warsaw, Poland.

Goodhart C. and Avgouleas E. (2014) ‘A Critical Evaluation on Bail-ins as Bank Recapitalisation
Mechanism; Centre for Economic Policy Research, Discussion Paper 10065.

Hadjiemmanuil C. (2016) ‘Limits on State-funded bailouts in the EU Bank Resolution regime),
European Economy, 2.

Hiiser A.C., Halaj G., Kok C., Perales C. and van de Kraaij A. (2017) “The systemic Implications
of Bail-in: A Multi Layered Network Approach, Working Paper Series, European Central
bank, n. 2010.

Lener R. (2017) ‘Liabilities Excluded from Bail-in Implications), mimeo.

Martin C.,PuriM.and Ufier A. (2017) ‘On Deposit Stability in Failing Banks) 22 May, Preliminary
draft presented at the 2017 Biennial IADI Research Conference — «Designing an Optimal
Deposit Insurance System in the wake of the Financial Crisis», Basel June - 2 June.

Micossi S., Bruzzone G. and Cassella M. (2016) ‘Fine-Tuning the Use of Bail-in to Promote a
Stronger EU Financial System), CEPS Special Report, n. 136.

Peristiani S. and Santos J. (2014) ‘Depositor Discipline of Risk-Taking by US Banks, Liberzy
Street Economics.

Persaud A.D. (2014) “Why Bail-in Securities Are Fool’s Gold; Policy Brief, Peterson Institute for
International Economics, November.

Pigrum C., Reininger T. and Stern C. (2016) ‘Bail-in: Who Invests in Noncovered Debt Securi-
ties Issued by Euro Area Banks?, OesterreichischeNationalbank (OeNB), Financial Stability
Report, n. 32.

SRM (2014) ‘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 1093/20; Official Journal
of the European Union, 30 July.

Journal of Financial Management Markets and Institutions, vol. 5, n. 1, 93-110






