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Abstract

The adoption of the Artificial Intelligence Act by the European Union, together with the
emergence of large language models (LLMs) based on foundation models, or, more generally,
of generative artificial intelligence (GenAl), has attracted renewed interest, within and beyond
the financial sector, in the opportunities and limitations of this technology as a driver of change
in society. This article aims to provide the context for recent developments and put them into
perspective, identify possible road maps within the financial system and also set out what
could hold back or spur progress in the medium and long term.

Keywords: generative artificial intelligence, foundation models.

1 Introduction

Artificial intelligence (Al) essentially consists of developing systems that perform tasks typically
requiring human skills. Although it has a long history, Al progress is now driven by the recent
advances in computing power and a major shift in approach. Specifically, this technology has
moved from rule-based models to probabilistic models. Unlike traditional econometrics, the
latter do not impose a specific functional form on the origin of the data. Instead, they directly
infer what the underlying patterns are, thus improving the ability to predict or make decisions
about a given problem.

These developments, along with a reduction in the cost of processing and storing information
and the growing digitalisation of all types of data, have led to an increase in the number of
sectors and use cases for which Al now provides solutions. The financial sector has been no
exception to this phenomenon having, in recent decades, explored the possibility of
implementing them in multiple scenarios (e.g. credit risk assessment and analysis) and internal
management processes (e.g. automation) (Alonso-Robisco and Carbd, 2022).

However, users in general, and the financial system in particular, face many challenges. In
practice, these solutions involve moving from a controlled scenario, where the gradual and
selective implementation of rule-based models predominated, to one in which all business
areas find potential applications that they would like to deploy as soon as possible, especially
with the advent of proposals for GenAl models. The need thus arises for a framework that
considers the risk implications (including possible regulatory requirements), analyses and
optimises the management of the necessary resources and, ultimately, considers the strategic
implications that the widespread use of this technology entails (Alonso-Robisco and Carbd,
2021).
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In applying this technology, authorities and central banks face the same dilemmas as the
private sector, with the particularity that understanding the risks and the mechanisms to
contain them is paramount given their potential impact on financial stability. In particular, a
dichotomy arises between the benefits of Al being adopted speedily and how this could in
itself be a source of market imbalances, for example, for credit markets. Specifically, to
highlight only some of the most prominent dangers, extensive Al use without proper safeguards
could easily lead to cyber concentration risks and risks stemming from herd behaviours, with
the consequent increase in market correlations. Therefore, when incorporating Al to comply
with their respective obligations, a road map that takes into account and measures these
implications must be defined, prioritising the areas where the impact is greater. For instance,
there is a clearer need for Al to be adopted in the short term in fields such as the prevention
of money laundering and financing of terrorism and the prevention or detection of cyber risks.

In addition, it is in the interest of central banks to be mindful of the impact that the widespread
adoption of Al will ultimately have on issues such as the labour market, productivity and the
degree of social inequality. To date, the preliminary analyses of this impact vary considerably.
Some authors, such as Acemoglu (2024), consider the effect to be very modest, while others
have arrived at the opposite conclusion (Cazzaniga, Pizzinelli, Rockal and Mendes, 2024).
There is thus a wide range of possible outcomes, as shown in Aldasoro, Gambacorta, Korinek,
Shreeti and Stein (2024), who propose analysing the effects using specific scenarios, and
conclude that Al regulation must adapt as technological changes take form in the real economy.

This article does not address the latter aspects, but focuses specifically on the direct impact
that Al has on the financial sector. After describing the changes that have taken place in the
use of algorithms, it identifies the main activities where Al could have a significant impact and
goes on to discuss the main risks posed and the responses that are being proposed by both
regulators and sectoral authorities in general.

2 The world of Al in a nutshell'

Throughout its history, Al has seen periods of intense activity and progress combined with
times of stagnation and even neglect (Al winters). As early as 1842, the mathematician and
computer science pioneer Ada Lovelace could see that computers would go far beyond mere
numerical processing (Carlucci Aiello, 2016). Later, Alan Turing would publish an article? in
which he considered whether machines would be able to think or imitate the behaviour of the
human mind. That was when the famous test of a machine’s ability to convince a person that
they are interacting with a human being was developed.® It was not until 2014 that a computer
programme, the chatbot Eugene Goostman, managed to pass this test (Warwick and Shah,
2016).

1 For a more detailed analysis, see Nayak and Walton (2024).
2 “Computing Machinery and Intelligence" (1950).
3 The Turing test.
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Notwithstanding the above, the term “artificial intelligence” was first coined at the 1956
Dartmouth Conference to describe the science and engineering of making intelligent machines*
(Moor, 2006). The concept was thus formally established, launching a new field of scientific
study and trailblazing a first golden era that lasted until 1974.° The contrast between the
inflated expectations about its possibilities and the practical limitations of the technology® led
to the first winter, which was followed by a new boom (1980-1987).

The latter period was particularly fruitful with, among other things, the arrival of expert systems
that, based on the explicit programming of “if-then” statements, were able to capture
knowledge in certain subjects in order to be able to make informed decisions.” It also
represented a new paradigm in the training of neural networks for probabilistic models, where
they were able to minimise errors from learning training data, driving the resurgence of deep
learning research.

The late 20th century and early 21st century saw significant new developments in Al, largely
driven by an increase in computing power, more sophisticated machine learning algorithms
and greater data availability to improve the training of models.® Lastly, the foundations of
generative Al were laid in 2017, with the creation of a new neural network architecture
(transformers) based on an “attention” mechanism (Vaswani et al., 2017), which afforded these
algorithms renewed potential. This is based on models trained with a large set of heterogeneous
data that, as a result, become capable of performing a variety of general tasks (foundation
models), for example, the case of GPT (Generative Pre-trained Transformer), which can
understand natural language. These models are subsequently used to train the algorithms
that autonomously generate text, images or videos in response to questions made by the user
through a prompt.®

The transition described above shows Al evolving from the use of analytical approaches
towards generative models or, in other words, from applying logical rules and more specific
programming to mirror human intelligence (symbolic Al) to trying to mimic the way the human
brain works at a more structural level (connectionist Al) (see Figure 1). A clear example of this,

4 The conference was organised by a group of computer scientists of the day, the original idea for which is attributed to John
McCarthy.

5 Notable research in this period includes the Perceptron, one of the first neural networks capable of recognising image and text
patterns, developed by the psychologist Frank Rosenblatt in 1957, and ELIZA, the first-ever chatbot, invented by Joseph
Weizenbaum between 1964 and 1966.

6 Forinstance, during the Cold War, it was thought that Al would be able to produce machine translations, but this was not the
case. Similarly, the results of the experiments conducted on neural networks fell short of expectations.

7 They were very popular at the time and, as we will see later, they are at the core of what would come to be known as symbolic Al.

8 Some illustrative examples are the creation of IBM’s Deepblue chess programme, which beat chess champion Gary Kasparov
in 1997; the presentation of IBM’s Watson system, which could respond to questions in natural language and outperformed
contestants on the popular American quiz show Jeopardy!, or the launch of AlphaGo in 2016, which beat the world's top Go
player Lee Seedol using deep neural networks and reinforcement learning techniques, in a historic five-game match.

9 One of the milestones that has undoubtedly contributed to this new GenAl hype dates back to 2022, when the company
OpenAl launched ChatGPT, an Al chatbot (far superior to the ELIZA chatbot of 1966) based on the GPT foundation model,
which has become the fastest growing web app in history. In just two months it reached more than one hundred million active
users, a figure that other types of technologies such as TikTok took nine months to attain (or up to two and a half years, in the
case of Instagram).
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Figure 1
Types of Al

Depending on the degree of development of the models, the generality of the algorithms developed and the ability of Al to outperform human
reasoning in all facets of life, Al can be classified into three different types:

o=y,
N @

A form of Al specifically designed to focus on a single specific task.
For example, in facial and image recognition systems, chatbots and
conversational assistants (Google Assistant, Siri, Alexa), autonomous
vehicles, predictive models, recommendation engines, game
simulators (chess, Go, etc.).

Weak or narrow Al

The models are designed to perform
a single task in the best way possible.

This type of Al would be able to adapt to and understand new
contexts without specific programming, that is, the system would
learn from itself. To do this, it would have to embed skills such as
reasoning, machine learning, understanding natural language and
problem solving in multiple domains.

Still being developed... the Al system This is the type of Al that is currently being worked on for the future.
could equal or even surpass human

intelligence in many cognitive tasks.

Strong or general Al

Uil
%

Artificial If models achieve general or strong Al, this intelligence could be
Superintelligence multiplied exponentially through its own self-directed learning, in a
process known as recursive self-improvement, which would
continuously improve Al at an unattainable speed for humans.

When Al vastly outperforms human Perhaps we would then have reached the point that scientists call
intelligence, it could evolve and make “the singularity”, i.e. when Al outperforms human intelligence.

decisions autonomously without
human oversight.

SOURCE: European Commission (2024).

within the financial system, is the use of symbolic Al models by marketing departments to
determine aspects such as bank customers’ propensity to purchase certain financial assets
based on their banking history, or anticipating the loss of bank customers in order to take
preventive measures (churning). The financial system is also using connectionist Al systems to
employ models that better detect fraud in the areas of compliance and fraud, to develop
chatbots as internal support tools for the management of customer portfolios by sales
department staff, and to have generative models that boost efficiency in software engineering
when writing and documenting code or writing test cases, among other uses.
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3 The opportunities of artificial intelligence for the financial system:
a snapshot

In recent years (especially following the outbreak of the pandemic and the resulting transition
to a new digital scenario), Al has gradually taken hold as an important pillar of the financial
sector’s value chain.'® The use of Al varies geographically and across institutions but has
always been linked to the specific nature of the banking business, very much centred on data
exploitation and analysis.

In the case of the financial system, in addition to the technological factors described in the
previous section, certain idiosyncratic elements have played an important role, such as the
steady narrowing of profit margins and the consequent need to find new sources of efficiencies
and income or the competition from fintechs (Boukherouaa et al., 2021).

Similarly, the emergence of GenAl foundation models has given renewed impetus to the
adoption of tools that provide affordable access to pre-trained models with a broader
purpose,'’ and also enable user-machine interaction formulas based on natural language
rather than on mastering the notions of programming.

As has happened in other sectors, there are many and diverse reasons for the interest that Al
has elicited among financial institutions, mainly associated with the promise of productivity
gains, lower operating costs and enhancing the quality and safety of products, services and
processes. In the same vein, the appetite shown by these players has much to do with the
potential for optimising returns on investments, raising customer satisfaction rates and
boosting the levels of financial inclusion (Fernandez, 2019). Here, Al cannot only help
complement credit assessment where other, traditional methods have limitations, but can also
be harnessed to increase banking penetration levels, insofar as it can provide assistance to
carry out formal procedures or select the most appropriate service providers for each case,
aspects that, along with the costs involved, are often the main obstacles to access.

In this setting, banks’ use of machine learning tools is particularly notable on the following
fronts, to name a few:

— To facilitate compliance with banking regulations (for example, statistical reports,
prevention of money laundering or terrorist financing), helping to minimise errors
thanks to workflow automation, meet deadlines for submission, and provide better
quality, clearer, more granular and precise information.

10 In fact, the European Banking Authority estimated that almost 80% of the region's banks reported using Al tools proactively
for different purposes in 2022. This figure was over 98% for institutions that were considering the use of Al or were in the early
stages of Al development (European Banking Authority, 2023). However, other sources based on quantitative indicators point
to still-low adoption rates.

11 This leads to significant savings in terms of the investment required to develop and adapt the models internally, the costs
associated with training them and the estimated time-to-market to successfully complete their effective implementation.
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— To optimise, more generally, the internal business processes with a view to cutting

costs, either by reducing the number of manual tasks and freeing up resources
for other activities, or by improving staff performance through the provision of
informed assistance for the processes they manage (e.g. advisory services to
customers).

— To contribute to more effective and diligent control of banking risks, both from an

operational (e.g. early detection of and response to potential fraud or mistakes) and
financial standpoint (e.g. assessment and monitoring of solvency and probability of
default or prediction of cash flows)? and in terms of cyber security (e.g. reducing
false positive rates and identifying non-trivial anomalies or correlations).

— To boost analytical and predictive power in relation to market events in order to

maximise investment returns amid uncertain volatility. These tools enable more
accurate and robust estimates based on unstructured data from non-traditional
sources and incorporate real-time information to generate knowledge that enables
dynamic decision-making."®

— To enhance user experience, including the marketing and customisation of

products and services to attain higher levels of customer satisfaction and
retention, and speeding up of pre- and post-sale processes and expanding general
access to banking services through the automation of certain interaction channels
(chatbots).

Despite the apparent breadth of uses, the initiatives currently in production are mostly centred

on back-office and middle-office functions. This is a logical decision is informed by the

intention to contain potential risks associated with shortcomings in or disputes over the use of
this technology with end-customers (Aldasoro, Gambacorta, Korinek, Shreeti and Stein, 2024),
in an environment in which the regulatory framework for using these techniques has not yet
been consolidated and fully implemented.

Central banks and sectoral authorities have also shown a clear desire to adopt Al tools with a

view to better performing their functions." In addition, they are interested in exploring, through
first-hand experience, the inherent opportunities and risks to be better placed to understand
and assess the real impact of these tools on the financial sector.

12

13

14
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Potential gains include reducing potential losses (Khandani, Kim and Lo, 2010), the optimisation of capital (Fraisse and
Laporte, 2022), automating decision-making (Owolabi, Uche, Adeniken, Ihejirika, Bin Islam and Chhetri, 2024) and increasing
turnover by expanding the base of approved credit applications (Sadok, Sakka and Maknouzi, 2022).

By way of example, GenAl is capable of strengthening price discovery mechanisms or lowering the barriers to entry to less
liquid markets, such as corporate debt or emerging markets.

Both in their traditional roles (microprudential and macroprudential supervision, conduct supervision, oversight of payment
systems or economic analysis) and in newly emerging roles, such as financial innovation, financial inclusion and environmental
protection (Carstens, 2019).

1
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Against this backdrop, the ongoing access to large amounts of complex and granular
information, combined with the increase in the technological resources available to them
(Cipollone, 2024), and the attainment of other strategic goals,'® have all been key drivers in this
transformation. Hence, areas such as statistics, macroeconomic analysis, oversight of
payment systems and supervision are precisely those that have seen the most significant
progress (Araujo, Doerr, Gambacorta and Tissot, 2024).

Starting with the latter, the benefits of Al will materialise insofar as, in a context marked by
changing risks and more heterogeneous banking service providers, these tools truly serve to
boost the effectiveness of actions aimed at monitoring the soundness, solvency and conduct
of financial institutions to serve the objective of safeguarding the stability of the entire system
(Beerman, Prenio and Zamil, 2021). Thus, the early detection of latent risks by capturing the
hidden anomalies/signals in the reported data or greater accuracy when simulating and
identifying the consequences of adverse scenarios (stress testing) are inherent advantages
that all these authorities agree should be investigated.

Similarly, this greater analytical capacity benefits modelling activities aimed at determining
the nature, scale and potential impact of structural imbalances on the economy, thanks,
in particular, to its effectiveness in identifying non-linear relationships (Hellwig, 2021).
Specifically, Al helps to more accurately establish the patterns that may underlie the
relationships between variables without, however, inferring their causality,'® and, hence, to
construct more sophisticated and representative models of agents’ behaviour (Atashbar
and Shi, 2023). The exploitation of granular, unstructured'” and continuously accessible
data is essential for the production of useful economic indicators that enable public policies
to be deployed when they will be most effective (Doerr, Gambacorta and Serena-Garralda,
2021).

In the same vein, Al creates the conditions for strengthening the monitoring of payment
circuits, supporting the search for unexpected patterns in transactions in order to be able to
warn of the presence of fraudulent or unlawful activity or to anticipate liquidity or operational
problems whether at the level of individual banks or in the system as a whole (Rubio, Barucca,
Gage, Arroyo and Morales-Resendiz, 2020). Although their implementation is as yet limited,
these models make it easier to identify the channels through which systemic shocks can be
transmitted, thus helping to counter their potential effects by accelerating the response
measures and targeting the heart of the problem.

15 For instance, the Banco de Espafa’s Strategic Plan 2020-2024 specifically included as one of its priorities the promotion of
technological innovation with a view to modernising the institution, focusing especially on advancing the digital transformation,
integrated information management and managing cyber security risk. Developing and rolling out suptech tools was just one
of the actions launched for this purpose.

16 Particularly in non-linear cases, as shown in Bahrammirzaee (2010).

17 For instance, the use of web scraping techniques to collect information about prices, the exploitation of satellite data to proxy
economic activity or the analysis of non-economic microdata shared daily by firms and individuals on social media (Shabsigh
and Boukherouaa, 2023).
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Enhancing the quality and functionality of data is another area in which Al’s differential value is
clear. This has become increasingly important as the volume, detail, complexity and frequency
of information has grown, favouring the implementation of automatic validation processes to
detect errors, outliers or significant omissions (Araujo, Bruno, Marcucci, Schmidt and Tissot,
2022). In addition to identifying information gaps, these tools can be used to try to remedy the
negative effects linked to the information gathering process itself, such as the shortcomings
associated with small data samples.’”® By combining different techniques, machine learning
enables the cleansing, imputation and modelling of missing data, including their interpolation.
This improves the models’ robustness and potentially prevents the “overfitting” that may arise
in the training phase (Rebuffi, Gowal, Calian, Stimberg, Wiles and Mann, 2021).

Lastly, Al has a great deal of scope for enhancing the effectiveness of central banks’ interactions
with the general public. This includes, for example, adapting their communication strategies,
paying attention to the language and content used (Bholat, Broughton, Parker, Ter Meer and
Walczak, 2018), broadening their scope thanks to the machine translation opportunities
provided by recent developments (Cipollone, 2024) and simplifying the legislation they are
responsible for drafting (Moreno, Gorjon and Hernaez, 2021).

As regards the deployment of solutions based on GenAl models, a different scenario emerges,
given that the scope, potential and implementation of GenAl, as we have mentioned earlier,
require a strategic approach and a greater degree of coordination, while managing the
challenges and risks described in the following section. Current developments are mostly
limited to tests or pilots, and their application is confined to internal use cases, aimed at
improving business processes. In general, these tools are used in isolated environments for
reasons of security and protection of sensitive data, and their role is limited to that of virtual
assistants, seeking to enhance human decision-making capacity (Organisation for Economic
Co-operation and Development, 2019).

Other examples include the automated generation of programming code, as well as the testing
and debugging of existing ones. Similarly, there are, at present, a large number of initiatives in
the areas of text summarisation and machine translation.

Finally, more and more institutions are capitalising on these tools to transcribe and analyse
conversations with customers in real time and assist managers in resolving incidents or
marketing more customised products and services. Nonetheless, GenAl’s potential goes
much further and, once key governance and data management-related issues have been
addressed, its influence will in all likelihood increase and spread to other areas rapidly (see
Figure 2).

In this connection, initiatives aimed at optimising marketing and sales efforts have already
been documented, both at the level of communication and the design of the commercial

18 Bias and noise, among others.
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Figure 2
Areas to which IA can be applied in the financial sector
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SOURCE: Devised by authors drawing on Riemer et al. (2023).

offering. The idea is to tailor both aspects to individual customer experiences. Likewise,
improving the capacity to identify possible fraud or unlawful activity isincreasingly accompanied
by the automatic completion of the associated reports. That said, in the future, front office is
where it could make most difference, provided its interactions become indistinguishable from
human ones.
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4 Most significant risks and barriers

As already mentioned in Section 2 above, 2022 marked a turning point in the resurgence of
GenAl. Since then, a number of LLMs have been launched, including ChatGPT3, ChatGPT4,
Claude, Gemini, Llama or Mistral, with advanced capabilities in natural language processing
(NLP), text and image generation and, ultimately, creative content.

The impact that this modern technology could have soon became apparent despite it still
being in its infancy. The race for companies to offer a competitive edge with this type of
solution should be accompanied by management of the inherent risks. In the United States,
the National Institute of Standards and Technology published its Al Risk Management
Framework (Al RMF 1.0) as early as 2023, to help companies efficiently manage such risks.

An article by Gartner, published in 2023, on the requirements for using Al safely and effectively,
highlights that: “By 2026, organizations that operationalize Al transparency, trust and security
will see their Al models achieve a 50% improvement in terms of adoption, business goals and
user acceptance.”

Although more traditional Al models may present challenges in this direction (Alonso-Robisco
and Carbd, 2022), and given the novelty and potential scope of GenAl, we will focus in this
section on the specific risks its use entails. Specifically, the different types of potential
problems posed by GenAl notably include:

— Accuracy of model output: according to an article published by McKinsey in
May 2024, entitled “The state of Al in early 2024: Gen Al adoption spikes and starts
to generate value”, the main risk that organisations encounter when using GenAl
models is their lack of accuracy. What happens when a GenAl system generates
text, images and other output that are inaccurate, incorrect, misleading or
inappropriate? This may be due to the poor quality of the data used to train the
model, or even to the configuration of the system itself or the inherent lack of
explainability of some GenAl models, all of which can lead to the wrong decisions,
with the implications this could have for an organisation’s business process."® To
mitigate these situations, it is especially important to have sandboxes or frameworks
to check that the two most significant components of any GenAl system function
correctly: that which provides context information (retriever) and that which processes
and generates the response (generator).

— Model hallucinations: this phenomenon occurs when a model generates information
that appears to be plausible, but which is in fact made-up and not based on the
information drawn from the model’s training data. Owing to their nature, LLMs will

19 By way of example, worth noting is the case of Hong Kong business tycoon Li Kin-kan, who in 2017 lost up to 20 million
dollars a day through a trading bot called K1, due to the decisions that the GenAl model generated based on various sources
of information and which it subsequently transferred to market operations. The tycoon sued the London-based investment
firm Tyndaris Investment, which marketed this smart trading bot.
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Figure 3
Strategies to reduce LLM hallucinations

Three strategies can be applied to reduce the risk of hallucinations in LLM outputs. The most straightforward strategy
is prompt engineering (“P”), followed by retrieval augmented generation (RAG) (“R”), and the most complex, fine-tuning
(“F”) of the model itself.

u»u»u

PROMPT

A\

With prompt engineering
techniques, the model input
text could be designed and
adjusted to steer the response
by providing a context to
enrich the question, using

“one-shot” (when we want a
very specific output format),
“few-shot” (when the context
is highly complex) or
“chain-of-thought” techniques
(to make the model reason
step-by-step).

A simple strategy that does
not require many resources
but is less versatile than the
others.

SOURCE: Devised by authors.

Retrieval augmented
generation (RAG) seeks to
make the LLM itself search for
the reply using a private
documentation context.

It uses elements such as
vector databases, chunking
and embedding techniques,
retrievals, etc.

A medium complexity strategy
that requires more resources
to set up the whole model
generation process.

FINE TUNING

When the LLM is required to
perform tasks on very
domain-specific information or
to be highly adaptable, RAG is
usually insufficient and
fine-tuning techniques are
used.

Here, the LLM parameters are
adjusted directly.

A complex, costly and
resource-intensive strategy.

always return a text sequence unless explicitly told otherwise. There are three
complementary strategies to avoid these hallucinations: prompt construction
engineering techniques to communicate with the model, using techniques such as
Retrieval Augmented Generation (RAG) and/or carrying out a process of calibration
or fine-tuning of the model itself. All three have their pros and cons (see Figure 3).

— Data privacy: Here, the following situations should be addressed:

® GenAl is essentially driven by an ever-expanding amount of available data in an
increasingly digitalised world. The problem is that some of the information used to
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train the models could contain personally identifiable information (PIl). As a result,
simply using such data to train models or including them in the output could
disclose confidential information about individuals and lead to a breach of privacy
and possible misuse. Today, different solutions and techniques to mitigate this
risk are available on the market.°

¢ |n addition, a technique called “membership inference attack”, used to attack
LLMs, can reveal the original data used to train the Al models (including personal
information) without having information about the architecture of the model or the
parameters that have been used within the model itself, which could lead to a
breach of data privacy (Shokri et al., 2017).

* Moreover, when a user of these public GenAl models writes or pastes confidential
information in a prompt mistakenly, negligently or intentionally, this information
automatically becomes available to the creator/manager of these models and,
potentially, to other users.?'

— Copyright, intellectual property: as mentioned above, GenAl models are trained
using huge volumes of data. These data could potentially include copyright protected
material, which would entail complying with the copyright legislation in force in order
to use such data. If the owner of the GenAl model fails to do so, they would be
infringing intellectual property rights. The creation of new content that very closely
resembles existing works could open the door to legal disputes over its originality
and ownership in the event of possible plagiarism.??

— Biased results: most GenAl models are mainly trained on data of more than
questionable quality from the internet. It is important to stress that a GenAl model
can produce biased results, generally because of bias found in the training data. As
a first step towards mitigating this issue, companies should prioritise the use of
high-quality reliable data sources when training their GenAl models, avoiding to the
extent possible datasets that might include racist?® or sexist approaches. In addition,

the opacity of GenAl models does not exactly help to mitigate this risk. However,

fields such as explainable Al (XAl) that address a model’s interpretability and

explainability have emerged (Arrieta et al., 2019).

20

21

22

23
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Google, for example, has a data loss prevention solution to ensure that all Pll is automatically identified and anonymised before
training the models. In addition, techniques such as differential privacy, homomorphic encryption, secure multi-party
computation or federated learning can be used to protect privacy when using Al models. Another concept that is currently
being used to protect privacy is the data privacy vault, e.g. the Protecto Vault service provided by the firm Al Protecto, which
uses tokenisation.

In 2023 a Samsung engineer uploaded sensitive internal code to ChatGPT, automatically leading to a disclosure of confidential
information to third parties, with the consequent reputational impact on the company.

A clear example is the legal action brought by The New York Daily News, The Denver Post and The Chicago Tribune against
OpenAl and Microsoft for copyright infringement.

For example, in 2015 Amazon’s software developer recruitment model, which was trained on biased data, assigned a greater
weight to men’s CVs, skewing the model’s final results.
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— Model security: GenAl models can be used for a wide range of security applications.
While the first thought that springs to mind is these models being used to buttress
organisations’ current defences, it is also true that hackers can use them to make
their attacks on third-party infrastructure more sophisticated. The most relevant
security risks are summarised below:

¢ Phishing attacks on users have become exponentially more sophisticated as a
result of GenAl being used to improve the quality of the drafting (tone, style,
format) and content of the texts of malicious emails sent to third parties. GenAl
models more than make up for poor grammar or drafting, meaning that it is
increasingly difficult to distinguish between a legitimate and a bogus email. In
addition, attackers can use GenAl to write, develop, fine-tune and overhaul
malware capable of bypassing traditional security measures.

e Given that GenAl systems generally comprise a variety of different data sources,
application programming interfaces and other systems, and since integration
tends to be complex, the attack surface can be larger and create vulnerabilities
that attackers can capitalise on to access a company’s confidential information.
The OWASP Top 10 for Large Language Model Applications, a list of
recommendations that organisations can take into account to minimise this attack
risk, are especially important (see Figure 4).

e Deepfakes are another interesting case. Current GenAl models are clearly capable
of generating manipulated images and videos, voice cloning and all manner of
hyperrealistic content that can be very hard to distinguish from real content, which
could cause incorrect information to be shared intentionally and even to influence
public opinion.?* These issues raise ethical concerns that should be considered in
all GenAl model risk governance processes.

¢ [t should be borne in mind that, irrespective of the possible external attacks that
these types of models might suffer, care should also be taken with internal security
systems to avoid employees using data exfiltration techniques to “extract”
information from the organisation for their own gain (e.g. by using prompt injection).

¢ Another point to be considered is assessing how and with what data LLMs have
been trained, thereby avoiding “backdoors” that could be used to provide an
attacker with unrestricted illegal access to systems where LLMs are stored.

— Third party conformity: when designing a GenAl model that manages above all
confidential information and is deployed in the infrastructure of an external Al service
provider, it is key that such provider have compliance certificates to at least provide

24 For example, in 2024 US President Joe Biden’s voice was used in fake robocalls to discourage voting in the New Hampshire
primaries.
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Figure 4

Main vulnerabilities of LLM use

LLMot: )

Prompt

injection

When an attacker manipulates
an LLM through crafted inputs,
causing the LLM to
unknowingly execute the
attacker’s intentions.

LLMO3: ¢

Training data
poisoning
Manipulation of training data to
embed attack vectors

(backdoors, etc.) or false
information.

LLMO5: 5

Supply chain
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Vulnerabilities within all model
construction, training and
deployment processes.
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Insecure
plugin design
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plugins.
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Overreliance
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SOURCE: OWASP (2023).
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handling
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assurance that, a priori, they are not in breach of any compliance or data protection
rules and that the possible uses of the GenAl models do not serve to retrain them.

— Cost of experience and computing: when developing, using and maintaining GenAl
models it should be borne in mind that these systems require specialised hardware,
typically cloud services, which can be costly. In addition, given that it is a “relatively
new” technology, profiles such as data scientists, machine learning engineers and
prompt engineers demand higher salaries. If we also factor in that such profiles are
quite thin on the ground, there are significant barriers to entry for many organisations.

There is no doubt that there are inherent risks in developing and using any emerging and
disruptive technology, as is the case of GenAl. This means that companies must identify,
assess and mitigate in advance, in order to be aligned with each of the above-mentioned
aspects.

Further, the main technical challenges should also be considered in order to implement Al
effectively in organisations.

Prior to the resurgence of GenAl, when organisations were undertaking machine learning
projects, they followed the MLOps paradigm to improve processes in which machine learning-
based software was developed, implemented and monitored. In this work environment, data
scientists, machine learning model engineers, data engineers and experts in development,
continuous integration, security and privacy work together, from defining data quality
processes to model training, the roll-out in central repositories and the launch of systems.

However, with the arrival of GenAl the MLOps concept itself has evolved, and a new term -
LLMOps, focused mainly on the management, implementation and maintenance of LLMs —
has been coined. Due to their complexity and resource requirements, LLMs pose unique Ops
challenges, such as selecting foundation models, prompting, benchmarking the models’
results under a new system of indicators different from those used in machine learning, fine-
tuning processes, model governance and observability, among others.

Undoubtedly, all these new paradigms that organisations have to implement do nothing but
add to the list of complex tasks to integrate LLMs into their proprietary systems. This is
compounded by the new computing needs, not just to train the models, but also to implement
them either on-site or through cloud providers, which will certainly be key to the organisation
successfully deploying them internally and externally.

5 Public and regulatory policy responses: some considerations
Considering the above-mentioned risks, and Al's potential impact on society, it should come

as no surprise that the authorities have started to develop a public policy and regulatory
framework geared to mitigating them. Both at national and at international level, many of the
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Table 1

Notable aspects of the main regional regulatory initiatives

Europe

United States

Asia

Cross-cutting European regulation

applicable both to providers of Al systems
susceptible of being used in the EU (irrespective
of where they come from) and to their
respective users

It establishes requirements (or, where
appropriate, prohibitions) for Al systems that are
proportionate to the risk posed by their intended
use (specific technologies are not regulated)

Obligations to which providers are subject
include quality management systems, the
preparation of technical documentation,
record-keeping and conformity assessments

Obligations to which users are subject include
adequate human oversight, reporting serious
incidents and malfunctioning and compliance
with other legal requirements such as those
under the General Data Protection Regulation

SOURCE: Devised by authors.

The National Artificial Intelligence Initiative Office
was established in 2020

There is still no federal law regulating, prohibiting
or restricting the development and use of Al

Instead different types of legal acts have been
enacted in different areas that address specific
matters related to the application of Al

The White House has launched some
measures, with particular focus on matters such
as access and fair use of Al systems or the
development of foundation models and matters
related to security

The debate continues over legislative initiatives
that address, for example, automated
decision-making systems (transparency, right
to not participate, non-discrimination), consider
the possibility of requiring certain service providers
to be licensed or protect intellectual property

Singapore has an Al governance framework that
fosters explainability, transparency, fairmess and
the safeguarding of civil rights

It has also issued guidelines on the use of
personal data by Al

In addition, it is finalising a set of
recommendations on GenAl to create a
trustworthy ecosystem

The Monetary Authority of Singapore is
developing a framework to manage GenAl risks
in the financial system

China has adopted rules aimed at specific
technologies that address different types of Al
risks

There are provisions regulating the use of
recommendation algorithms, banning them for
minors and giving users the option to opt out

Other provisions regulate the providers and
users of deep synthesis-capable technologies
(labelling content created using such
technologies and restricting certain applications)

Rules on GenAl have recently been enacted that
protect intellectual property rights and require
that measures be applied to ensure data quality,
accuracy and reliability
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measures are general
However, for the time being, there are not many specific regulations for this sector. While there
are differences in both the detail and the level of requirements, all these initiatives reflect
common goals and ultimately aim to ensure that this technology is rolled out in as orderly a

in nature, and by extension therefore affect the financial system.

manner as possible (see Table 1).

One of the first focal points is the ethics of Al or, in other words, providing a framework that
enables responsible ecosystems to be built to ensure that Al’'s outcomes are fair, inclusive,
sustainable and non-discriminatory (United Nations Educational, Scientific and Cultural
Organization, 2021). To this end, one of the major international benchmarks is the OECD’s
2019 Recommendation,?® which in turn gave rise to the G20 Al Principles. Its aim has been to
provide a specific global standard, supplementing other more general standards equally
applicable to this field,?® that could inform the corresponding actions of the national authorities.

25 Since then the Recommendation has undergone several revisions to facilitate its implementation and incorporate the technical
and policy changes that have taken place, such as those stemming from the eruption of GenAl, to thereby ensure it remains
valid.

26 Mainly privacy and data protection, digital information security and conduct.
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The OECD Recommendation is implemented through a set of principles that aim to facilitate
the implementation of national policies and foster cross-border cooperation.?’” The G20 Al
Principles encourage investment in the research and development of an open science that
fosters knowledge and information sharing. They also advocate for the creation of a governance
framework and public policies that spur innovation and help the transition to the deployment
stage. Governments are also expected to pay special attention to workforce retraining and
foster interdisciplinary dialogue, both domestically and across borders, to reach major
agreements.

The universality of these premises has meant they have been echoed in numerous initiatives,
such as the EU’s Ethics guidelines for trustworthy Al or, subsequently, in the EU’s Artificial
Intelligence Act. Something similar can be said for other countries at the forefront of this field,
such as the United States,?® China,?® Japan®®and the United Kingdom,?' to name a few. Despite
their differing approaches, they all acknowledge the importance of holding an open dialogue
that fosters cooperation and promotes adjusting the practical requirements to the actual level
of risk of each specific application of Al.

Against this backdrop, Singapore has blazed a trail by reinterpreting the Recommendation to
facilitate its application to the financial sector, which now has some specific principles.? This
appears to be the route preferred by financial sector operators demanding specific criteria
that provide them with the necessary assurance about the validity of the implementations to
be made.

Another of the key components of the emerging public policy framework for Al is the above-
mentioned Artificial Intelligence Act. With this initiative, Europe is stealing a march on other
countries in terms of regulating potential Al uses in order to strengthen its open strategic
autonomy in the development of the digital market and, above all, safeguard social well-being.
To do so, it is adopting a human rights-based approach consistent with the region’s values
(Calderaro and Blumfelde, 2022).

The Al Act is cross-cutting and affects both the providers of Al systems that could be used in
the EU (irrespective of where they come from) and their respective users. Its definition of Al is

27 These include dimensions such as those related to Al contributing to improved social well-being, the transparency of Al
systems for users and ensuring Al system robustness.

28 Executive Order on the Safe, Secure, and Trustworthy Development and Use of Artificial Intelligence (2023). Further, starting
with the 2022 Algorithmic Accountability Act, the US Congress appears to be outlining a definitive roadmap that could lay the
foundations for a joint effort that helps shape a regulatory package on specific Al matters.

29 Characterised by a gradual roll-out of laws focused on specific aspects of Al use, which, in each area, address ethics-related
facets. Of note are the 2021 regulation on recommendation algorithms, the 2023 regulation on deep synthesis — to prevent
deepfakes — and the 2023 law on generative Al. This set of regulatory initiatives was based, among others, on the 2019
general governance framework that laid the foundations for the principles applicable to a new generation of responsible Al
(Sheehan, 2023).

30 Social Principles of Human-Centric Al (2019).

31 Ethics, Transparency and Accountability Framework for Automated Decision-Making (2023).

32 Principles to Promote Fairness, Ethics, Accountability and Transparency (FEAT) in the Use of Artificial Intelligence and Data
Analytics in Singapore’s Financial Sector.
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Figure 5

Types of Al risks in the Al Act

PROHIBITED
USES

ACCEPTABLE USES

Subject to a series of
requirements and a conformity
assessment

-> ACCEPTABLE USES

Subject to particular
reporting obligations

Al systems with specific transparency
obligations

ACCEPTABLE
) USES
Not subject to singular
conditions

Minimal or no risk

SOURCE: European Commission (2024).

quite broad to thus accommodate developments such as foundation models.®® The Al Act also
establishes levels of risk based on the intended use of these tools, enabling the identification

of a series of categories on which proportionate obligations are placed (see Figure 5).3*

Turning to the financial system, high-risk Al systems and, in particular, those related to

biometric identification® and credit scoring,®® are particularly important. These, like any other

in this category, will undergo a conformity assessment and be subject to certain particular

requirements.

33

34
35

36
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During negotiations over the regulation this was subject to some debate because of the possibility of such a broad definition
also including more traditional inference models. However, finally, there seems to be a consensus that this is not the case.

Potentially abusive uses of Al e.g. those that can distort human behaviour or lead to discriminatory outcomes, are prohibited.

Without prejudice to the foregoing, biometric identification will remain subject to the General Data Protection Regulation
(Regulation (EU) 2016/679) and the Law Enforcement Directive (Directive (EU) 2016/680).

Risk assessment and pricing in the insurance sector are other affected areas.
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Among other key aspects, the above-mentioned systems must guarantee: i) the deployment
of specific risk management policies; ii) the implementation of a training and testing data
management and governance model that is robust; iii) the preparation of technical
documentation that provides sufficient evidence of compliance with requirements; iv) the
transparency and traceability of decisions; and v) their appropriate supervision by ensuring
human intervention. Further, the specific transparency risk systems must inform the user that
they are interacting with a bot and not a person.

Although the principles underpinning the Al Act establish the general playing field, the
secondary legislation will be tasked with clarifying its more practical aspects. This, combined
with how effective the established mechanisms for coordinating the different supervisory
authorities are, will without doubt be key to ensuring that the Al Act is implemented with the
utmost consistency, that it avoids unnecessary frictions with the existing sectoral legislation
and that it provides enough flexibility to enable the development of a technology still largely
considered to be in its infancy.

The Ministry of Digital Transformation and the Civil Service’s regulatory sandbox pilot project,
which seeks to provide guidelines and best practices to facilitate the optimal application of the
Al Act, is expected to contribute to achieving this same objective. Despite the Al Act’s above-
mentioned cross-cutting nature, various use cases exist that affect the financial system in
particular. In this respect, it should be noted that the European Commission recently launched
a public consultation on Al in the financial sector, to provide guidance to the financial sector
for the implementation of the Al Act, given its connections with other legislation, such as that
related to outsourcing and operational risk control.

Lastly, the varying approaches followed by each international jurisdiction are viewed as a
potential source of fragmentation in an industry that, by its very nature, is not bound by
borders. Therefore, initiatives seeking to advance coordinated efforts, like the recent agreement
between the OECD and the Global Partnership on Artificial Intelligence, are on the rise.

6 Conclusions

Tech firms aside, the financial industry is perhaps the sector that, most broadly and profoundly,
is harnessing the huge opportunities offered by Al. As part of the roadmap designed to
transform information into knowledge and knowledge into intelligence, institutions are rapidly
shifting from more traditional techniques, based on analytical approaches, to others that
replicate human behaviour at a more structural level. Consequently, at present, these tools are
expected to be able to address increasingly complex problems.

In this regard, Al is currently one of the drivers behind institutions being able to meet their
most typical goals (e.g. productivity gains, better efficiency, lower costs and higher quality or
safer products and services). In particular, with regard to the latter, deploying these tools to
combat fraud or cyber threats is a matter of urgency, as the number of criminals using these
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same techniques to make significant ill-gotten gains is on the rise. In addition, a new generation
of GenAl-based tools is gradually making its way. These tools are having a significant impact
and could modify not only internal processes but also how organisations interact with
customers and employees.

This scenario opens the door to the development and exploitation of complementary sources
of income and offers new ways of maximising operating profits in a changing environment.
However, seeing as institutions are deploying these new tools cautiously, with internal
processes and applications largely the focus, it is still hard to gauge how important this
contribution will be. As legislative changes take hold and are implemented, the impact is
expected to be much more disruptive.

Similarly, financial authorities can also harness the potential of these technologies to perform
their responsibilities and thereby help improve social well-being. Hence why many of them
already have ambitious strategies and programmes to explore these technologies and
eventually pave the way for their implementation.

However, the widespread use of these techniques also poses sizeable risks that need to be
managed. In this respect, the main practical challenge facing authorities and users consists
of deploying an appropriate and robust governance model that ensures that the technology is
transparent and safe. This is the only way to guarantee that the public trusts it enough to
smooth its adoption and acceptance en masse.

This is the reason for the proliferation of initiatives aimed at establishing a regulatory and
supervisory framework that is conducive to the most orderly deployment possible. In short,
the aim is to ensure that wherever it is applied, Al always provides fair, inclusive, sustainable
and non-discriminatory results; this is something that affects the financial system in particular.
In this respect, perhaps one of the aspects in which more headway needs to be made in the
future is for legislative efforts at international level to converge somewhat, so as to prevent a
phenomenon that by its very nature is global from being hampered by a multiplicity of
fragmentary national rules.
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Abstract

Credit institutions’ access to funding is key to their survival, especially during crises, when
market liquidity deteriorates. In such periods, the availability of assets that can be used as
collateral could be instrumental in preserving access to finance. This article analyses the
Spanish banking sector’s ability to access the secured funding market since late 2014, when
the European Banking Authority’s asset encumbrance disclosure framework entered into
force. The analysis shows that in Spain, as in all other European countries, asset encumbrance
has been declining since 2022. With more unencumbered assets available, banks find it easier
to access funding on the financial markets.

Keywords: liquidity risk, encumbered assets, secured funding, banking system, TLTRO.

1 Introduction

The global financial crisis that began in the United States in 2008 revealed a number of
weaknesses that threatened financial stability. The need to strengthen the regulation,
supervision and risk management of credit institutions led the Basel Committee on Banking
Supervision (BCBS) to phase in various requirements under the Basel Ill framework from
2008 onwards, including reforms in market and credit risk management, stronger capital
requirements and, for the first time, the introduction of parameters for monitoring funding
liquidity.! In addition to the two main liquidity risk indicators (the liquidity coverage ratio and
the net stable funding ratio), these parameters notably included the ratio of asset
encumbrance in secured funding operations. This indicator is defined as the proportion of
both assets held on the balance sheet and assets received as collateral that have been used
to back secured funding operations and are therefore unavailable to be pledged as collateral
in new secured funding.

In addition to its importance from a regulatory standpoint, the asset encumbrance ratio
gained significance as a counterparty risk management measure as investors increasingly
pressurised banks to boost their secured funding, due to a greater aversion to counterparty
risk after the financial crisis of 2008 (Berthonnaud et al., 2021). However, banks face a
dilemma when deciding on how much secured funding to hold on their balance sheets, as
this may have financial stability implications. On the one hand, given that this type of funding
is backed by the assets pledged as collateral, it is safer for investors and it entails lower costs

1 Funding liquidity is that related to banks’ ability to obtain market funding, whereas market liquidity is the ease with which
financial assets can be sold on the markets with no significant impact on their price. For more information on funding liquidity,
see Banco de Espana (2023).
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Figure 1
The effect of secured funding on a bank's balance sheet

Bank A: without secured funding Bank B: with secured funding
TOTAL ASSETS TOTAL LIABILITIES TOTAL ASSETS TOTAL LIABILITIES
Unencumbered assets Unsecured funding Encumbered assets Secured funding
Cash Deposits Cash Deposits
Loans Debt securities issues Loans Debt securities issues
Investment portfolio Investment portfolio Central banks
Non-financial assets Equity Haircut
Unencumbered assets Unsecured funding
Cash Deposits
Loans Debt securities issues

Investment portfolio
Non-financial assets

Equity

SOURCE: Devised by authors.

for banks. However, on the other hand, having a high proportion of secured funding reduces
the assets available to banks to either access new secured funding or meet unsecured
creditors’ claims in the event of default, which may hinder banks’ access to new financing
and, in extreme financial stress situations, threaten their survival and lead to contagion across
the banking system.

It should be noted that available assets are reduced to a greater extent than the secured
funding obtained, due to the haircut applied to the assets used as collateral in this type of
operations. In other words, these haircuts, which aim to reduce the lender’s risk of loss in the
event of the borrower’s default and of possible fluctuations in the market value of the assets
pledged as collateral, result in overcollateralisation? of this type of financing. The higher the
haircut, the higher the level of overcollateralisation and thus the amount of unavailable assets.
Figure 1 illustrates the balance sheet composition of two banks: one with 100% unsecured
funding and one that also has secured funding. The value of the latter bank’s encumbered
assets exceeds the value of the secured funding obtained due to the haircut applied, leading
to overcollateralisation of this funding.

This article analyses how the Spanish banking sector’s asset encumbrance ratio has changed
over time. The level of this ratio provides information on Spanish banks’ ability to access
secured funding, whether on the market or through operations with central banks (mostly with
the Eurosystem). In particular, the higher this ratio, the lower the ability to access new secured
financing. First, the article presents the regulatory framework for encumbered assets. It then
analyses encumbered assets as a percentage of total assets and as a percentage of assets
eligible as collateral for the European Central Bank (ECB) (hereafter, eligible assets), and their

2 Overcollateralisation implies using collateral with a value greater than the financing covered. This provides better protection for
lenders against potential defaults.
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distribution by asset type. The article also looks at secured funding and its degree of
collateralisation.

2 Regulatory framework for asset encumbrance in secured funding operations

The 2008 global financial crisis highlighted the importance of liquidity risk for financial market
stability and, consequently, for the banking sector. During this crisis many banks with adequate
levels of capital required central bank support due to difficulties in accessing market funding
(BCBS, 2010). Indeed, empirical studies conducted after the financial crisis suggest that the
nature of this risk warranted the new BCBS liquidity measures.®

Following publication of the Basel Ill framework, in 2012 the European Systemic Risk Board
(ESRB) issued a recommendation on funding of credit institutions, which included guidelines
on the management and monitoring of assets encumbered in secured funding operations
(hereafter, encumbered assets).* This recommendation, adopted by Spain, explicitly describes
the need for national authorities to monitor encumbered assets. Subsequently, in July 2014,
the EBA published the disclosure framework for encumbered assets, which entered into
force in December 2014.° This framework contains information on assets and collateral
received with and without encumbrance (including their sources of encumbrance), from
which the asset encumbrance (AE) ratio can be derived. According to the EBA, this ratio is
the proportion of assets and collateral received and reused as collateral to total assets and
collateral received:

Encumbered assets + Encumbered collateralreceived
Total assets + Total collateral received

AE ratio =

The AE ratio is part of the non-exhaustive list of indicators drawn up by Lamas Rodriguez
(2016) to assess systemic liquidity risk in the Spanish banking system. As indicated in that
article, according to the EBA, a ratio above 30% could be considered excessive, mainly
because of the higher cost of unsecured funding due to the increase in its degree of
subordination.

The proportion of ECB-eligible assets can be calculated analogously to determine banks’
ability to access secured central bank funding.

Encumbered eligible assets + Encumbered eligible collateral received
Eligible assets + Eligible collateralreceived

Eligible AE ratio =

3 Chen, Chen and Huang (2021) conclude that liquidity shortages are not merely a symptom of solvency problems related to
banks’ credit risk and that they have detrimental effects during crises.

4 For more information, see Recommendation ESRB/2012/2 of 20 December 2012 on funding of credit institutions.

5 For more information, see the Guidelines on disclosure of encumbered and unencumbered assets.
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Since the entry into force of this disclosure framework, the EBA monitors encumbered assets
in the European banking sector and publishes its findings in annual reports. The first (EBA,
2015) lists the objectives of these reports: (1) to compare banks’ reliance on secured funding;
(2) to assess their ability to handle funding stress and to switch from unsecured funding to
secured funding; and (3) to assess the amounts of assets available in a resolution situation.

An important driver of secured funding and encumbered asset developments during the period
analysed in this article is the ECB’s liquidity provision programmes through refinancing
operations. In response to the global financial crisis, the ECB launched its longer-term
refinancing operations for euro area banks. Their main aim was to support price stability in an
environment marked by liquidity shortages. Although they were designed to be temporary, the
changing macro-financial context made it necessary to extend their application and to introduce
further such operations. These operations have had a significant impact on the composition of
credit institutions’ funding and, therefore, on how their encumbered assets have changed over
time. This is the case of the targeted longer-term refinancing operations (TLTROs), which were
used to inject liquidity into the system and thus secure the flow of credit to households and
firms. These programmes — TLTRO | launched in 2014, TLTRO Il in 2016 and TLTRO Il in 20196 -
consisted of a series of Eurosystem loans to banks on better than market terms, provided that
the banks met certain targets related to their lending to the real economy.

The following sections describe the changes in the Spanish banking sector’s asset
encumbrance ratio since the disclosure framework came into force in December 2014. They
analyse factors such as the composition of these encumbered assets, the level of
overcollateralisation and the importance of central bank funding in Spanish banks’ balance
sheets. They also study the heterogeneity of this indicator by type of institution. To this end,
two groups of banks are identified and their ability to access secured funding is compared.
The first group consists of domestic systemically important institutions, dubbed “other
systemically important institutions” (O-SllIs),” and the second comprises Spanish institutions
other than O-Slls.

3 Asset encumbrance in secured funding operations

Between 2017 and 2019 the proportion of encumbered assets pledged by the banking sectors
of the main European countries held relatively stable, with the EU average standing at around
27% (see Chart 1). This ratio rose after the COVID-19 pandemic, reflecting the greater reliance
on Eurosystem refinancing operations as the ECB made the TLTROs more appealing to banks.®

6 For more information, see the ECB’s decisions on TLTRO I, TLTRO Il and TLTRO llI.

7 Similarly to global systemically important institutions (G-Slls), these banks, dubbed “other systemically important institutions”
(O-SllIs), are subject to additional capital buffers to compensate for the advantage of being “too big to fail”. This advantage
stems from the fact that the market presumes that, if they were to experience financial difficulties, they would potentially be
bailed out to prevent them from failing. The most up-to-date list of O-Slls in Spain features four institutions, one of which (Banco
Santander) is also considered a G-SlI (see press release).

8 The interest rate was set at 50 basis points below the deposit facility rate at the time, the maximum principal amount that
counterparties were able to borrow was raised and a temporary adjustment was made to the eligible assets framework. Thanks
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Chart 1

Asset encumbrance ratio in the European banking sector

1.a Asset encumbrance ratio by country (a)

40
35
30
25
20
15
10

| 2017
W 2018

2019
| 2020
= 2021

2022
W 2023
W 2024

SOURCE: EBA.

a Assets and collateral received and reused to secure funding as a proportion of total assets and collateral received, in the EU as a whole and in various European
countries: Germany (DE), Spain (ES), France (FR), Italy (IT) and the Netherlands (NL). Data at end-March of the years indicated.

As these operations were gradually repaid, beginning in 2022, the asset encumbrance ratio
decreased significantly both in the European Union (EU) as a whole and in the main European
economies. By 2024 this ratio had fallen below the 30% threshold considered potentially
excessive by the EBA, both in the European Union and in most of its largest economies.

In Spain the asset encumbrance ratio followed a similar trend, albeit at a somewhat lower
level, with the gap between the EU and Spain widening in recent years.

The asset encumbrance ratio of domestic systemically important institutions has historically
been lower than that of other institutions (see Chart 2). This can be attributed to the lower cost
at which systemically important institutions access the unsecured funding market compared
with other institutions, as suggested by the findings of Babihuga and Spaltro (2014). However,
this divergence narrowed over time until it was reversed after March 2021 as the TLTROs were
repaid and, therefore, the secured funding programmes to which institutions other than O-Slis
had access ended. Since then, the asset encumbrance ratio for domestic systemically
important institutions has remained above that of other banks, which make greater use of
market funding.

The dispersion of the asset encumbrance ratio is relatively high in Spain (see Chart 3.a),
although it began to decrease after 2021. The breakdown by type of institution shows that the
dispersion of this indicator is lower at domestic systemically important institutions than at
other institutions, as they are fewer in number and have more homogeneous characteristics
(see Charts 3.b and 3.c).

to these changes, there was no decline and even an increase in the level of lending (Castillo Lozoya, Esteban Garcia-Escudero
and Pérez Ortiz, 2022).
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Chart 2
Asset encumbrance ratio in the Spanish banking sector
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SOURCES: Banco de Espafa and authors' calculations.

a The asset encumbrance ratio is the assets and collateral received and reused to secure funding as a proportion of total assets and collateral received. It is
calculated drawing on returns F32.01 on the assets of the reporting institution and F32.02 on collateral received, using the following formula: ({F32.01;010;010}
+ {F32.02;130;010}) / ({F32.01;010;010} + {F32.01;010;060} + {F32.02;130;010} + {F32.02;130;040}).

4 Central bank secured funding

As Chart 4.a shows, since the launch of the first TLTRO programme in 2014 the share of
secured funding raised on the financial markets has gradually decreased, while that of central
bank secured funding has risen. This trend intensified in 2020 after the launch of the third
TLTRO series, whose enhanced terms led to record-level participation by banks at June 2020.
In November 2022 this pattern reversed, when the share of secured market funding increased
following the high early repayments of part of the outstanding TLTRO Il operations, largely
related to their changed terms.® The share of secured market funding rose again in June 2023
when TLTRO IIl.4 matured, and by March 2024 it amounted to 89.2% of the total.'® All of which

9 Against the backdrop of monetary policy tightening, the ECB altered the terms of TLTRO Ill, making them less favourable (see
ECB decision of 27 October 2022).

10 For a more detailed analysis of the effect of TLTRO repayment, see Castillo Lozoya, Esteban Garcia-Escudero and Pérez Ortiz
(2024).
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Chart 3
Distribution of asset encumbrance at financial institutions in Spain (a)
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SOURCES: Banco de Espana and authors' calculations.

a Distribution of the asset encumbrance ratio in March of each of the years depicted, for all institutions (3.a), systemically important institutions (3.b) and
non-systemically important institutions (3.c). The brown boxes represent the interquartile range: their upper bound is the third quartile and their lower bound
the first quartile. The horizontal line inside the boxes is the median and the vertical lines above and below the boxes show the maximum and minimum level,
respectively.
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Chart 4
Secured funding raised by Spanish credit institutions

4.a Secured market and central bank funding
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a The eligible asset encumbrance ratio shows the proportion of ECB-eligible assets encumbered as collateral. Obtained from returns F32.01, on the assets
of the reporting institution, and F32.02, on collateral received, using the following formula: ({F32.01;010;030} + {F32.02;130;030}) / ({F32.01;010;030} +
{F32.01;010;080} + {F32.02;130;030} + {F32.02;130;060}).

shows that banks have gradually replaced part of their central bank funding with secured
market funding.

Under normal conditions, secured market funding typically exceeds central bank funding, but
the latter becomes more important in times of crisis. It is, therefore, appropriate to assess
financial institutions’ capacity to access this type of funding, which relies on the availability of
unencumbered eligible assets. Chart 4.b shows that since 2017 the volume of such assets has
risen. There are various reasons for this. First, the increase observed in April 2020 reflects the
ECB’s decision to temporarily ease the eligibility criteriain response to the COVID-19 pandemic,
with the aim of facilitating access to bank funding."" Second, the heavy TLTRO Ill early

11 In its press release of 7 April 2020, the ECB set out the details of the temporary easing of the eligible assets framework,
whereby assets guaranteed by governments or public sector entities were accepted, the minimum credit amount of €25,000
was waived, the percentage of unsecured debt instruments issued by a single issuer was increased from 2.5% to 10%, Greek
sovereign debt became eligible as collateral and valuation haircuts were reduced.
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repayments in November 2022 and the maturity of TLTRO lll.4 in June 2023 resulted in a
decline in eligible asset encumbrance. As a result of all the above, at March 2024 Spanish
financial institutions presented high capacity to obtain central bank funding. It will, therefore,
be interesting to monitor these indicators following the complete withdrawal of the collateral
easing measures in March 2024 (Bakker et al., 2022).

5 Asset encumbrance in secured funding operations, by instrument

As Chart 5.a shows, loans and advances and debt securities make up the bulk of asset
encumbrance. Loans and advances accounted for the largest share between 2017 and late
2022, with an average of 66.4%, compared with 25.2% for debt securities. As the outstanding
TLTRO operations gradually matured, the share of loans and advances declined, reflecting the
fact that these were the most common type of collateral used in the TLTROs.'? In consequence,
at March 2024 debt securities accounted for 34.1% of asset encumbrance and loans and
advances for 58.8%. For their part, debt securities make up almost all the collateral received
and reused in secured financing operations (see Chart 5.b).

The breakdown by instrument shows that debt securities have the highest levels of
encumbrance, followed by equity instruments and loans and advances other than loans on
demand (see Chart 6). The proportion of encumbered debt securities rose after 2020, reaching
54.21% in 2022 Q3. It then declined from 2023 Q2, as did the overall asset encumbrance ratio.
Meanwhile, the proportion of encumbered loans and advances other than loans on demand
stood at 24.4% on average between 2017 and 2022 and then fell in the following years, reaching
13.1% at March 2024. The proportion of encumbered equity instruments stood at 28.7% on
average between 2017 and 2024, with no defined trend over the period.

6 Sources of encumbrance

Chart 7.a presents a breakdown by liability type of the secured funding operations made by
Spanish financial institutions since 2017. It shows that most funding comes from central
banks, repos and covered bonds, which together account on average for around 71% of all
sources of secured funding. Between 2017 and mid-2020 the relative share of the different
sources of funding was quite stable, but thereafter the share of central bank funding increased,
to the detriment of repo market funding. This reflects the fact that TLTROs had become more
attractive to banks following the changes to their terms described earlier. These proportions
held quite steady until December 2022, when reliance on central bank funding gradually
declined as the outstanding amount of TLTROs decreased owing to maturity or early
repayments. From 2022 Q3 the share of repo funding grew, reaching 44.85% in 2024 Q1, as

12 TLTRO Il funding was mostly backed by term loans. In Spain one of the collateral easing measures taken during the COVID-19
pandemic was to accept loans guaranteed through the State guarantee facility provided by the Official Credit Institute (Escolar
and Yribarren, 2021).
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Chart 5
Asset encumbrance by asset type in the Spanish banking system (a)

5.a Assets on balance sheet

%
100

%

i
i

2018 2019 2020 2021 2022 2023

5.b Collateral

100

2024

2019 2020 2021 2022 2023

5.c Assets and collateral

%

2024

%

20
10

100

90

0 EEEC qNNR

o0 TN

0 T

0 THHE

» T

0 T
T
T

2019 2020 2021 2022 2023

SOURCES: Banco de Espafa and authors' calculations.

2024

100
20
80
70
60
50
40
30
20
10

Other assets

Loans and advances other
than loans on demand

Debt securities

Equity instruments

Loans on demand

Asset encumbrance ratio
(excluding collateral received)
(right-hand scale)

Other assets

Loans and advances other
than loans on demand

Debt securities

Equity instruments

Loans on demand

Asset encumbrance ratio
(excluding collateral received)
(right-hand scale)

Other assets

Loans and advances other
than loans on demand

Debt securities

Equity instruments

Loans on demand

Asset encumbrance ratio
(excluding collateral received)
(right-hand scale)

a The chart depicts each asset type as a proportion of total asset encumbrance (5.a), total collateral encumbrance (5.b) and total asset and collateral

encumbrance (5.c).

BANCO DE ESPANA 39 FINANCIAL STABILITY REVIEW, ISSUE 47 AUTUMN 2024



Chart 6

Asset encumbrance in the Spanish banking system by asset type

6.a Asset encumbrance ratio by asset type (a)
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a The chart depicts the proportion of encumbrance by asset type, i.e. the assets and collateral received and reused to secure funding as a proportion of the total
assets and collateral received. Obtained from returns F32.01, on the assets of the reporting institution, and F32.02, on collateral received, using the following
formula: ({F32.01;row by asset type;010} + {F32.02;row by asset type;010}) / ({F32.01;row by asset type;010} + {F32.01;row by asset type;060} + {F32.02;row
by asset type;010} + {F32.02;row by asset type;040}).

financial institutions used it to replace part of their central bank funding, on account of the
increased preference for short-term funding in 2022 and the maturity of TLTRO IIl.4 in
June 2023 (Castillo Lozoya, Esteban Garcia-Escudero and Pérez Ortiz, 2024). The breakdown
by type of institution shows similar patterns for systemically important institutions and the
rest of the banking system (see Charts 7.b and 7.c). The pattern is also similar in the other
European countries, as described in the latest EBA report on asset encumbrance (European
Banking Authority, 2023).

Chart 8 shows the maturity structure of the secured funding raised by Spanish financial
institutions between March 2022 and March 2024. Between March and June 2020 the share
of operations maturing between one and two years fell sharply, while the share of those
maturing between six months and one year grew. This reflects the heavy early repayments of
TLTROs in that period. Since then, the maturity structure has been more stable.

{  Level of collateralisation in secured funding operations

Chart 9 presents the level of collateralisation in secured funding raised by Spanish financial
institutions, proxied by the ratio of the amount of encumbered assets and collateral received
to the volume of secured funding raised.

Overcollateralisation makes funding more costly as it limits the amount that a bank can access
per unit of collateral. The chart shows the level of assets and collateral pledged by financial
institutions relative to their matching liabilities. For secured funding overall, this ratio has held
quite steady, around 123%, since 2014 Q4. By liability type, debt securities issued (mainly
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Chart 7
Distribution of sources of asset and collateral encumbrance (a)
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a The chart depicts the proportion of each liability type as the source of encumbrance of the assets or collateral received.
b OTC (over-the-counter) derivatives are those traded directly between two counterparties on markets with no intermediation by clearing houses.
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Chart 8
Maturity of secured funding raised by Spanish banks
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Chart 9
Level of collateralisation of secured funding raised by Spanish banks
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a The level of collateralisation is proxied by the ratio of the amount of encumbered assets to the volume of secured funding raised.

asset-backed bonds) have tended to have a higher level of collateralisation (138.6% on average
for the period considered), while central bank funding and collateralised deposits have had a
lower level (respectively 127.6% and 115.3%, on average, between 2014 and 2024). For
derivatives, the level of collateralisation is less than 100% for much of this period."
Overcollateralisation has remained broadly constant, but has risen for some liabilities due,
among other factors, to the increase in interest rates, which directly affects the market value
of the assets used as collateral. In addition, the increase in valuation haircuts as a result of the

13 Itis important to note that derivatives positions are reported on a gross basis, while collateral can be reported on a net basis.
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gradual withdrawal of the temporary easing of the eligible assets framework drove up
overcollateralisation in central bank funding in mid-2023."

8 Conclusions

This article analyses how different indicators related to secured funding raised by Spanish
banks evolved between December 2014, when the EBA requirement for disclosure of asset
encumbrance came into force, and March 2024.

The main factor affecting these indicators was the support provided by the ECB through its
liquidity injection programmes, and more specifically via TLTRO IIl, which played a hugely
important role in the crisis triggered by the COVID-19 pandemic. These programmes were
possibly even more important for non-systemic institutions, as the relaxation of the initial
requirements enabled them to obtain ECB funding.

In Spain, as in all other European countries, the level of asset encumbrance in secured funding
operations has declined since 2022, largely reflecting repayment of the outstanding amount of
Eurosystem refinancing operations. The fact that more unencumbered assets are available
makes it easier for banks to access funding on the financial markets. This is a positive factor,
especially in highly uncertain environments such as the present one where geopolitical
tensions continue. However, the gradual withdrawal of the ECB’s refinancing operations also
entails a reduction in the supply of funding available for banks. In practice, this could limit
their ability to obtain secured funding if the collateral released struggles to meet market
requirements.

14 The 20% reduction in haircuts was reduced to 10% in July 2022, and then to 0% in June 2023 (Bakker et al., 2022).
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Abstract

This article describes the organisation, implementation and results of the International
Monetary Fund’s (IMF) 2024 Financial Sector Assessment Program (FSAP) in Spain, with a
focus on issues related to systemic risk analysis and macroprudential policy. In particular, it
presents the IMF’s latest recommendations for strengthening the resilience of Spain’s financial
system and improving its regulatory and institutional framework. The article closes with an
overview of the previous FSAPs in Spain and, by way of comparison, of the most salient points
of recent FSAPs in other euro area countries.

Keywords: financial system, assessment, International Monetary Fund.

1  Introduction: origin and purpose of the FSAP

The IMF has conducted regular reviews of national financial systems within the
framework of the FSAP since 1999. The purpose of these exercises is to offer the IMF’s
technical advice to national authorities to improve and strengthen their financial systems and
thus help to mitigate the frequency and severity of the financial crises they may face. The aim
of the FSAP is twofold: i) to assess the stability and resilience of a country’s financial system
and ii) to evaluate the financial system’s capacity to contribute to economic growth and
development. FSAPs in advanced economies are conducted entirely by the IMF, but jointly by
the IMF and the World Bank in developing and emerging market economies, with the latter
conducting a financial development assessment.

FSAPs are intended to provide a comprehensive assessment of a country’s financial
system. These assessments are intended to assist IMF member countries identify key sources
ofvulnerability and systemicriskinthefinancial sectorandreportonthe possible implementation
of financial policy reforms and measures to enhance their resilience to adverse developments.
The IMF’s FSAP teams: i) review the situation of the financial system and the suitability of its
prudential framework; ii) analyse systemic risks (such as cyber risk, interconnectedness
between banks and non-banks and the emerging issue of climate change risk); iii) evaluate the
quality of the financial institution and market infrastructures supervision; and iv) from an
institutional standpoint, assess the public authorities’ capability to respond to systemic risk
situations using their regulatory, oversight and resolution powers.

1 Certain categories of risk affecting financial stability, such as operational or legal risk and risk related to fraud, are not covered
in FSAPs.
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The main findings of each FSAP are presented in the Financial System Stability
Assessment (FSSA) report. This report — which the IMF publishes on its website — is usually
accompanied by a number of public technical notes on specific topics detailing the
organisation’s analytical approach and its findings. As part of the FSAP, the IMF also prepares
confidential reports that are shared only with the authorities being assessed, known as the
Aide-Mémoire (general) and the background notes (topic-specific).

The FSAP is a key tool for the IMF’s macro-financial oversight function and is relevant for
Article IV consultations. The main responsibilities of the IMF, as laid down in its Articles of
Agreement, include monitoring and advising on member countries’ economic and financial
policies. This monitoring process (or surveillance, as the IMF refers to it) is partly based on the
FSSAs? and typically involves two IMF staff visits to the member countries each year. During
these missions, the IMF teams engage in a technical dialogue with a variety of representatives
(from government, the central bank and other public bodies, as well as the private sector) on
issues relevant to a wide range of public economic and financial policies. This process, which is
known as an “Article IV consultation”, concludes with a report that is submitted to the IMF
Executive Board for analysis and approval and subsequently shared with the national authorities.®

The Spanish financial system is subject to an FSAP every five years. The financial stability
assessment, carried out under the FSAP framework, has been a mandatory part of Article IV
consultations since 2010 for those jurisdictions that are considered by the IMF to have systemically
important financial sectors (SIFS).* For jurisdictions without SIFS, participation in the FSAP is
voluntary (IMF, 2013).° For countries with SIFS, the assessments are carried out every five or
ten years (see Table 1). In the last five years, this frequency was affected by the COVID-19
pandemic, which disrupted the capacities, resources and priorities of the IMF and the World
Bank and delayed the FSAP by around two years for some countries (including Spain).

2 FSAPsin Spain

Since the FSAP assessments began, four exercises have been conducted in Spain, in
2006, 2012, 2017 and 2024. The FSAPs in Spain reflect developments in the IMF exercises
themselves (which have focused increasingly on risk) and have been marked by important
international and short-term developments for the Spanish financial system (e.g. the global
financial crisis that began in 2008) and institutional/structural factors (such as the creation of
the banking union in 2014). Another development in recent years, no less relevant, is the

2 The Independent Evaluation Office of the IMF has identified the need for greater integration of financial and macro-financial work
across Article IV and FSAP surveillance (IMF, 2023a).

3 With the agreement of the national authorities, the IMF publishes the report on its website.

4 The methodology for determining jurisdictions with SIFS involves analysis of the financial sector’s interconnectedness and
potential for contagion, and is guided by the principles of relevance, transparency and impartiality. The list of jurisdictions with
SIFS has included 47 countries since 2021, 32 of which have relatively more systemically important financial systems and are
subject to the FSAP every five years, while the remaining 15 countries are assessed every ten years.

5 This is the case for the euro area, which is not on the list of SIFS jurisdictions and therefore is not legally obliged to submit to a
FSAP. Nevertheless, it is assessed on a voluntary basis (ECB, 2020).
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Table 1
Jurisdictions subject to an FSAP in the last ten years (2015-2024)

Countries with SIFS Countries without SIFS
Year 5-year cycle 10-year cycle Voluntary frequency
2024 Saudi Arabia, China, Spain, Japan, India, Bolivia and Kazakhstan
Indonesia, Luxembourg and the Netherlands

2023 Belgium, Finland, Sweden and Turkiye Botswana, Ecuador, Iceland, Jordan and Maldives

2022  Germany, Ireland, Mexico and United Kingdom Colombia and South Africa West African Economic and Monetary Union

2021 Hong Kong Chile and the Philippines Georgia

2020 Austria, Denmark, United States, Italy, South Trinidad and Tobago

Korea and Norway
2019 Australia, Canada, France, Singapore and Poland and Thailand The Bahamas, Kuwait and Malta
Switzerland
2018 Belgium and Brazil Peru Euro area, Jamaica, Namibia and Tanzania
2017 Saudi Arabia, China, Spain, Japan, India, New Zealand Bulgaria, Lebanon and Zambia
Indonesia, Luxembourg, the Netherlands and
Turkiye
2016 Finland, Mexico, Sweden, Ireland, Russia, Argentina Belarus, West African Economic and Monetary Union,
Germany and the United Kingdom Madagascar, Morocco, Moldova, Montenegro and

Tajikistan

2015 United States and Norway Bosnia and Herzegovina and the Turks and Caicos

Islands

SOURCES: IMF and Banco de Espania.

increase in the number of Spanish bodies significant enough to engage in the direct dialogue
with the IMF, and which, in turn, receive its recommendations. The expansion of the scope of
the IMF assessment is evident in the issues coming under the umbrella of the FSAP, such as
resolution or macroprudential surveillance, which have been developed significantly over the
past decade. Such progress has given rise to new authorities, such as the Spanish executive
resolution authority (FROB, by its Spanish abbreviation) and the Spanish macroprudential
authority (AMCESFI, by its Spanish abbreviation). At the same time, existing authorities have
been given new powers, as in the case of the Banco de Espafia, which has taken on
macroprudential and preventive resolution responsibilities for banks. Table 2 summarises the
main areas covered in the FSAPs in Spain based on the technical notes and the main
recommendations contained in the FSSA documents.

Since FSAPs began in Spain, the establishment of the banking union has entailed
important changes to the design and implementation of national FSAPs, including that
in Spain. With the launch of the Single Supervisory Mechanism (SSM) and the Single
Resolution Mechanism in 2014 - the two pillars currently underpinning the European banking
union — the focus and scope of national FSAPs has shifted, since there is some overlap with
the FSAP for the euro area. In particular, the scope of national FSAPs has shrunk in the areas
of banking supervision and resolution, to focus on less significant institutions (LSIs) (which are
under the direct responsibility of national authorities).? The European Central Bank (ECB) (as

6 With the banking union, the ECB and SRB were tasked with responsibility for prudential supervision and resolution of significant
institutions, respectively. For this reason, assessing the supervision and resolution of those institutions falls within the scope of
the FSAP for the euro area.
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Table 2
Themes assessed by the IMF and key recommendations made in the FSAPs in Spain (a)

General 2024 2017 2012 (b) 2006
Systemic risk analysis and stress testing 2
Macroprudential policy 4 2
Financial safety net and crisis management 3 4 2
Financial market infrastructures 3 2
Interconnectedness
Institutional framework, cross-authority coordination and regulations 6

Banking sector

Prudential oversight 5 7 4

AML/CFT (c) 1

Profitability 1

NPLs 1

Insolvency and creditor rights 1

Resilience 1

Real estate 1 1
Holdings in non-financial companies 1
Regulation of savings banks 4

Non-bank sectors

Securities markets 3
Insurance 1 2

Other
Cyber risk 2
Financial innovation/fintech 1

Number of key recommendations 19 15 17 12
Implemented — 13 15 9
Partially implemented — 2 2 2
Not implemented - 0 0 1

SOURCES: IMF and Banco de Espafia.

a The shaded cells denote the themes on which technical notes have been issued. The figures in the cells indicate the number of key recommendations issued
for each theme (i.e. the recommendations in the FSSA report).

b Technical notes were not released for this exercise.

¢ Anti-money laundering and combating the financing of terrorism.

the microprudential supervisory authority that also has macroprudential responsibilities) and
the Single Resolution Board (SRB) (both at the banking union level), as well as the European
Systemic Risk Board (ESRB) (at the European Union (EU) level) have become relevant
interlocutors for the IMF not only for the euro area FSAPs but also for each of the specific
FSAPs in the Member States.

The growing importance of EU regulations has also had an impact on national FSAPs.

The increasingly important role of EU financial regulation, some of which is directly applicable
in Member States through technical regulations and standards, has gradually reduced the role
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of national legislators in developing new domestic regulation. As a result, it follows that the
IMF should address certain recommendations of a regulatory nature to the European
Commission and the European Supervisory Authorities — rather than to national authorities —
and cover them in the FSAPs for the euro area.’

The first FSAP for Spain was completed in 2006,% at a time when systemic risk was
building up in the financial system. The recommendations in the accompanying FSSA
included moderating housing credit (warning of price overvaluation) and mitigating credit risk
by strengthening prudential requirements for less traditional mortgages. It also suggested
strengthening the independence of supervisory authorities and stressed the particular
importance of rigorous governance of savings banks and of the need for credit institutions to
take more conservative approaches to investments in non-financial corporations to mitigate
the associated risks.

The second FSAP for Spain, conducted in 2012, took place in a different environment
from that of the first, following the materialisation of systemic risk. A significant reform
of the legal framework for savings banks had been undertaken, complemented by the financial
support that many banks received from the FROB® and other measures that significantly
changed the Spanish banking sector’s structure. Measures had also been put in place to
address the more problematic portion of credit institutions’ portfolios, specifically those made
up of real estate loans to developers. However, the IMF considered that, in the face of
deteriorating economic conditions, further restructuring and recapitalisation of the weaker
banks might still be needed. In order to preserve financial stability and lay the groundwork for
recovery, the reforms (including independent asset valuation, the creation of credible backstops
and the enhancement of the communication strategy and resolution framework) needed to be
fully implemented. Immediately following the conclusion of this FSAP in June 2012, the Spanish
Government made a request under the provisions of the European Financial Stability Facility
(EFSF) assistance programme for the recapitalisation of financial institutions.'®

In its next FSAP for Spain, in 2017, the IMF delivered a positive opinion regarding the
Spanish financial system’s progress. The economic recovery and reforms carried out by
the various authorities helped stabilise and shore up the solvency of the banking sector and
reduce non-performing loans. However, the IMF deemed it essential that the reform process
be kept moving, that the bank balance sheet restructuring be completed and that closer
attention be paid to monitoring interest rate and liquidity risks, along with potential sources of
systemic risk, such as the insurance sector, the capital market or the governance of cooperative
banks. The IMF also warned of the increasing risk of contagion from Spanish banks’ cross-
border exposures, the strong interconnections between financial sectors and the volume of
less traditional banking activities driven by financial digitalisation.

7 On this issue, see the FSSA resulting from the 2018 FSAP for the euro area (IMF, 2018).
8 For a contemporary commentary on Spain’s first FSAP, see Garrido Sanchez (2005) and Balifio et al. (2006).
9 The FROB was created in 2009, in the midst of financial crisis, to restructure and clean up the Spanish banking sector.

10 This request would be reflected a few weeks later in a Memorandum of Understanding entered into with the European
Commission on financial-sector policy conditionality and a Framework Agreement for Financial Assistance with the EFSF.
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In retrospect, the Spanish authorities have generally complied closely with IMF
recommendations. This is partly down to the aforementioned strengthening of the European
regulatory framework, as well as to specific domestic regulatory developments and other
macro-financial policy decisions stemming from the Spanish authorities’ readiness to adopt
the IMF’s proposals. This is evidenced by the recommendations to strengthen the prudential
framework of the banking system, which have appeared in every FSAP since the first. The EU
Capital Requirements Directive and Regulation (CRD and CRR), together with the related
national regulations implementing the CRD, have seen the Spanish regulations brought into
line with the IMF’s requirements. However, in other areas, some recommendations have not
been addressed. For example, the 2006 FSAP advised separating insurance supervision from
the Ministry of Economy.

The IMF has made a range of recommendations relating to macroprudential policy.
Some of the IMF’s concerns have remained over time, such as its recommendation to establish
an institutional mechanism for coordination between financial stability authorities. This
recommendation, which appeared as early as the 2006 FSAP, resurfaced again in the 2017
FSAP in the form of a proposal to establish a Systemic Risk Council in Spain with a mandate
and tasks similar to those of the ESRB (for the EU). In line with this recommendation, AMCESFI"!
was created in 2019 to identify, prevent and mitigate the build-up of systemic risk and to
ensure that the financial system contributes sustainably to economic growth. AMCESFI’s
predecessor was the Financial Stability Committee (CESFI, by its Spanish abbreviation),?
established following the 2006 FSAP for Spain. Another example is the recommendation in the
2017 FSAP regarding the expansion of the macroprudential toolkit to include borrower-based
tools (by means of limits and conditions on the granting of bank lending). This recommendation
was addressed in Royal Decree-Law 22/2018 and later implemented in Banco de Espana
Circular 5/2021.

3 The 2024 FSAP for Spain
3.1 Design, organisation and implementation of the exercise

The IMF concluded its fourth assessment of the Spanish financial system in June 2024.
This year the IMF once again conducted an evaluation of the state of the financial system, its
institutional framework and the performance of the relevant authorities, paying particular
attention to developments since the previous exercise. The outbreak of the COVID-19 pandemic
at the beginning of 2020 prevented the 2022 edition from going forward in line with the pre-

11 AMCESFlI is a collegiate body attached to the Minister of Economy, Trade and Business (MINECO). Its members are high-level
representatives from this ministry and from the three authorities with sectoral responsibilities for the regulation and prudential
supervision of the Spanish financial system: the Banco de Espafa, the National Securities Market Commission (CNMV, by its
Spanish abbreviation) and the Directorate General of Insurance and Pension Funds (DGSFP, by its Spanish abbreviation) of the
Ministry of Economy, Trade and Business

12 The CESFI was set up by means of a voluntary cooperation agreement between the then Ministry of Economic Affairs and
Finance, the Banco de Espana, the CNMV and the DGSFP.
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established five-year frequency for those jurisdictions, like Spain, that the IMF deems as
having SIFS.

The preparatory work for the 2024 FSAP for Spain started two years prior. In 2022 the
IMF opened the relevant dialogues with the Office of its Executive Director for Spain and with
the Spanish authorities to determine the work schedule, missions and arrange the various
thematic areas to be covered during the exercise. In this initial phase, the IMF selected experts
to undertake the FSAP for Spain. Under the leadership of Jay Surti, Chief of the Financial
Supervision and Regulation Division at the IMF, ten experts (staff members of the multilateral
body) and two external consultants constituted the IMF’s multinational FSAP team.'®

On behalf of the Spanish authorities, the Ministry of Economic Affairs and Digital
Transformation' spearheaded coordination with the IMF for the FSAP and acted as the
principal liaison. Through the General Secretariat of the Treasury and International Financing,
attached to the aforementioned Ministry, the necessary preparations were made to involve all
the relevant Spanish authorities (depending on their area of competence) and enable them to
effectively participate in the exercise. To this end, points of contact were established with the
authorities to facilitate information sharing and channel communications with the IMF’s FSAP
team.

Undertaking the FSAP required close institutional collaboration at various levels. The
Banco de Espana played a prominent role in the FSAP. In addition to the Ministry of the
Economy, Trade and Business, the Banco de Espafa, the CNMV, the DGSFP,'® the FROB, the
Deposit Guarantee Scheme for Credit Institutions (FGD, by its Spanish abbreviation) and the
Executive Service of the Commission for the Prevention of Money Laundering and Monetary
Offences (SEPBLAC) actively liaised with the IMF team during the FSAP. Collectively, AMCESFI
also made an important contribution to the exercise. It should be noted that other Spanish
bodies and agencies were also involved in the exercise, albeit in a more ad hoc and limited
manner. The IMF mission also had the opportunity to meet and gather the views of private
sector organisations (representatives of banking associations and various financial institutions
based in Spain) and academic experts.

The 2024 FSAP also involved European bodies with responsibilities for the Spanish
financial system. In particular, the IMF held dialogues with the ECB and the ESRB. Since the
launch of the SSM, the ECB (in addition to being the competent authority for the supervision
of significant credit institutions in Spain) has been responsible for the indirect supervision of
less significant institutions in order to ensure the consistent application of high standards by
national competent authorities and thereby ensure consistency in supervisory outcomes
across countries participating in the banking union. The ECB also performs functions relating

13 The IMF team for the FSAP for Spain comprised: Jay Surti (Mission Chief), Luc Riedweg (Deputy Mission Chief), Sneha
Agrawal, Rachid Awad, Yaiza Cabedo, Tamas Gaidosch, Elisa Letizia, Yu Shi, Puja Singh, Hamid Reza Tabarraei and Adrian
Wardzynski (all IMF); Nigel Jenkinson and Eamonn White (external experts). See IMF (2024a).

14 As it was in 2022, now the Ministry of the Economy, Trade and Business (2024).
15 Attached to the Ministry of the Economy, Trade and Business.
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to the monitoring of financial stability risks and the assessment of national macroprudential
policies for the banking sector (in permanent contact with the Banco de Espana in the case of
Spain), including potentially tightening the macroprudential measures adopted by the Banco
de Espafia as the designated authority. In addition, the ESRB monitors systemic risk
developments across the EU and its Member States, promoting common practices in the
conduct of macroprudential policies across all sectors of the financial system. The Banco de
Espafa, the CNMV and the DGSFP are all members of the ESRB.

The 2024 Spain FSAP was structured around three IMF staff missions to the evaluated
authorities. In mid-2023 the IMF conducted a scoping mission to agree on the assessment
perimeter for the FSAP themes. This first mission was conducted remotely. By contrast, the
next two missions were conducted on-site and involved visits by the IMF team to Madrid for
meetings with staff designated by the authorities.'® These visits, each lasting around two
weeks, took place in October 2023 and January-February 2024, during which the IMF team
held roughly 200 technical work meetings.

In preparation for each of these visits, the IMF team sent the Spanish authorities several
requests for information. These took the form of thematic questionnaires to complete,
requests for access to internal documentation and the preparation of confidential data files
and statistics for stress testing purposes. These requests were duly addressed in accordance
with the safeguards for sharing confidential information between the IMF and national
authorities. In the particular case of the Banco de Espafia, the requests were also addressed
in coordination with the ECB and subject to the provisions on the transfer of information to
international organisations laid down in the EU Capital Requirements Directive.'” To this end,
the Banco de Espafa provided secure environments for the IMF team at its premises, provided
English translations of the necessary documentation and ensured the secure electronic
transfer of data with the IMF and the other institutions involved. The Spanish authorities also
advised the IMF on its meetings with financial institutions.

The Banco de Espaia played a prominent role in the FSAP. Given its important roles in
various capacities (as central bank, as the competent supervisory authority and as the
designated macroprudential authority), the Banco de Espafia was involved in most of the
FSAP workstreams, contributing expertise and information, along with logistical assistance
for the IMF’s on-site missions in Madrid. At the Banco de Espafa alone, more than 80 staff
members (with varying levels of responsibility) were directly involved in the FSAP. This is an
indication of the level of resources required to conduct the FSAP effectively, as well as the
cross-cutting nature of such exercises for an authority such as the Banco de Espafia. The
IMF team held meetings with staff from the Directorate General Financial Stability, Regulation
and Resolution; the Directorate General Banking Supervision; the Associate Directorate
General Economics and Research; the Directorate General Operations, Markets and Payment

16 The IMF team also travelled to Frankfurt, where the ECB has its headquarters.

17 Article 58a of Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to the activity
of credit institutions and the prudential supervision of credit institutions and investment firms (transposed into Spanish law by
Article 82a of Law 10/2014 of 26 June 2014 on the regulation, supervision and solvency of credit institutions).
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Systems; the Directorate General Financial Conduct and Banknotes; the General Secretariat;
and, in the case of end-of-mission meetings, with members of the Banco de Espafia’s senior
management.

The IMF focused the 2024 Spain FSAP on seven thematic areas. In line with previous
FSAPs for Spain and for other European countries, the IMF conducted a segmented analysis
of the key areas for action or reform in the financial system over recent years. The IMF has
published technical notes for each of these areas (or modules), detailing the IMF’s analytical
approach and presenting its assessment and findings on the situation in Spain:

— Systemic risk analysis.

— Macroprudential policy framework and tools.

— Regulation and supervision of less significant institutions.

— Regulation, supervision, oversight and crisis management for financial market
infrastructures.

— Cyber risk.

— Fintech developments and oversight.

— Crisis management and financial safety net.

Following final IMF approval, the documentation for Spain’s FSAP was published
between June and August 2024. Coinciding with the conclusion of the Article IV Consultation
for Spain, at its meeting on 5 June 2024 the IMF Executive Board approved the publication of the
documentation for Spain’s FSAP (IMF, 2024b). Along with the aforementioned technical notes,
the IMF published its FSSA report, summarising its analysis and the key recommendations
for the Spanish authorities in this FSAP. All of the FSAP materials, totalling more than 400 pages,
are available to download from the IMF website (see Table A.1 in the annex, listing the
documentation for all of Spain’s FSAPSs).

3.2 Assessment and recommendations of the 2024 Spain FSAP

The IMF took a favourable view of the overall resilience of the Spanish financial system,
and of the banking sector in particular. The IMF underscored the deleveraging by
households and firms and found that the risks posed by the non-bank financial intermediation
sector were moderate, since it comprises a small share of the overall financial system. The
main risks to financial stability in Spain are associated with an abrupt slowdown in economic
growth and a tightening of financial conditions prompted by higher interest rates or by
downward pressure on real estate prices. All told, the IMF stress tests on the ten Spanish
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significant credit institutions' demonstrated the banking sector’s overall resilience to potential
adverse macro-financial scenarios up to 2026. On average, these institutions perform well
under the baseline scenario. In terms of solvency, they maintain Common Equity Tier 1 (CET1)
ratios above the regulatory minimums under the adverse scenario, although partly at the cost
of a significant adjustment in their lending to the real economy.

Notwithstanding the encouraging analytical findings, the 2024 FSAP led the IMF to
issue an ambitious set of recommendations to the Spanish authorities for the years
ahead. These recommendations (see Table 3 and, for greater detail, Table A.2 in the annex)
vary in their institutional scope (the addressee authorities), priority (high, medium, low), the
expected timeframe for implementation (immediate or within one year; near term or within
1-3 years; and medium term or within 3-5 years) and, of course, their complexity, given that
some require, for example, legislative change (which is not in the hands of financial supervisors)
or coordinated action by several authorities with different mandates, priorities and governance
processes. Each of these recommendations is subject to individual review to decide, where
applicable, on the most suitable form and timing for their implementation.

The 2024 Spain FSAP, consisting of seven technical notes, contains a total of
78 recommendations for Spanish authorities, based on which the IMF presented 20 key
recommendations' in its accompanying FSSA report. These recommendations cover the
entire thematic spectrum of the exercise, with about half of them directly pertaining to the
Banco de Espafia’s sphere of competence. In the IMF team’s view, roughly half of the
recommendations could be implemented immediately and the other half in the near term
(within three years), although there are a few exceptions. For those recommendations where
the IMF provided a priority classification, the priority is mostly high or medium/high (see
Chart 1 for more details).

In the realm of systemic risk analysis and macroprudential policy, the IMF addressed
four key recommendations to the Banco de Espaiia. The IMF urges the sectoral authorities
to enhance data collection on foreign investment in the Spanish real estate sector to better
understand the price dynamics of new housing and commercial premises (offices). The IMF
also encourages the Banco de Espania to strengthen its bank liquidity analysis using cash flow
data (as a sort of reverse stress test) and to develop a template for reporting the results of
these exercises. Moreover, the IMF recommends that the Banco de Espafa introduce
macroprudential measures such as the countercyclical capital buffer (CCyB) to increase
banks’ loss-absorbing capacity in the face of adverse risk events. In the IMF’s view, the current
strong bank profits make it an opportune time to require the build-up of the CCyB, in line with
other European countries. The IMF also urged several authorities to continue efforts to close
statistical information gaps. The IMF spotlights borrower income and cross-border exposures
of investment funds domiciled in other countries and authorised to operate in Spain (although

18 Significant institutions are directly supervised by the ECB. In Spain, they account for around 95% of the banking sector by
asset volume.

19 Each recommendation in the FSSA report corresponds to one or more recommendation included in the technical notes.
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Table 3
Key recommendations included in the FSSA forthe 2024 Spain FSAP

No Areas and description of the recommendation

Addressee

Priority

Timing

Systemic risk analysis and monitoring

Enhance data collection and monitoring of foreign investments in the real
estate market

Create the infrastructure for a more granular cash-flow analysis and report
regular stress testing results

Financial sector oversight

Banco de Espafia,
CNMV, DGSFP

Banco de Espafa

Near term

Near term

Ensure alignment of resources of supervisory authorities to current and
expected future workload.

Grant full autonomy to CNMV over its recruitment and retention processes
and streamline related procedures

Macroprudential policy framework and tools

Government, Banco de
Espafia, CNMV, DGSFP

Government, CNMV

High

Immediate

Immediate

Deploy policies, including but not necessarily limited to, the introduction of
a positive neutral countercyclical buffer, to ensure that banks raise capital
buffers to be better positioned against downside tail risks

Increase the minimum frequency of AMCESFI Council meetings and raise the
profile and transparency of AMCESFI by publishing meeting minutes/
summaries and timely annual reports

Review the case for appointing two or three external members to AMCESFI
to strengthen the diversity of perspectives and expertise

Further develop and deepen the macroprudential framework by addressing
remaining data and information gaps, as well as by strengthening reporting
requirements

Supervision and regulation of banking LSIs

Banco de Espafia,
AMCESFI

AMCESFI

MINECO, AMCESFI

Banco de Espafia, CNMV,
DGSFP, AMCESFI

Immediate

Immediate

Immediate

Near term

Enhance the Banco de Espafa's independence by removing MINECO appeal powers against
Banco de Espafia supervisory decisions and sanctions and limiting the role of
government’s representatives in the Banco de Espafia's Governing Council

Streamline the offsite monitoring system and apply proportionality in
conducting SREPs while performing more frequent and targeted onsite
inspections and thematic activities.

Strengthen the Banco de Espafa's onsite inspection activities on LSIs’ governance and risk
management, particularly management of liquidity risk and interest rate risk
in the banking book

Regulation, supervision and oversight of financial market infrastructures

MINECO

Banco de Espafia

Banco de Espafa

High

High

High

Near term

Immediate

Immediate

Ensure that international supervisory coordination arrangements with other
supervisors reflect scope and degree of interconnectedness of BME Clearing,
Iberclear and their foreign parent company

Ensure timely implementation of CNMV’s recommendations

SOURCES: IMF and Banco de Espana.

CNMV

CNMV

Medium/High  Medium term

Medium/High

Near term

it recognises that the latter should ideally be coordinated with other authorities as part of an
international initiative).

Some of the FSAP recommendations are already being implemented, but others will
require in-depth prior analysis and coordination between the addressee authorities. In
the area of macroprudential policy, one notable example is the recommendation that the Banco
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Table 3
Key recommendations included in the FSSA forthe 2024 Spain FSAP (cont’d)

No Areas and description of the recommendation Addressee Priority Timing

Cyber security risk supervision and oversight

14 Conduct onsite examinations as part of financial market infrastructure supervision; Conduct more CNMV, Banco — Near term
thematic reviews while maintaining short onsite visits to a sample of LSls; de Espafia, MINECO
Develop a lighter threat intelligence based red-teaming framework based on
TIBER-ES principles

15 Involve the Banco de Espafia and CNMV in critical infrastructure related matters, such as Government — Near term
designation and compliance assessments

Fintech
16 Delegate powers to the Coordination Commission and the regulators to make changes to Government, Banco de High Near term
sandbox operation, streamline administrative processes, and provide greater flexibility to Esparia, CNMV, DGSFP

supervisory authorities to use preferred mix of tools

Financial Integrity

17 Complement the National Risk Assessment, ensure accuracy of data stored in SEPBLAC, MINECO, - Near term
centralised beneficial ownership register, and extend AML-CFT risk-based Banco de Espafia, the
supervisory activities to professional enablers and virtual asset providers Registrars’ AML Centre,

Ministry of the Prime
Minister’s Office, Justice
and Relations with

Parliament
Crisis management and financial safety nets
18 Integrate preventative resolution authority functions (i.e. the Banco de Espafia's resolution MINECO High Immediate
planning department) and FROB’s executive resolution functions for banks
19 Improve the statutory resolution regime so FROB has resolution power to override MINECO Medium Near term
shareholders rights, update the statutory insolvency creditor hierarchy, and enable
liquidators to transfer deposit accounts
20 Establish and operationalise an approach to address liquidity needs in Banco de Espafa High Immediate

resolution

SOURCES: IMF and Banco de Espania.

de Espana require a positive CCyB rate from banks for their credit exposures located in Spain.
The Banco de Espafia complied with that recommendation as a result of the CCyB measure
announced on 1 October 2024.2° However, the situation is quite different for the recommendations
relating to AMCESFI, where the IMF suggests certain changes to its functioning, the appointment
of external members with an academic background and increasing the minimum frequency of
AMCESFI Council meetings (from six-monthly to quarterly). For these changes to take place,
the Government, should it see fit, would have to amend Royal Decree 102/2019 (establishing
AMCESFI).2' There are also recommendations for which implementation is ongoing, such as

20 Press release of 1 October 2024,“The Banco de Espafa approves the new framework for setting the countercyclical capital
buffer and sets the buffer rate for 2024 Q4 at 0.5%”. This IMF recommendation was issued shortly before the Banco de
Espafa announced, on 16 May 2024, its plan to introduce a positive CCyB rate. The Executive Board of the IMF acknowledged
this recent development in its press release “IMF Executive Board Concludes 2024 Article IV Consultation with Spain” of
6 June 2024.

21 It must first comply with the third additional provision of Royal Decree 102/2019, which requires the (current) Ministry of
Economy, Trade and Business to prepare three-yearly reports on AMCESFI’s fulfilment of its objectives, as well as on the
suitability of its organisational structure, the tools available and the cooperation arrangements with other authorities to achieve
these objectives.
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Chart 1

2024 Spain FSAP recommendations by topic, addressee, timing and priority (a)
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SOURCES: IMF and Banco de Espafia.

a All four panels draw on the data available for the 78 FSAP recommendations.
b Panel 1.b takes into account that some recommendations are addressed to more than one authority.
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Chart 1
2024 Spain FSAP recommendations by topic, addressee, timing and priority (cont’d)

1.d Priority of the recommendations
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[l Not available
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SOURCES: IMF and Banco de Espafia.

enhancing data collection for monitoring foreign investment in the real estate sector. The
rationale for and objectives of this recommendation align with those of various ESRB
recommendations?? to which the Banco de Espafia has adhered.

4 Comparison with recent FSAPs in other euro area countries

The changing risk environment and severity of the risks shape the context in which
each FSAP is conducted. For each FSAP, the IMF’s assessment takes as a starting point a
list of the risks to financial stability that the IMF delegation deems relevant (albeit with different
levels of severity) for each country assessed. As summarised in Table 4, the more persistent
risks over the last three years for a sample of European countries are associated with geo-
economic fragmentation and the escalation of various regional conflicts (Russia’s invasion of
Ukraine, the crisis in the Middle East and armed conflicts in Africa). In addition, the countries’
risk matrices illustrate growing concerns about the adverse consequences of a possible
disorderly energy transition, along with cyber risks.

The 2024 Spain FSAP followed others conducted for euro area countries such as
Belgium, Finland, Germany, Ireland, Luxembourg and the Netherlands. The FSAPs for
these countries were similar in thematic design and scope to that conducted in Spain, partly
due to the IMF’s recognition of common structural factors, such as the banking sector’s
dominance in the domestic financial system and regulatory and institutional frameworks
aligned with the EU and the banking union. Table 5 provides an overview of the euro area
countries subject to FSAPs since the COVID-19 pandemic, detailing the topics covered in the
associated technical notes.

22 Such as Recommendations ESRB/2016/14 and ESRB/2019/3 on closing real estate data gaps and Recommendation
ESRB/2022/9 on vulnerabilities in the commercial real estate sector in the European Economic Area.
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Table 4
Risks assessment - relative likelihood of occurence over a three-year horizon

2024 2023 2022
Spain Luxembourg  Netherlands Belgium Finland Germany Ireland
Risks exogenous to the financial system
Intensification of regional conflicts High High High High High High
Geo-economic fragmentation High High High High High High
Disorderly energy transition Medium Medium Medium Medium
Cyber threats Medium Medium Medium
COVID-19 outbreaks Medium Medium Medium
Political uncertainty and fragmentation Medium High
Non-financial economic risks
C\Z;E;r%f::leig\ggz\év;gufﬁ ession / Medium Medium Medium Medium
Commodity price volatility High Medium High
De-anchoring of inflation Medium Medium Medium

expectations and stagflation

Trade frictions and uncertainty
related to the implementation Medium
of post-Brexit arrangements

Real estate market corrections Low Medium

Possible changes in international

corporate and personal taxation iz

Financial risks
Miscalibration of monetary policy Medium Medium Medium Medium
Sovereign risk Medium Medium
Systemic financial instability Medium Medium

SOURCES: IMF and Banco de Espana.

Supervision and macroprudential policy play a vital role in the banking sector, and
therefore are core analytical modules in FSAPs. Other topics related to the financial
system, such as insurance, investment funds or stock markets, receive varying levels of
attention from the IMF based on their relevance in each country. In addition, there are certain
topics that have gained increasing importance in recent years, particularly those relating to
financial innovation, cyber risk and the risks posed by climate change. When determining the
scope of each FSAP, the IMF also considers whether it has extensively addressed the issue in
an earlier exercise. For instance, the insurance sector, a frequent subject of FSAP technical
notes in other European countries recently, was not assessed in the 2024 Spain FSAP because
it was comprehensively analysed in 2017.

The number of IMF recommendations pertaining to macroprudential policy and
systemic risk analysis varies significantly from one country to another. However, the
number of recommendations is not directly comparable across countries due to the specificities
of each country’s institutional architecture, in addition to factors as significant as normative
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Table 5

Themes assessed by the IMF and key FSAP recommendations issued for euro area countries in 2022-2024 (a)

2024 2023 2022

Spain Luxembourg Netherlands Belgium Finland Germany Ireland

General

Systemic risk analysis, interconnections

and stress testing
Macroprudential policy
Crisis management and financial safety net

Financial market infrastructures

Other

W W N
WD A~ W W
NN O W

Banking sector

Prudential supervision 5 6 1 3 2 4 1
AML/CFT (b) 1 1 3 2 1 1
Bank profitability

Insolvency and creditor rights

Non-bank financial sector

Securities markets and investment funds 2 1 4

Insurance

Pension funds 1 1

Other

Cyber risk

Financial innovation/fintech 1 2

Climate risks 4 1

SOURCES: IMF and Banco de Espana.

a The shaded cells denote the themes on which technical notes have been issued. The figures in the cells indicate the number of key recommendations issued
for each theme (i.e. the recommendations included in the FSSA report).
b Anti-money laundering and combating the financing of terrorism.

and regulatory development in aspects not covered by EU legislation.?® Ultimately, FSAP
recommendations are highly qualitative in nature, and therefore the number of recommendations
should not be viewed as an indicator of a country’s progress in the five-year FSAP cycle.

Some of the IMF’s recommendations are made on a recurring basis in different
countries’ FSAPs. The 2024 Spain FSAP includes a number of recommendations that also
feature in other recent assessments, such as (i) introducing a positive neutral CCyB rate in the
banking sector (also recommended in Belgium (IMF, 2023c) and Finland (IMF, 2023e)); and (ji)
raising the transparency of the national macroprudential authority by publishing meeting
minutes (Germany (IMF, 2022b)) and appointing external advisory members of these authorities
(Ireland (IMF, 2022d)). Other common recommendations concerning risks to financial stability
and macroprudential policy relate to: enhancing the coverage of the available statistical

23 For instance, in ltaly’s latest FSAP the IMF recommended that the country improve its institutional framework by setting up a
macroprudential authority for its financial system (IMF, 2020). The IMF had issued a very similar recommendation to Spain in
the 2017 FSAP. Once the authority had been set up (in 2019), the IMF then made seven recommendations in the 2024 FSAP
to strengthen the structure, mandate and duties of the new Spanish macroprudential authority (AMCESF]).
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information for analytical purposes (closing data gaps), improving stress test methodologies
and enacting regulations to allow designated authorities to implement limits and conditions on
bank lending based on borrowers’ debt capacity.

5 Conclusion

The FSAP is the main external evaluation exercise available for domestic financial
systems. Given their broad thematic coverage, the scope of the recommendations and the
substantial resources needed to conduct them, the IMF FSAPs serve as a benchmark exercise
for assessing each jurisdiction in terms of financial, regulatory and supervisory stability, and
the suitability of its institutional framework. The recommendations in each FSAP stem from a
thorough diagnosis of the areas for improvement that have been identified and the reforms
required to strengthen the resilience of the system and to minimise the occurrence and impact
of financial crises.

Over the coming years, the Banco de Espana should act on the recommendations
formulated in the latest FSAP. At the date of writing this article, the Banco de Espafa is
developing a detailed roadmap for implementing each of the recommendations addressed to
it. Indeed, the IMF will conduct ongoing monitoring of compliance with the main
recommendations as part of its next annual IMF Article IV reports (on national macroeconomic
policies). Should it fail to comply with any of the recommendations, the IMF may consider
formulating them again in its next FSAP for Spain, foreseeably in 2029. In a more immediate
time frame, the forthcoming FSAP for the euro area will give the IMF a fresh opportunity to
collectively assess Spain and the other member countries, and to make recommendations to
strengthen and further the integration of the European financial system.
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Annex

Table A1

IMF publications on FSAPs for Spain

Code
Date (IMF Country Name of publication
Report)
06/06/2024 24/154 Spain: Financial System Stability Assessment (FSSA)
01/08/2024 24/259 Spain: FSAP - Technical Note on Systemic Risk Analysis
24/260 Spain: FSAP - Technical Note on Macroprudential Policy Framework and Tools
24/261 Spain: FSAP - Technical Note on Regulation and Supervision of Less Significant Institutions
24/262 Spain: FSAP - Technical Note on Regulation, Supervision, Oversight, and Crisis Management of Financial Market
Infrastructures
24/263 Spain: FSAP - Technical Note on Cyber Risk and Financial Stability
24/264 Spain: FSAP - Technical Note on Fintech Developments and Oversight
24/265 Spain: FSAP - Technical Note on Financial Safety Net and Crisis Management
06/10/2017 17/321 Spain: Financial System Stability Assessment (FSSA)
13/11/2017 24/336 Spain: FSAP- Technical Note-Systemic Risk Oversight Framework and Macroprudential Policy
17/337 Spain: FSAP- Technical Note-Institutional Arrangements for Financial Sector Oversight
17/338 Spain: FSAP- Technical Note-Insurance Sector Supervision and Regulation
17/339 Spain: FSAP- Technical Note-Determinants of Bank Profitability
17/340 Spain: FSAP- Technical Note-Insolvency and Creditor Rights
17/341 Spain: FSAP- Technical Note-Bank Resolution and Crisis Management Frameworks
17/342 Spain: FSAP- Technical Note-Stress Testing Banking System Resilience
17/343 Spain: FSAP- Technical Note-Impaired Assets and Nonperforming Loans
17/344 Spain: FSAP- Technical Note-Interconnectedness and Spillover Analysis in Spain’s Financial System
17/345 Spain: FSAP- Technical Note-Supervision of Spanish Banks
08/06/2012 12/137 Spain: Financial System Stability Assessment (FSSA)
14/06/2006 06/212 Spain: Financial System Stability Assessment, including Reports on the Observance of Standards and Codes on
the following topics: Banking Supervision, Insurance Supervision, Securities Supervision, Payment Systems,
Securities Settlement Systems, and Financial Policy Transparency
06/217 Spain: FSAP: Technical Note: Supervision of Insurance: Alternative Models for an Independent Agency
06/210 Spain: FSAP: Technical Note: Housing Prices, Household Debt, and Financial Stability
06/214 Spain: FSAP: Technical Note: Nonfinancial Equity Investments of Spanish Credit Institutions
06/215 Spain: FSAP - Technical Note: Regulation, Supervision, and Governance of the Spanish Cajas
06/216 Spain: FSAP: Technical Note: Stress Testing Methodology and Results
06/218 Spain: FSAP: Detailed Assessment of Compliance with the Basel Core Principles for Effective Banking Supervision
06/219 Spain: FSAP: Detailed Assessment of Observance of the IAIS Insurance Core Principles
06/220 Spain: FSAP: Detailed Assessment of Implementation of the IOSCO Objectives and Principles of Securities
06/221 Spain: FSAP: Detailed Assessment of the CPSS Core Principles for Systemically Important Payment Systems
06/222 Spain: FSAP: Detailed Assessment of the CPSS-IOSCO Recommendations for the Securities Settlement Systems
06/223 Spain: FSAP -Detailed Assessment of the IMF Code of Good Practices on Transparency in Monetary and Financial
Policies: Financial Policies
SOURCE: IMF.
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Table A.2
Other recommendations included in the 2024 FSAP for Spain

Areas and description of the recommendation

Addressee Priority

Timing

Systemic risk analysis and monitoring

Integrate the interconnectedness and contagion analysis more systematically
into the toolkit of the Banco de Espana’s financial stability framework

Macroprudential policy framework and tools

Banco de Espana -

Medium term

Strengthen the communication of AMCESFI’s assessment of the major
systemic risks and vulnerabilities, building on the expertise of the member
authorities and detailed analysis of interconnections, interrelationships and
spillover risks across the domestic financial system, as well as across
borders

Consider the case for AMCESFI to take on a broader high-level coordination
role on financial stability topics and cross cutting risk issues (such as cyber
risk and crisis management planning) as warranted, inviting other key public
sector stakeholders to participate on relevant topics as appropriate

Complete the first internal performance review of AMCESFI as mandated in
the Royal Decree establishing the macroprudential authority

Increase the complement of CNMV staff with technical skills on big data
analysis to support enhanced systemic risk identification and analysis of
market trends and risks

Review possible options for simplifying and streamlining the domestic
consultation and administrative processes entailed in the deployment of
certain key macroprudential policy instruments, in order to shorten the
lengthy implementation lag

Review and strengthen notification (and in some cases, permissioning)
requirements on funds, and, where warranted, other non-bank financial
institution (NBFI) providers, to inform the supervisor of the activation of all
policy instruments and tools

Continue to engage actively in European and global fora on the further
deepening and development of the framework and policy toolkit for
addressing system-wide risks from NBFI and implement the main
conclusions and recommendations when available

Regulation and supervision of less signifcant institutions

AMCESFI -

AMCESFI -

MINECO -

CNMV -

AMCESFI -

CNMV, AMCESFI -

MINECO, Banco de Espafia, -
CNMV, DGSFP, AMCESFI

Near term

Near term

Immediate

Near term

Near term

Immediate

Near term

Grant the Banco de Espana legal powers to issue prudential regulations in
areas not harmonised at EU level and explore options to allow the Banco de
Espana the flexibility to timely issue prudential requirements for other areas
that could emerge in the future

Ensure that prudential considerations are not subordinated to other factors in
deciding on mergers and acquisitions

Engage periodically with banks’ independent board members and heads of
control functions, especially for high priority LSIs

Utilise the full panoply of enforcement tools, including sanctions, where
appropriate

SOURCES: IMF and Banco de Espafia.

MINECO High

MINECO Medium

Banco de Espana High

Banco de Espafha Medium

Near term

Immediate

Immediate

Immediate
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Table A.2
Other recommendations included in the 2024 FSAP for Spain (cont'd)

Areas and description of the recommendation Addressee Priority Timing

Regulation and supervision of less significant institutions

Align the framework on related party transactions with the BCPs in Banco de Espafna High Near term
relation to definition of related parties, arms’ length and conflict of
interest rules, and a limit on aggregate exposures to related parties

Remove the requirement for the Banco de Espafia to authorise banks’ loans MINECO Medium Near term
to their directors and senior management

Take into account excessive concentration risk for a broader range of Banco de Espafa Medium Near term
exposure types, including sovereign risk concentration, when setting P2R

Continue monitoring and assessing climate risk through targeted and Banco de Espafa Medium Near term
thematic work, ensure climate risk oversight becomes gradually integrated in
routine supervisory processes, and increase related resources

Implement the AML/CFT matrix and integrate it in supervisory planning SEPBLAC, MINECO, Banco de High Near term
activities; Increase AML/CFT risk-based targeted inspection activities; and Espafa, the Registrars’ AML
grant the Banco de Espana powers to issue requirements and sanctions Centre, Ministry of the Prime
related to ML/TF risks Minister’s Office, Justice and

Relations with Parliament

Regulation, supervision and oversight of financial market infrastructures

Formalise a cooperation agreement between the CNMV and Banco de CNMV, Banco de Espafia Medium/High Near term
Espafa
The CNMV should ensure that, where necessary, steps are taken by market CNMV High Near term

participants to adjust their IT systems and find relevant alternative sources of
data once the Post-trade Interface (PTI) is removed

Enhance preparedness for implementation of new regulatory initiatives CNMV, Banco de Espafa Medium Near term
Further document internal procedures for supervising Iberclear CNMV Medium/High Near term
Continue working towards improving settlement efficiency rates CNMV Medium/High Near term
Require BME Clearing to implement additional necessary and identified CNMV, College of Supervisors  Medium/High Medium term
measures to complete the migration to the new Historical Value-at-Risk

model

BME Clearing should be required to disclose to clearing members (CMs) the CNMV Medium/High Near term

results from the sensitivity analysis

Require all relevant procedures related to BME Clearing's risk management CNMV High Near term
to be adequately documented

Ensure that practices and enhancements to BME Clearing’s margin model to CNMV Medium/High Near term
be adopted from SIX group are aligned with CNMV and BME Clearing
requirements and objectives respectively

Ensure that all tools identified in the recovery plan can be deployed in a CNMV Medium/High Medium term
timely fashion and consider a wide range of scenarios in the resolution plan,

including through assessing whether it would be necessary to consider the

transfer of functions to another financial market infrastructure to ensure the

continuity of critical services in resolution

Encourage Iberclear to improve the narrative of recovery plan CNMV High Near term

SOURCES: IMF and Banco de Espafia.
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Table A.2

Other recommendations included in the 2024 FSAP for Spain (cont'd)

Areas and description of the recommendation

Addressee

Priority

Timing

Cyber risk and financial stability

Prioritise filling open positions and assess the need for increasing the cyber
risk specialist headcount considering current and projected workloads over a
three-to-five year period

Establish and staff a small cyber risk competence centre with a horizontal
(cross-cutting) mandate to provide specialist support of all activities that have
a cyber risk supervisory component

Consider using sector-specific threat intelligence to be tailored to specific
institutions in each test in TIBER-ES to reduce costs, while maintaining
compatibility with TIBER

Fintech developments and oversight

Banco de Espana

CNMV

Banco de Espana

Immediate

Near term

Immediate

Intensify data collection on nonbank fintechs, including on nonbank digital
lending and crypto asset lending, and undertake horizontal assessments and
thematic reviews while analysing the various channels of contagion between
the nonbank fintechs and banks

Assess the current and projected workloads over a 3-to-5 year period in the
area of fintech monitoring, regulation and supervision and ensure alignment
of resources to these

Estimate current and projected future workload, ensure alignment of
resources to these, and grant full autonomy over the recruitment and
retention process

Conduct deeper assessment of the impact of digitalisation on LSIs’ business
models, governance, and risk management strategies

Financial safety net and crisis management

MINECO, Banco de Espafia,
CNMV

Banco de Espafia

CNMV

Banco de Espafia

Medium

Medium

High

Medium

Near term

Immediate

Immediate

Near term

Provide backstop temporary public ownership resolution tool for the
Government as a last resort option where all other resolution actions have
failed

Develop a failing or likely to fail (“condition 1”) assessment framework with
clear prudential regulatory capital and liquidity ratio triggers for when the
assessment should be conducted

Develop an agreed assessment methodology for firms’ recovery actions
based on which the FROB should request advice on condition 2

Continue to monitor LSIs' progress to becoming fully resolvable, further
develop the approach to identifying and removing impediments to resolution,
and develop and publish a resolvability scoring framework for reviewing
Spanish LSIs’ self-assessment reports

Design a policy framework that describes the range of actions to be taken by
each authority when a firm no longer meets the MREL requirements

Enhance the transparency of the Spanish resolution framework by publishing
policy documents and encourage firms to publicly disclose non-confidential
parts of their resolvability self-assessments

SOURCES: IMF and Banco de Espafia.

MINECO

Banco de Espafna

FROB

Banco de Espafna

FROB, Banco de Espafa

Banco de Espafna

Medium

High

High

High

High

High

Near term

Immediate

Immediate

Near term

Immediate

Immediate
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Table A.2
Other recommendations included in the 2024 FSAP for Spain (cont'd)

Areas and description of the recommendation Addressee(s) Priority Timing

Financial safety net and crisis management
Authorise DGSFP to set binding recovery planning requirements for insurers MINECO Low Immediate

Engage actively with industry to develop a shared approach to overcoming FROB High Immediate
challenges associated with bail-in mechanics and with the relevant foreign

authorities as part of a process led by the SRB to facilitate transfer strategies

for internationally active banks

Use the flexibility afforded within the EU legal framework to facilitate FGD'S MINECO, FGD High Near term
ability to finance resolution

Establish a national crisis management framework for bank failure and ensure FROB, Banco de Espafa, FGD Medium Near term
a coordinated approach to a firm’s crisis preparedness across prudential,
resolution and market operations

Formalise existing crisis management practices and prioritise, by agreeinga  FROB, Banco de Espafia, FGD Medium Near term
cross-authority (Banco de Espafia, FROB, FGD) crisis simulation exercise

strategy

Ensure resources are sufficient to conduct firm resolvability testing and bail-in FROB, Banco de Espana High Immediate

implementation work that has not been a major focus to date

Provide maximum flexibility where possible under national procurement MINECO High Near term
legislation to allow FROB to depart from procurement rules in a crisis to
appoint external advisors including independent valuers at speed in a crisis

SOURCES: IMF and Banco de Esparia.
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Abstract

The aim of this article is to make a first pass at highlighting and summarising the main
interactions between bank resolution and insolvency law, which sometimes result in frictions.
The roots of these frictions lie in the different objectives of the two legal frameworks and the
different interests that they aim to protect. Paradoxically, despite these frictions, resolution
authorities in the European Union must apply the national insolvency law, which is still not
harmonised at European level. And they must do so not only in the event of resolution, but also
counterfactually, in ex post and ex ante situations, with respect to key issues (grounds for
resolution, creditor protection and creditor hierarchy) that are either incompletely or too
broadly regulated under the Bank Recovery and Resolution Directive. In the absence of
specific rules, this article aims to shed light on the main interpretative tensions between the
rules that are applicable in resolution and their insolvency counterparts.

Keywords: resolution, insolvency law, harmonisation of European insolvency law, bail-in,
loss-absorption, creditor hierarchy, best-interest-of-creditors test, no creditor worse off,
preventive non-financial restructuring.

1 Introduction

There is an area where bank resolution and insolvency law interact. From an institutional
standpoint, one of the main questions that this framework raises is whether such interactions
lead to frictions or to synergies between the two regimes.

As a starting point, the fundamentals seem clear at first glance. Namely, national insolvency
law is the default legal option to be applied to a bank that is failing or likely to fail (FOLTF),
except where the application of resolution powers is in the public interest because the national
insolvency framework would not be as effective at meeting the resolution objectives.

However, if we take a closer look at the aforementioned legal model, things are not as clear as
they first seem. Because it is a complex topic the in-depth assessment of which would exceed
the limits of this article, this article serves as an initial analysis of the general relationship
between insolvency and bank resolution frameworks, highlighting the main interactions and
potential frictions between them.

In my view, the roots of such frictions can be traced back to the different objectives and
interests protected by each regulatory framework, which, in turn, lead to different interpretative
principles (Ramos Mufioz and Solana, 2020), as | will explain in this article.

BANCO DE ESPANA 7 FINANCIAL STABILITY REVIEW, ISSUE 47 AUTUMN 2024



Paradoxically, despite these material tensions, resolution authorities in the European Union (EU)
must apply national insolvency laws in their counterfactual assessments. And they must do so
not only in resolution, but also in ex ante situations (in the public interest assessment for resolution)
and ex post situations (in the context of subsequent litigation, linked above all to creditor
safeguards, when they need to compare the position and hierarchy of creditors in hypothetical
winding-up proceedings and in the context of bank resolution) and with respect to key issues
where these tensions arise and are regulated incompletely or broadly by 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' (the Bank Recovery and
Resolution Directive or BRRD).

These key issues include:

— Thetriggers fortaking resolution action and those for opening insolvency proceedings
(public interest).

— Creditor safeguards (the no creditor worse off (NCWO) principle).

— Creditor hierarchy, determining the order in which creditors are repaid when tools
such as bail-in are applied.

Moreover, insolvency law is not fully harmonised across the EU. To date, the only harmonisation
achieved is provided for in (i) Regulation (EU) 2015/8482 on insolvency proceedings, which
addresses relevant issues of jurisdiction, recognition, enforcement, conflicts of laws and
cooperation in cross-border insolvency proceedings, and (ii) from a substantive point of view,
in the area of preventive corporate restructuring, Directive (EU) 2019/1023.3

However, it should be noted that the EU is also currently proposing to harmonise certain
aspects of insolvency law across Member States (the draft “Second Insolvency Directive”). In
any event, banks fall outside the scope of all these drafts and proposals.

Consequently, there are as many national insolvency laws as there are countries in the EU.
This means that resolution authorities must apply and consider the national specificities of
their insolvency law when making their resolution assessments, most notably in the above-
mentioned areas.

At the same time, banks that are not subject to resolution (because they do not meet the
public interest assessment) must be liquidated in accordance with the proceedings set out in
their national insolvency law. The lack of harmonisation in this field results in an undesirable

1 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.

2 Regulation (EU) 2015/848 of the European Parliament and of the Council of 20 May 2015 on insolvency proceedings.

3 Directive (EU) 2019/1023 of the European Parliament and of the Council of 20 June 2019 on preventive restructuring frameworks,
on discharge of debt and disqualifications, and on measures to increase the efficiency of procedures concerning restructuring,
insolvency and discharge of debt, and amending Directive (EU) 2017/1132 (Directive on restructuring and insolvency).
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lack of legal certainty and in a different level of protection for creditors, shareholders and
depositors across the EU.

With this in mind, | will now briefly outline the main interactions and interpretive frictions
between the specific resolution rules and their insolvency counterparts. Considering the
absence of specific rules to coordinate their interaction on key issues, | will also try to answer
some of the relevant questions that could be posed, such as:

— Should national insolvency law simply default to a resolution regime where resolution
tools or powers are unavailable?

— Or could it also be a supplementary regime for issues that the BRRD does not
regulate or only partially regulates?

2 Bank resolution and the lack of insolvency law harmonisation

As mentioned above, except for the harmonisation introduced by Regulation (EU) 2015/848
and Directive (EU) 2019/1023, insolvency law is not harmonised across the EU. Such lack of
harmonisation is one of the most important pending matters in the construction of the EU and
of a single market for capital, and largely distorts the functioning of the bank resolution model,
which is now ten years old.

The lack of harmonisation means that there are significant differences and varying degrees of
efficiency across the Member States’ insolvency regimes. This is particularly true with regard
to the mechanisms that allow debtors to overcome, or at least minimise, the effects of their
inability to meet their payment obligations.

In the context of an economic crisis, this may lead to forum shopping, i.e. cases where debtors,
in particular legal persons, move to jurisdictions that are more favourable for their interests.
Forum shopping increases regulatory competition between Member States, but also entails
costs.

For instance, in pre-bankruptcy restructuring, there has been a tendency to adopt the UK
model of “schemes of arrangement” or, subsequently, “restructuring plans”, which involve,
inter alia, high legal fees. As a result of Brexit, such schemes now face problems with the
recognition of court decisions handed down in these proceedings (Galazoula, West and
Harvey, 2023).

However, the lack of insolvency law harmonisation across the EU started to change following
the transposition of Directive (EU) 2019/1023, which was preceded by the Commission
Recommendation of 12 March 2014 on a new approach to insolvency and business failure*

4  Commission Recommendation (2014/135/EU) of 12 March 2014 on a new approach to business failure and insolvency.

BANCO DE ESPANA 73 FINANCIAL STABILITY REVIEW, ISSUE 47 AUTUMN 2024


https://eur-lex.europa.eu/legal-content/EN/TXT/HTML/?uri=CELEX:32014H0135

and which represented a decisive step towards harmonisation across the EU of the pre-
insolvency framework for the treatment of non-financial corporations in financial distress.

In this respect, Directive (EU) 2019/1023 harmonises substantive aspects of insolvency law
and not just procedural ones, as was the case with Regulation (EU) 2015/848, establishing
minimum harmonising principles but focused only on certain areas and aspects (i.e. targeted
harmonisation). Specifically, Directive (EU) 2019/1023 focused on early warnings, preventive
procedures and liability exemption mechanisms. In other words, it focused on second chance
mechanisms that promote a fresh start for failed entrepreneurs.

I will now briefly analyse Directive (EU) 2019/1023, with the aim of highlighting its importance
as a first milestone in the process of harmonising insolvency law across the EU. This
harmonisation is extremely necessary, not only to avoid the adverse consequences of having
as many insolvency laws as Member States, but also, as mentioned above, to avoid the
subsequent negative impact on bank resolution.

It should be noted that this Directive does not apply to financial or credit institutions (Article 1(2)
(b)) and, therefore, does not play any role in bank restructuring and resolution. Consequently,
there is no friction in this area between insolvency law and bank resolution, which is the
subject of this article. However, | will touch on this Directive because one of the new
aspects it introduces is the idea of restructuring, also with respect to non-financial
corporations experiencing financial distress. Moreover, the Directive provides for
restructuring not only by consensual means, but also, where applicable, by forced
restructuring within each class (“cram-down”) and across classes of creditors (“cross-
class cram-down”), in a way that resembles the forced restructuring of banks that occurs
through mechanisms such as bail-in.

In this respect, Directive (EU) 2019/1023 urges Member States to regulate preventive pre-
insolvency restructuring procedures. Article 2(1)(1) adopts a very broad definition of
restructuring, which covers not only the debtor’s liabilities, but also their assets. It also includes
the possibility of adopting measures such as changing the terms and conditions of the debtor’s
liabilities: write-offs, debt-equity conversion, capitalisation of loans and other measures to
modify existing liabilities or restructure their assets through the sale of certain assets or of the
company (Garcimartin Alférez, 2021).

Nevertheless, Directive (EU) 2019/1023 is not only important for the harmonisation of European
insolvency law in the aforementioned area, but also because it is based on a new paradigm of
business insolvency linked to corporate governance. This new paradigm aims to promote
business creation and business continuity, as well as job preservation. It is based on two core
premises: (i) the prevalence of pre-bankruptcy restructuring solutions and (ii) the second
chance mechanisms for sole proprietors, which are reminiscent of the US system. In fact,
Directive (EU) 2019/1028 is closely linked to the US approach to restructuring and in particular
to Chapter 11 of the US Bankruptcy Code, which since 1978 has promoted both the restructuring
and reorganisation of companies in crisis and discharge mechanisms for individuals.
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However, it should be noted that while Directive (EU) 2019/1023 promotes a US-style approach
to restructuring distressed companies, it is adopted differently from the approach taken in
Chapter 11 of the Bankruptcy Code. Directive (EU) 2019/1023 favours pre-bankruptcy
restructuring with minimal judicial intervention, similarly to the UK schemes of arrangement
model, given the economic, time and reputational costs of judicial insolvency restructuring
proceedings. By contrast, the rationale behind the US model is to encourage judicial
restructuring of distressed companies in accordance with a “second chance” philosophy. It
achieves this not only through an agreement in a judicial insolvency proceeding, but also
through settlements that provide for the transfer of productive units in operation. This solution
is consistent with two features of the US bankruptcy system. First, in that system directors of
distressed companies are not obliged to file for a bankruptcy proceeding if the company is
insolvent. Second, the US bankruptcy system is not characterised by the “stigmatisation” of
bankrupt debtors, something that is (still) observable in other legal systems.

As mentioned above, Directive (EU) 2019/1023 is important because it adopts a new corporate
governance approach to regulate the insolvency or potential insolvency of a non-financial
corporation. This approach is typical of Anglo-Saxon models, as opposed to some continental
European models that only take into account the corporate governance of solvent companies.
It is precisely this approach that has proved essential to addressing business recovery in the
EU in a post-COVID-19 and post-Brexit economic environment.

The aforementioned resemblance to the Anglo-Saxon models is reflected in Directive (EU)
2019/1023 in at least three areas. First, in the necessary involvement of equity in the
restructuring process, including possible changes of control and non-consensual
restructurings, not only for creditors but also for the debtor and shareholders. Second, in the
need for administrators to take into account the interests of not only the shareholders, but also
other stakeholders, such as creditors, employees, etc. Lastly, in the possibility (provided for in
the Directive itself) of introducing an early warning in cases of economic difficulties, at least
with respect to small and medium-sized enterprises.

The objective pursued by Directive (EU) 2019/1023, as per recitals (2) and (3), is very ambitious,
since in principle it aims to restructure viable companies close to insolvency (i.e. companies
whose going concern value is higher than their liquidation value), without excluding, however,
those firms that are already failing.

The goal is to maximise the value of corporate assets in a balanced manner to the benefit of
creditors, shareholders (as owners of the company) and the economy as a whole, thereby
preserving jobs. At the same time, it prevents the build-up of non-performing loans for banks,
which may, through the pre-insolvency procedures regulated in the Directive, identify
borrowers’ economic difficulties at an early stage to ensure that action is taken before
companies default on their loans. They will thus be able to take measures to avoid the
declaration of a judicial insolvency procedure and the liquidation of viable companies.
Liquidation can have an indirect, punitive effect on financial institutions in terms of their income
statements and recognition of provisions.
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Directive (EU) 2019/1023 promotes the liquidation of companies that are not economically
viable. Member States must introduce measures in their insolvency laws to improve efficiency
and to prevent the proliferation of “zombie companies”, as recommended by the Organization
for Economic Co-operation and Development.

Directive (EU) 2019/1023 takes as its starting point the general rule of consensual restructurings.
Yet it also provides for scenarios of non-consensual restructuring (cram-down and cross-
class cram-down), not only for creditors, in an attempt to overcome hold-out and free-rider
problems, but also for shareholders, who may sometimes be willing to block the adoption of
the corporate resolutions needed to restructure the company on the basis of the traditional
paradigms of corporate and contract law (the principle of relativity of contracts, the role of
shareholders as owners of the company, etc.).

The possibility of forced restructurings entails the need for regulated safeguards for dissenting
creditors and shareholders that are nonetheless going to be affected by the restructuring. In
this context, Directive (EU) 2019/1023 introduces new paradigms with respect to the traditional
restructuring approaches, in which the influence of the US model is felt once again.

One of these safeguards is the best-interest-of-creditors test (BIT) in the context of the cram-
down within each creditor class (Article 10(2)(d)). This test compares the value under a
restructuring scenario against the value attributable to creditors in the event of liquidation or,
at the Member States’ discretion, the best alternative scenario if the restructuring were
unsuccessful. Furthermore, Directive (EU) 2019/1023 nuances the absolute priority rule,
which protects creditors where other classes of creditors are crammed down. Member States
may opt for a relative priority rule as a means of protecting entire classes of creditors
(Article 11(1)(b)).

Non-consensual restructurings for non-financial corporations under Directive (EU) 2019/1023
have been tested through the restructuring of financial institutions under the BRRD. In this
context, the NCWO principle, which would be the equivalent of the BIT for non-financial
corporations, has served in practice to test the problems that the non-consensual restructuring
of non-financial corporations may entail. Since financial restructuring preceded non-financial
restructuring, this experience helps us to identify the problems and see that they are ultimately
the same.

At the same time, inversely, the question arises as to whether this parallel between the BIT and
the NCWO principle could be used to interpret some of the doubts raised in practice by the
application of the NCWO principle given its scant regulation in the BRRD.

On 7 December 2022 the European Commission published® a proposal for a Second Insolvency
Directive harmonising certain aspects of insolvency law, which in principle is consistent with
and complementary to the targeted harmonisation introduced by Directive (EU) 2019/1023.

5 COM 22/0408 (COD).
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At this juncture, | deem it necessary to touch on this proposal, specifically in relation to the
choice of the areas harmonised in it.

The proposal focuses on avoidance actions (Title Il); asset tracing (Title lll); pre-pack
proceedings (Title 1V), which could be seen as analogous to the sale of business tool in bank
resolution; directors’ duty to request the opening of insolvency proceedings (Title V); the
winding-up of insolvent microenterprises (Title VI); creditors’ committee (Title VII); and
measures enhancing transparency of national insolvency laws (Title VIII).

However, other issues with potentially important implications for bank liquidation or resolution
(such as the grounds for the opening of insolvency or restructuring proceedings, the hierarchy
of creditors, or the particular issue of financial distress within a group of companies) are
outside of the scope of the harmonisation sought by the European Commission with its
proposal.

Their exclusion, particularly in relation to creditor hierarchy, is questionable, among other
reasons, because this absence, as mentioned above, has considerable consequences for
putting bank resolution into practice. In this respect, even if it is true that the proposed
Second Insolvency Directive does not apply to financial institutions, it is no less true that in
the context of bank resolution, creditor safeguards (such as the NCWO principle) are built
on the basis of a counterfactual analysis of the position that creditors would occupy in a
potential judicial insolvency proceeding (insolvency hierarchy). Such position would in turn
determine the order in which claims are written down when tools such as bail-in are applied.
Consequently, the lack of harmonisation at European level of this insolvency creditor
hierarchy, which should have been deemed a priority over the harmonisation of other areas
(e.g. creditors’ committees), may determine, and indeed is determining in practice, a different
treatment and assessment of the burden-sharing among creditors in bank resolution across
the different Member States.

3 The root of the frictions: different goals and protected interests

The BRRD linked the bank resolution framework to the lessons learned from the 2008 financial
crisis.® In this respect, the financial crisis showed that there was a significant lack of adequate
tools at European level to deal with the situation triggered by failing or likely to fail credit
institutions and investment firms.” In particular, as stated in the recitals of the BRRD, such
tools were necessary to prevent insolvency or to minimise its adverse effects by preserving
the systemically important functions of the institutions concerned.

At the time, the solution to financial crises was to use the Member States’ taxpayers’ money
(bail-out), which carried the risk of moral hazard and the false notion that taxpayers should

6 See recital (1) of the BRRD and the report on the adoption of the aforementioned directive.
7 See recital (2) of the BRRD.
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pay for banks’ mistakes.® Thus, the goal of a credible recovery and resolution framework for
banks and investment firms was to avoid, to the extent possible, the need for such actions,
since the primary objective of resolution is to protect financial stability, in particular, to prevent
contagion and to protect depositors.

Accordingly, the BRRD and Article 14(2) of the Single Resolution Mechanism Regulation
(SRMR) set out five objectives for the bank resolution regime:

— To ensure the continuity of critical functions.

— To avoid significant adverse effects on financial stability, above all by preventing
contagion, including to market infrastructures, and by maintaining market discipline.

— To protect public funds by minimising reliance on extraordinary public financial
support.

— To protect depositors covered by Directive 2014/49/EU on deposit guarantee
schemes (DGSs) and investors covered by Directive 97/9/EC on investor-
compensation schemes.

— To protect customer funds and assets.

However, by contrast, the main goal of corporate insolvency law has to date been to maximise
the value of the distressed companies in the interest of private creditors.

At this point, the key question should be: how can the resolution authority apply insolvency
law rules, which focus on protecting private interests, in the context of bank resolution, which
is primarily about protecting the public interest?

It is true that the concept of insolvency law has been broadened by virtue of Directive (EU)
2019/1023, since the tools for dealing with insolvency are now broader and their objectives
have been extended beyond the satisfaction of creditors to the restructuring of viable
companies that are experiencing financial difficulties, through procedures that avoid the
declaration of a traditional insolvency proceeding. This could suggest an approximation, to
some extent and with nuances, of the goals entrusted to the pre-insolvency restructuring
procedures to the objectives pursued through the resolution of financial institutions.

In this respect, based on Directive (EU) 2019/1023, it should be possible to distinguish, via the
preventive restructuring procedures, between viable companies - i.e. companies whose value
as a going concern is higher than their liquidation value — and non-viable companies, which
should be liquidated immediately.

8 Wojick (2016) pointed out that at that time (i.e. the financial crisis) there were no alternatives to ordinary insolvency proceedings
or to bail-out, and in most cases neither at national nor at EU level did a special framework for the recovery and resolution of
banks exist that would have avoided the disadvantages for banks of ordinary insolvency proceedings.

BANCO DE ESPANA 78 FINANCIAL STABILITY REVIEW, ISSUE 47 AUTUMN 2024



Preventive restructuring procedures ensure that appropriate measures are taken before
companies default on their loans. The underlying idea is that as soon as the financial difficulties
arise, the debtor, as long as it is a viable company, should be able to reach a consensual
solution with its creditors in order to avoid the declaration of traditional insolvency proceedings.

One could therefore say that the new preventive restructuring proceedings share with the
bank resolution regime the objective of avoiding a traditional judicial insolvency proceeding
and liquidation, given that the latter would be the best way to destroy the economic value of
the company.

Nevertheless, the main difference lies in the interests taken into account, since the interests
protected in bank resolution are mainly public and general interests (financial stability,
protection of covered depositors, etc.), whereas it is the creditors’ interests that are taken into
account in the restructuring of non-financial corporations. These creditors decide by majority
vote and with an economic criterion whether they wish to reach an agreement with their debtor
in order to avoid a judicial declaration of insolvency.

Moreover, Directive (EU) 2019/1023 not only provides for consensual restructurings, i.e.
agreements with a large majority of creditors, but also for non-consensual restructurings for
dissident creditors, debtors and shareholders. It thereby seeks to deal with traditional hold-
out scenarios by attempting to overcome the well-known principle of the relative effects of
contracts, on the basis of the premise that corporate law should not hinder the restructuring
of viable companies. Accordingly, several measures may be imposed on shareholders to
“encourage” them to cooperate in the restructuring of their company. Particularly relevant in
this respect is the possibility of converting debt into equity, which would allow creditors to
become shareholders, even with the potential risk of diluting the current shareholders’ position.

As mentioned above, non-consensual restructurings have, for some time now, been tested
through the restructuring of financial institutions under the BRRD. This experience has been
useful to become aware of the main issues that may arise in practice after the introduction of
non-consensual restructurings in the non-financial corporate realm.

However, the basis for a non-consensual restructuring is different for financial institutions and
non-financial corporations. In the case of the former, it is a regulatory issue, where the public
interest is at stake. In the case of the latter, it is a purely economic issue, where what is under
analysis is who the actual owners of the company are when it is in financial distress and where
the class in which “the value collapses” is able to drag in others.

In other words, under the framework for non-financial corporations, the economic approach
to corporate distress is based on the idea that if the company has no residual value for its
shareholders, then the company belongs to the creditors, and they cannot jeopardise the
restructuring of viable companies. By contrast, under the resolution framework, the rationale
for non-consensual restructuring is not only economic but is also based on the public interest
and the protection of financial stability and depositors.
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In light of all the above, | consider that the comparison for the purposes of the counterfactual
analysis conducted under the bank resolution framework (public interest assessment, creditor
safeguards, etc.) should continue by express legal provision in respect of a liquidation in a
traditional judicial insolvency proceeding (Articles 34(1) and 73(b) of the BRRD and Article 15
of the SRMR) and not in respect of the new pre-insolvency restructuring procedures, whose
guiding principles, as analysed above, are different, without Directive (EU) 2019/1023 also
being applicable to financial institutions.

In any case, it will be useful to analyse how the aim of restructuring viable companies through
the new procedures designed in Directive (EU) 2019/1023 is incorporated into the insolvency
law of the Member States. This will allow us to better identify the differences between the
restructuring of non-financial corporations and the resolution of financial institutions, which in
some ways bank restructuring also pursues where possible.

4 The grounds for opening proceedings: failing or likely to fail versus
insolvency

In terms of the grounds for opening the proceedings, there are major differences and, in my
opinion, even greater frictions between bank resolution and both traditional judicial insolvency
proceedings and the new preventive restructuring proceedings.

Under Articles 18(1) and 18(6) and recital (57) of the SRMR and Article 32 of the BRRD, a
resolution scheme shall be adopted where three cumulative conditions are met:

— The institution is FOLTF.

— The absence of a reasonable prospect of effective alternative private sector solutions
or supervisory measures to prevent the failure within a reasonable timeframe.

— The resolution action is in the public interest. A resolution action is deemed to be in
the public interest if two conditions are cumulatively met (Articles 18(1)(c) and 18(5)
of the SRMR).® First, that such action is necessary and proportionate to achieve at
least one of the resolution objectives set out in Article 31 of the BRRD and Article
14(2) of the SRMR."® Second, the liquidation of the institution under normal insolvency
proceedings, as defined in Article 2(1)(47) of the BRRD, would not achieve these
resolution objectives “to the same extent”."" Hence, the EU resolution authorities

9 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.

10 Single Resolution Board (2019).

11 See the proposed new wording of Article 32(5) of the BRRD in the proposal for the Directive of the European Parliament and
the Council of 18 April 2023, which includes the requirement that the winding-up under a national insolvency law enable the
resolution objectives to be achieved not only “to the same extent” as under the resolution, as it is currently worded, but also
“more effectively”. See, in this respect, Colino Mediavilla (2023) and Gémez de Tojeiro and Piazza Dobarganes (2024).
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(including the Single Resolution Board (SRB)) need to make a comparison with a
hypothetical national insolvency scenario, which requires a thorough knowledge of
the bank insolvency and liquidation regime in the relevant Member State.'?

Focusing on determining whether an institution is FOLTF, the starting point should be the first
sentence of recital (57) of the SRMR, which states: “The decision to place an entity under
resolution should be taken before a financial entity is balance sheet insolvent and before all

equity has been fully wiped out”."

A credit institution shall be deemed in such a situation if it faces one or more of the following
circumstances (Article 32(4) of the BRRD):

— Its assets are or there are objective elements to support that they will, in the near
future, be less than its liabilities (Article 32(1)(a) of the BRRD and Article 18(1) of the
SRMR).

— Extraordinary public financial support is required, unless that support takes any of
the three forms mentioned in Article 18(4) of the SRMR to remedy a “serious
disruption” to the national economy and preserve financial stability.

— It has infringed or there are objective elements to support a determination that it will,
in the near future, infringe the requirements of its authorisation to operate, in a way
that would justify its withdrawal by the competent authority.

While the last two conditions are not strictly related to the institution being balance sheet
insolvent, they are related to possible situations of illiquidity, which would also be relevant to
determining whether the institution is failing. Therefore, they would also include situations of
insolvency, understood as a balance sheet insolvency test and situations of mere illiquidity.

These triggers for opening the resolution procedure are referred to as “objective elements” in
the 2015 European Banking Authority (EBA) Guidelines, and even in the case of specific
economic ones, are not defined in either the BRRD or in the SRMR.

Therefore, the term FOLTF is very specific to banking regulation and cannot be identified with
the economic concept of insolvency provided for in insolvency law. In this vein, the concept of
FOLTF is not always linked to the financial situation of the bank (i.e. whether the bank is over-

12 The European Parliament (see Annual Report 2021) clearly expressed its support for a review and clarification of the PIA.
Furthermore, the Eurogroup, in its 2022 Statement on the future of the Banking Union, expressed its agreement with the
clarification and harmonisation of the PIA, as well the broadening of the application of resolution tools in crisis management at
EU and national level, including for smaller and medium-sized banks where the funding required for effective use of resolution
tools is provided by the MREL. See also the recent (April 2023) legislative proposals of the European Commission for the
review of the existing EU bank crisis management and deposit insurance framework. See Gortos (2023), a study requested
by the European Parliament Committee on Economic and Monetary Affairs.

13 See also the EBA Guidelines of 6 August 2015 (EBA/GL/2015/07), adopted based on Article 32(6) of the BRRD and in
accordance with Article 16 of its founding regulation, on the interpretation of the different circumstances when an institution
shall be considered as failing or likely to fail.
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indebted, illiquid or insolvent). By contrast, it may sometimes be linked to the conditions for
withdrawal of the authorisation to operate. For example, the supervisor may withdraw the
authorisation in money laundering scenarios where the financial institution is not experiencing
any economic difficulties. However, it should be noted that, according to the SRMR,'* the fact
that a credit institution does not meet the requirements for authorisation should not (per se)
justify its entry into resolution, in particular if it is still viable.

Thus, the FOLTF determination by the European Central Bank (ECB) or the national competent
authority’ does not necessarily imply that the bank is insolvent. There are also possible
scenarios in which the bank may be facing a liquidity crisis or no economic difficulties at all
(money laundering).

At the same time, the FOLTF determination could occur in situations where the bank is
insolvent, although recital (57) of the SRMR establishes that the decision to place an entity
under resolution should be taken before it is balance sheet insolvent and before all equity has
been fully wiped out.

In these cases, resolution encompasses all measures that need to be taken to avoid the
opening of liquidation proceedings in respect of institutions whose failure may pose a systemic
threat, thereby avoiding indirect spillover effects on the economy or the need to resort to bail-
out measures through public financial support. Therefore, in practice, the BRRD appears to
have extended the scope of resolution beyond insolvency to create what can be described as
a specialised regime for bank failures.®

In my view, the real dividing line between liquidation and resolution is the public interest criterion."”
In this assessment, the resolution authority must weigh up whether the resolution is necessary in
the public interest or, on the contrary, whether the institution can be liquidated according to the
national insolvency law. Thus, under the “umbrella” of the public interest criterion, an insolvent
bank may be subject to resolution proceedings instead of insolvency liquidation.

There is still no harmonisation in the EU of the grounds for opening traditional judicial insolvency
proceedings, or the new restructuring proceedings introduced by Directive (EU) 2019/1023.
The core principle of this Directive is that debtors should be able to address their financial
difficulties at an early stage, when it appears likely that insolvency can be avoided and the
viability of the business can be ensured. This means that preventive restructuring frameworks
should be available before the debtor fulfils the conditions for being considered insolvent
under insolvency law.

14 See recital (57) of the SRMR.

15 See Joosen, Pulgar Ezquerra and Troger (2024) for more details on the design of the institutional framework around the
resolution mechanism and on the ECB’s powers, which must in any event conduct an initial FOLTF assessment (deciding
independently whether the institution is failing in accordance with Article 32(1)(a) of the BRRD and on the judicial protection of
this decision), and the powers of the SRB to assess the ECB’s decision, conferring on the SRB the power to decide on the
implementation of resolution tools.

16 Haentjens (2017), Ramos Mufioz (2017) and Hadjiemmanuil (2014).

17 Grunewald (2017) and Lastra, Russo and Bodellini (2019).
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To this end, Article 2(2) of Directive (EU) 2019/1023 introduces the concepts of insolvency and
likelihood of insolvency, but it does not define them, leaving their definitions to each national
insolvency law. The grounds for opening insolvency proceedings are not, as mentioned
above, a topic whose harmonisation has been addressed in the European Commission’s
proposal for a Second Insolvency Directive, which focuses on avoidance actions, the
directors’ duty to request the opening of judicial insolvency proceedings, the special
proceeding to wind up microenterprises, asset tracing, creditors’ committees and pre-pack
proceedings.'®

In any event, in corporate insolvency law, insolvency is always an economic concept and has
traditionally been defined as either an inability to pay debts as they fall due or as an excess of
liabilities over assets (balance sheet test), or both.

In contrast, in bank resolution the regulatory concept of FOLTF may, but does not always,
derive from an actual insolvency, which means it resembles preventive restructuring
proceedings more than the traditional concept of insolvency.

Further, from a procedural perspective, there is an important difference between bank
resolution and traditional judicial insolvency proceedings in terms of the role and leeway of
judges and resolution authorities. In a resolution scenario, the starting point is the broad
discretionary powers of the resolution authority to adopt a resolution decision, as an alternative
to submitting the bank to insolvency proceedings under national law. Conversely, the judge
has no discretion in assessing the economic grounds for opening the insolvency proceedings,
resulting in greater legal certainty.

All this means is that when the resolution authority must determine whether or not a resolution
action is necessary in the public interest, it has to assess each national insolvency law against
the resolution framework, even though the objectives and protected interests of such regimes
are different. In addition, since national insolvency law is different in each Member State,
some of the non-systemic banks (i.e. small banks) outside the scope of the resolution regime
will have to be liquidated under different proceedings, which in turn leads to more differences
among the Member States and, consequently, to a lack of legal certainty.

In this context, within the EU there are bank insolvency systems based on a judicial model
(Spain) and others based on an administrative model (Italy), although in practice neither of
these models is purely judicial or administrative.

In this respect, there are several complex legal issues that may arise in the context of the interplay
between bank resolution and insolvency law with respect to the role of the courts in court-based
models for bank insolvency. Indeed, administrative authorities may need court approval to initiate
bank insolvency proceedings, or to adopt other key decisions during those proceedings. In most
cases, such requests fall under the jurisdiction of commercial courts (Spanish model), general
jurisdiction courts or, in a few cases, of specialised bankruptcy courts.

18 Sziranyi (2024), Garcimartin Alférez (2024) and Pulgar (2023).
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Under this framework, the main question that could be posed is: what is the criterion for
judicial review? There are some models that introduce the judicial review rules from
administrative law in the civil procedure relevant to bank insolvency, and some other models
that limit the court’s ability to rely on certain matters in its assessment of the petition.'®

At the same time, it is important to note that the role given to administrative authorities in bank
resolution should not be without safeguards and checks and balances.

That is why national insolvency law is, in my opinion, an alternative to resolution where the
grounds for resolution do not exist. However, it cannot be a supplementary regime to plug
gaps such as the economic grounds for opening resolution, which are only broadly regulated
in the BRRD.

Simultaneously, this legal framework raises a number of questions, including: what if the
resolution authorities, such as the SRB, decide not to resolve a national bank, even though the
bank is very important for the local economy? What should national governments do? These
questions could be resolved with the inclusion of the PIA at the regional level in the EU’s
proposal for the reform of the crisis management and deposit insurance (CMDI) framework.

5 Non-consensual bank resolution versus non-financial restructuring: bail-in
and non-financial cram-down

Regarding cram-down, the BRRD introduced a statutory cram-down through bail-in, which
was a first in EU law.

Following the 2008 crisis, the financial system in most Member States underwent far-reaching
restructuring, conducted in accordance with the BRRD, via bail-in measures as opposed to
bail-out programmes. The latter are considered a form of State aid, which not only affects
taxpayers, but also increases the risk of moral hazard and creates a dangerous link between
sovereign debt and potential economic crises.

The term bail-in, in contrast to the term bail-out, is regulated in the BRRD and the SRMR with
a double meaning.?° First, bail-in is mentioned as one of the possible resolution tools for credit
institutions applicable by the administrative authority when the conditions laid down in
Article 33 of the BRRD and Article 27 of the SRMR are met. As a resolution tool, it entails the

19 See the Unidroit project on small and medium-sized bank insolvency, led by Professor Ignacio Tirado, currently Secretary
General of Unidroit, which aims to fill the current gap in the international legal architecture, by developing an international soft
law instrument covering the main features of bank liquidation proceedings. Guidelines on bank insolvency were expected to
be prepared over five sessions of the Unidroit Working Group on Bank Insolvency in 2021-2023, to be adopted in 2024. The
work is conducted in cooperation with, and with the support of, the Bank for International Settlements’ Financial Stability
Institute and the participation in the working group as observers of several central banks, supervisory authorities, resolution
authorities, deposit insurance schemes and academics (inter alia, the SRB, the European Banking Institute and the International
Insolvency Institute). The current status of the project is available on the Unidroit website.

20 Wojcik (2016) refers to bail-in as an “umbrella term”.
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bank’s losses being borne first by the shareholders and then by the creditors through write-
down or conversion, the latter according to the order of priority of their claims established in
ordinary insolvency proceedings. According to the BRRD, ordinary insolvency proceedings
are collective proceedings involving the partial or total liquidation of a debtor and the
appointment of a liquidator or an administrator under national law (Article 2(1)(47) of the BRRD).

As academics have rightly pointed out, bail-in is the authentic resolution tool introduced by
the BRRD, as opposed to the negotiated or contractual nature of other instruments, such as
the sale of assets.?" As a resolution tool, bail-in can be used alone, as an internal measure to
recapitalise credit institutions, or in combination with other tools, as a means to provide capital
to a “bridge” bank and to complement the sale of its assets. Bail-in is not merely a loss-
absorption mechanism, but also a mechanism to recapitalise the institution, and can therefore
serve to restore its viability, at least as far as solvency is concerned. This is the essential
purpose of the harmonised resolution regulated in the BRRD.

Second, the term bail-in is related to the concept of reductions or write-offs and cases of
debt-to-equity conversion. In practice, write-offs and conversions can be applied independently
or in combination with a resolution tool, in accordance with Article 37(3) of the BRRD and
Articles 21 and 27 of the SRMR.??

In this context it is important to note that bail-in is in any event a resolution tool, unlike write-
offs and debt-to-equity conversion, which can take place either independently of resolution
action or in combination with a resolution action where the conditions for resolution specified
in Articles 32 and 33 of the BRRD are met (Article 59(1) of the BRRD), and not only with a bail-
in, but also, for example, with a sale or a bridge bank. They are therefore a “resolution measure”
rather than a tool. Indeed, the latter, in combination with write-off and conversions, and not
the bail-in as such, have so far been the means whereby resolution has occurred in practice.
Accordingly, strictly speaking, bail-in has not yet been applied in practice.

The original intention was to apply bail-in measures only to certain creditors (in particular, to
providers of regulatory capital).?®> However, it was ultimately extended to ordinary and
subordinated claims, except for those specifically protected and excluded from bail-in under
the BRRD and in the SRMR.*

Once again, in this context of burden-sharing, a comparison can be made between the
resolution and restructuring framework for credit institutions and investment firms and
insolvency proceedings, as collective procedures involving the partial or total divestment of a

21 Ringe (2016) refers to a compromise between two traditionally opposing tools in banking crisis, in particular the provision of
liquidity by the ECB to illiquid banks and the liquidation of insolvent banks.

22 For more details on the functions of bail-in, see Wojcik (2016).

23 The bail-in measures were not initially intended to affect all creditors of a bank, but only shareholders and creditors participating
in the “core equity instruments”, “hybrid instruments” and “tier 2 instruments”. In short, this means creditors who would be
subordinated if an insolvency proceeding was initiated (Brescia Morra, 2020).

24 Gortos (2021). Troeger (2018) pointed out that the initial option to extend the bail-in only to specific creditors was more
consistent with the system.

BANCO DE ESPANA 85 FINANCIAL STABILITY REVIEW, ISSUE 47 AUTUMN 2024



debtor and the appointment of a liquidator or an administrator under national law (Article 2(1)
(47) of the BRRD).

The bail-in tool is exercised by public authorities through a special administrative procedure
that differs from traditional judicial insolvency procedures. This is justified on the grounds of
the public interest served by banks, which makes it possible to reconcile concurrent public
and private law rules in the banking sector. Just as the incorporation of a credit institution and
the beginning of its operations are subject to administrative authorisation, so too is the
treatment of any economic difficulties it may encounter and the disappearance of the
conditions necessary for the granting of the initial authorisation, even if corporate law
techniques are used (Gleeson, 2012).

The bail-in tool is thus established, not as a contractual solution to a bank’s economic
difficulties reached by the bank, its shareholders and its creditors, but rather as a statutory
cram-down, imposed by law and exercised by administrative authorities with broad
discretionary powers under this framework. However, it should be noted that this is a regulated
discretionality, as bail-in and its exclusions are subject to mandatory rules.

To such end, the resolution authority can determine the existing classes of shares orinstruments
that may be cancelled or transferred to creditors subject to bail-in. Moreover, the resolution
authority may decide to convert the creditors’ loans into shares or other instruments. Such a
decision entails an accounting mechanism that modifies the structure of the bank’s balance
sheet and may sometimes dilute the position of existing shareholders (see Articles 47(1)(b) and
63(1)(f) of the BRRD).

This new approach to financial restructuring entails replacing a State aid regime with an
effective bail-in mechanism that requires investing creditors to consider a bail-in scenario and
to conduct an analysis of the credit institution’s liability structure, including the debt ratio that
would be outside the bail-in, in order to “predict” their position in such a context. Consequently,
if creditors conclude that there is a significant possibility of a bail-in, they are likely to demand
a higher rate of return to invest in debt instruments issued by a bank.

The bail-in tool represents the use of restructuring techniques that originated in corporate law
and are justified by the corporate nature of financial institutions. They take the form of an
administrative cram-down of shareholders, who are forced to bear the losses of the investee
bank outside of a negotiated or contractual framework (Janssen, 2017). In this regard, the new
aspect of the BRRD does not lie in the compulsory nature of the restructuring that the bail-in
entails and that, as a compulsory corporate restructuring technique, was already provided for
in Chapter 11 of the US Bankruptcy Code (Pulgar, 2020), but rather in two features. First, the
administrative nature of the cram-down, subject to an ex post judicial review where the
decision is challenged by affected creditors. Second, the particularity of bail-in as a tool,
compared with a potential cram-down in the event of a non-financial corporation restructuring,
is that it is forced on the creditors, or rather on those who are not legally excluded from the
bail-in, i.e. investors in banks’ subordinated debt instruments, determining the priority and
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order among them based on the insolvency hierarchy (insolvency ranking). Therefore, the legal
basis for bail-in is neither contractual, in the sense of being supported by a qualified majority
of creditors, as is the case under the framework for restructuring non-financial corporations.
Instead, it is regulatory in nature, based on a decision taken by the competent administrative
authority under the legal framework governing bail-in.

This may certainly affect the property rights of shareholders, as recognised in Directive (EU)
2017/1132.25 However, the underlying assumption is that corporate law should not be an
obstacle to the resolution or specific restructuring of credit institutions, nor to the restructuring
of non-financial corporations. This is reflected in recital (121) of the BRRD and finds its parallel
in Directive (EU) 2019/1023, even if the mechanisms to overcome corporate law are different in
each Directive. Indeed, Directive (EU) 2019/1023 provides for two different ways to achieve this
objective. First, it empowers judges, instead of the general meeting, to take decisions on the
restructuring of the company (e.g. the decision to increase capital via a debt write-off). Second,
it treats shareholders as a class of creditors and, as such, subjects them to a cross-class cram-
down procedure, under the framework for which Member States may choose between an
absolute or relative priority rule, as a protection mechanism for dissenting classes.

In contrast, under the BRRD these options are regulatory in nature. Corporate law is overridden
by an administrative decision on public interest grounds. In these scenarios, there are no
absolute or relative priority rules typical of pre-bankruptcy corporate restructurings.

Academics have rightly highlighted the special status of bank creditors. In effect, they become
creditors sub iudice, subject to a resolution condition if the entity is failing, in the broad sense
analysed in this article, and its resolution is in the public interest. Despite being stakeholders,
these creditors therefore run the risk of bearing, alongside the shareholders, any losses
incurred by the institution.

The following reasons justify this shift from consensual restructuring to mandatory and
regulatory administrative restructuring.

First, in bank resolution, the possibility of implementing a rapid solution is crucial, unlike what
happens in the non-financial sector, and this speed could be jeopardised if the restructuring
is consensual.

Second, as mentioned above, there is the concurrence of public and private interests when
financial institutions fail, with the former taking precedence over the latter. In this area,
taxpayers’ interests come into play, since they must not bear the consequences of
mismanagement of credit institutions or the issues of conventional restructuring.

Capital plays an important preventive role here, as financial institutions are required to have
an adequate level of regulatory capital, consisting of a balanced combination of subordinated

25 Directive (EU) 2017/1132 of the European Parliament and of the Council of 14 June 2017 relating to certain aspects of
company law.
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debt and hybrid capital.? It should be noted that in the event of ordinary insolvency proceedings,
a high level of regulatory capital could, in theory, ensure that a bank’s losses would be borne,
first, by shareholders and subordinated creditors and then, and only to a limited extent, by
senior creditors and the economy as a whole.

However, in the event of unexpected losses, this may be insufficient to satisfy investors’
claims, especially where short-term solutions are needed. The traditional debt-to-equity
conversion by non-financial corporations is also problematic, especially when shareholders
are unable to provide supplementary capital.

Banks can admittedly issue contingent capital instruments, including contingent convertible
bonds (CoCos) and write-down bonds (Gleeson, 2012). These typically contain a clause that
allows them to be redeemed or converted into ordinary or preferred shares when a trigger
event occurs. However, the advantage of bail-in, as provided for in the BRRD, is that it applies
not only upon contractually agreed trigger events, but also when the resolution authority
exercises its “resolution power” to take the appropriate resolution action. In these cases, the
write-down and conversion of capital instruments must in any event precede the use of
contingent capital instruments issued by credit institutions to supplement them.?’

Third, non-consensual bail-ins of an administrative nature may, as mentioned above, have a
relevant impact on the property rights of shareholders and creditors with regard to their
instruments and claims respectively. This is also true from a contract law perspective, as a
bail-in decision by the administrative authority affects the object and purpose of their
contractual relationship with the financial institution. This raises the question of whether the
administrative authority’s decision constitutes a mandatory novation or rather a supervening
impossibility of performance of the contract.

In this contractual area, the aim is to prevent a judicial decision in one Member State regarding
the liabilities of a bank under resolution established in another Member State from undermining
the effectiveness of the administrative cram-down initiated in the latter. For this reason,
Article 55 of the BRRD regulates the “contractual recognition of bail-in” as a means of ensuring
the resolvability of the institution. However, it should be noted that such clause only applies to
liabilities governed by the laws of third countries, and not between Member States.

The rationale is to make bail-in more effective and conclusive and to ensure that the powers
of the administrative authority — to convert, write down or cancel — under such framework are
not affected by the decision of a judicial authority in another Member State. In this context,
each Member State must require credit institutions to include, when issuing their securities or
debt instruments in third countries, a contractual clause whereby creditors formally express
that their debt may be converted into capital. Article 55(1) of the BRRD lays down the conditions
under which this contractual clause must be included, which increases the effectiveness of

26 On the functions and structure of banks’ capital, see Diamond and Rajan (2000).
27 Kenadjian (2013).
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the contractual recognition of bail-in and, therefore, the effectiveness of a cram-down in the
context of bank resolution.

In short, it is a regulatory/statutory cram-down, unlike the contractual/negotiated cram-down
regulated by Directive (EU) 2019/1023 in the context of preventive restructuring proceedings
of non-financial corporations, which is based on an economic approach to the economic
difficulties and the underlying idea that corporate law should not jeopardise the restructuring
of viable companies.

In addition, there are other key differences between the cram-down in financial resolution and
in non-financial restructuring. In financial resolution, a cram-down is the only solution to protect
the public interest. In non-financial restructurings, on the other hand, while this option is a
possibility, it is an exception. Indeed, in the latter case, the general rule is to follow a contractual
and negotiated approach between the debtor and its creditors to deal with corporations’
economic difficulties, in order to protect creditors’ interests. The restructuring of a non-financial
corporation is ultimately subject to the approval of at least a majority of the affected classes of
creditors, while bank resolution is enforced regardless of any creditor’s approval.

Further, the delimitation of the scope of the non-consensual resolution or restructuring (cram-
down) is different for financial institutions and non-financial corporations. The scope of bail-in
is defined by law by distinguishing between bail-inable and non-bail-inable liabilities (Article 47
of the BRRD).

By contrast, the scope of cram-down in the context of the non-consensual restructuring of
non-financial corporations (i.e. the scope of restructuring) is defined on a case-by-case basis
by debtors/creditors based on consensual agreements, including inter-creditor agreements,
according to recital (46) of Directive (EU) 2019/1023, as no restructuring is the same.

In any case, the fundamental justification for bail-in and cram-down measures for non-financial
corporations and financial institutions is that they must be considered proportionate, meaning
that they achieve their objectives while minimising the potential harm to the creditors and
shareholders affected against their will.

Therefore, any bail-in or cram-down measure linked to non-financial corporations must ensure
that it is proportionate in order to protect such creditors and shareholders. This is ensured
under the resolution framework by the NCWO principle (whose counterpart in insolvency and
pre-insolvency law governing non-financial corporations is the BIT).

O Creditor and shareholder safeguards: no creditor worse off versus
the best-interest-of-creditors test

The NCWO principle regulated in Articles 34(1) and 73(b) of the BRRD and Article 15 of the
SRMR entails that “no creditor shall incur greater losses than would have been incurred if the
bank had been wound up under normal insolvency proceedings”.
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The calculation of the outcomes of liquidation should be based on the information reasonably
available to the authorities at the time of resolution?® (not on the basis of the information
available when the ex post evaluation is finalised), which needs to be compared with the
actual outcomes of the resolution.?®

In turn, the BIT is the safeguard that applies within each class of creditors in the context of intra-
class cram-downs in non-financial restructurings pursuant to Article 10(2)(d) of Directive (EU)
2019/1028. In this case, the actual outcome is compared to the value attributable to creditors in
the event of liquidation or, at the Member States’ discretion, in the best alternative scenario, if the
restructuring was not successful (Hicks, 2005; Bris, Welch and Zhu, 2006).

Therefore, the level of protection of creditors and shareholders both in a bail-in scenario and
in a restructuring of non-financial corporations is compared to the hypothetical level of
protection under a potential scenario of an insolvency proceeding ending in the liquidation of
the company.

In any event, the position of the affected creditors or shareholders should not be worse than
in an ordinary insolvency proceeding and, in conclusion, the limit of the sacrifices to be made
by creditors and shareholders seems to be determined by their order of priority in an ordinary
insolvency proceeding (Wojcik, 2015).

Were this objective to be effectively achieved, the cancellation of a share or the write-down or
conversion of a liability would not actually alter the economic situation of the affected creditor
or shareholder in comparison to a potential insolvency proceeding. In this respect, and
applying an economic approach, if shareholders received nothing from the liquidation of the
bank’s assets under normal insolvency proceedings, the cancellation of their shares would
not leave them worse off.

Similarly, if the claims of the bank’s creditors were only partially redeemed under normal
insolvency proceedings, a write-down to the extent of their economic loss in insolvency
proceedings is justified in any event (Wojcik, 2016).

Creditors may admittedly try to argue that the introduction of bail-in as such changed their
legal and economic situation, because, due to implicit State guarantees materialising in full
bail-outs of failing banks, it was — prior to the adoption of the recovery and resolution framework
—very unlikely that a systemically important bank would fail. Nevertheless, as the most qualified
academics have pointed out, this argument must be qualified, because, under Articles 107
and 108 of the Treaty on the Functioning of the European Union, as a general rule State aid is
prohibited in the EU.

28 World Bank (2017).

29 Ventoruzzo and Sandrelli (2019) consider that this option is questionable, because it does not ensure that creditors will not be
treated worse than how they would have been treated in liquidation, but rather than how they would have been treated based
on an ex ante hypothetical assessment of the consequences of liquidation. It may be the case that during resolution information
becomes available or events occur that suggest that the outcome of liquidation may have been significantly better than what
was originally imagined.
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Accordingly, investors in a bank cannot rely on legitimate expectations for the granting of
public financial support or claim the right to benefit from a State aid measure.

Therefore, and taking into account the experience with the non-financial restructuring
framework, bail-in in and of itself is not a form of expropriation, especially if the requirements
analysed are met.%°

Nonetheless, it is true that the NCWO principle, which acts as a safeguard for shareholders
and creditors, needs to be applied such that the intended result is effectively achieved, and
this is difficult in practice mainly for one reason: it involves a difficult “prognosis”, from both a
financial and an accounting perspective, that the resolution authorities must make in advance
— if it wishes to avoid subsequent legal challenges — as to how the position of shareholders
and creditors would have evolved without the bail-in having taken place as part of a resolution,
i.e. in a hypothetical normal insolvency proceeding ending with the institution being wound up.

Indeed, as noted above, according to the NCWO principle, the limit on the sacrifices to be
made by shareholders and creditors seems to be determined by their order of priority in a
normal insolvency proceeding.

The problem is that, to date, the hierarchy of creditors in normal insolvency proceedings has
not yet been harmonised across Europe, meaning that creditors in the same position in relation
to their claims can be classified differently in a normal insolvency proceeding depending on
each national insolvency law.

Similarly, if we apply to the NCWO assessment the parameters applied to the BIT for non-
financial corporations, we must consider the time it would take for a creditor to see their
claims satisfied in a liquidation proceeding, compared to the bank resolution tool. And once
again, the lack of harmonisation of insolvency law across Europe means that the efficiency of
those proceedings and how long they take vary depending on the national insolvency law.

That is why the harmonisation of insolvency law, in particular with regard to the hierarchy of
creditors, must be a priority task for the European Commission if the goal is to achieve the
capital markets union within the framework of a more predictable and effective bank resolution
regime. However, the harmonisation of the hierarchy of claims was for some reason excluded
from the scope of Directive (EU) 2019/1023 and from the Commission’s proposal for a Second
Insolvency Directive, published on 7 December 2022.

Notwithstanding these difficulties in the practical application of the NCWO principle as a
safeguard for creditors and shareholders, where this principle is breached and they are
bearing greater losses than they would have had to under normal insolvency proceedings,
according to the ex ante assessment, Articles 73-75 of the BRRD provide for an important

30 See, in Spain, the Celsa group restructuring plan case (leading case), which was the first judicial approval (homologacion) of
a restructuring plan that was not agreed with the debtor and entailed a shareholder cram-down. (Ruling of Commercial Court
No 2 of Barcelona of 4 September 2023).
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additional safeguard to make the NCWO principle truly effective. To this end, the BRRD
introduces a payment claim for bailed-in shareholders and creditors - including DGSs -
against the resolution fund to compensate them if the resolution imposes a greater loss on
them than they would have had to bear under normal insolvency proceedings (Article 74 of the
BRRD). The compensation will be determined via a valuation carried out by an independent
party as soon as possible (timing problem) after the bail-in tool is applied (Wojcik, 2016). This
ensures that application of the bail-in rules does not lead to an “expropriation without
compensation” of creditors or shareholders.

With regard to the cram-down in non-financial restructuring proceedings, Directive (EU)
2019/1023 does not contain express stipulations on compensation. However, Member States
may provide for compensation in cases where shareholders or creditors suffer a greater loss
in the preventive restructuring than they would have to bear in normal insolvency proceedings
on the basis of the Directive. Therefore, unlike in the case of bank resolution, under the non-
financial corporation framework this compensation is not obligatory in any case, but merely
an option for the Member State.

In any event, the truth is that if a bank’s shares are worth nothing in normal insolvency
proceedings, no compensation is justified if the bank’s losses are absorbed by its equity.
Similarly, if all the losses cannot be absorbed by the equity and a bank continues to fall below
the minimum regulatory capital requirements, no compensation is due to the creditors of that
bank as long as the economic value of their claims is not reduced below the level at which
those claims would have stood in the absence of State aid to the bank.®'

(  Creditor hierarchy: resolution versus insolvency proceedings

Lastly, with respect to the creditor hierarchy, at first glance the fundamentals of the resolution
system seem clear, and it respects the order of priority under normal insolvency proceedings.
But things are not as clear as they first appear.

First, as mentioned above, the lack of harmonisation of the creditor hierarchy under normal
insolvency proceedings poses a problem, as the comparison between a creditor’s position in
bank resolution and in a normal insolvency proceeding depends on each national insolvency law.

Second, if we were to compare the insolvency creditor hierarchy with the resolution creditor
hierarchy, we could say that we are dealing with two different systems.3?

Indeed, we can distinguish the creditor hierarchy under insolvency law, which is based on a
vertical hierarchy of preferences, and the creditor hierarchy in bank resolution, which is based

31 Ibidem.

32 The EU has tried to minimise the impact of this potential clash between bank resolution and insolvency law through the
minimum requirement for own funds and eligible liabilities that all banks, not just systematically important ones, must fulffill
(Lamandini and Ramos (2019).
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on an “infout” system if we consider the liabilities legally exempt from bail-in and the legal
distinction between bail-inable and non-bail-inable liabilities, which is not consensual but
established by law (Ramos Mufioz and Solana, 2020).

In this context, Article 44 of the BRRD establishes a long list of liabilities that are excluded
from bail-in. On the one hand, some liabilities (such as covered deposits or secured liabilities
to other banks) are automatically excluded from the application of “write-down” or “conversion
powers” (Article 44(2) of the BRRD) by the resolution authority. On the other hand, other
liabilities are not automatically excluded but require a specific decision by the resolution
authority (Article 44(3) of the BRRD). In this regard, one could speak of “discretionary
exclusions” within the general discretionary powers of the resolution authority.®?

Under this framework, creditors clearly prefer to be excluded from the bail-in. However, it is
important to note that creditors do not have the standing to include themselves in a statutory
bail-in exclusion category if their claim is not included by its nature among the liabilities that
are legally excluded from the bail-in, nor do they have the standing to include themselves in
the discretionary exclusion category that is determined by a mandatory administrative
declaration. Therefore, only once their liabilities have been included in the bail-in may they
challenge it through an appeal.

Further, Article 108(1) of the BRRD, which regulates the ranking of deposits in the insolvency
hierarchy, as amended by Directive (EU) 2017/2399, contains a minimum set of rules for the
harmonisation of national provisions on bank insolvency/liquidation in relation to the ranking
of creditors in the insolvency hierarchy.

It establishes a three-tier depositor preference in the hierarchy of claims in insolvency by
providing that covered deposits and DGS claims (in the case of subrogation in the rights of
covered depositors in insolvency) have (pari passu) the highest ranking (super-preference) in
the hierarchy of Member State insolvency laws relative to non-covered preferred deposits,
which in turn rank above the claims of ordinary unsecured and non-preferred creditors.3*

However, the BRRD does not regulate the ranking of the remaining categories of deposits
(non-covered, non-preferred and deposits excluded from repayment, in accordance with
Article 5(1) of Directive 2014/49/EU of the European Parliament and of the Council of 16 April
2014 on deposit guarantee schemes). As a result, national discretion applies, which creates an
uneven playing field and raises obstacles to the resolution of cross-border groups.

In its 2021 consultation document, the European Commission raised the issue of amending
the ranking of claims in insolvency and introducing a general depositor preference with a

33 In its contribution to the Commission’s consultation (2021), the SRB supported the objective of reducing the mismatch
between the resolution and insolvency hierarchy, while noting that the risk of breaches of the NCWO principle can be minimised,
but not eliminated, given the possibility of discretionary exclusions.

34 DGSs are critical players in some jurisdictions by funding transfer strategies and ensuring their success, particularly in the
United States (Federal Deposits Insurance Corporation, FDIC) and Japan (Deposit Insurance Corporation of Japan (DICJ), as
well as (in the EU) in Italy (Ramos, Lamandini and Thijssen, 2023).
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single ranking for all deposits (in particular, for ordinary unsecured claims) to allow for the use
of DGS funds for measures other than the payout of covered deposits.

This framework would facilitate the use of the DGSs both in resolution and in insolvency and
avoid breaches of the NCWO principle, taking into account the lack of harmonisation of the
ordinary unsecured and preferred layer of liabilities in insolvency.®®

The Commission proposed amendments to Article 108 of the BRRD in its April 2023 legislative
package, which includes a comprehensive review of the CMDI framework:

— First, it proposes an amendment to Article 108(1) to replace the three-tier depositor
ranking preference with a fully harmonised single-tier general depositor ranking in
two senses:

e The statutory priority over ordinary unsecured claims provided for in the Member
States’ national insolvency laws is extended to all deposits, including those made
through non-EU institutions, which shall rank above the claims of ordinary
unsecured creditors.

e The super-priority of DGS claims and of covered deposits will be eliminated, and
they will now rank pari passu with other deposits (general privilege), which
nevertheless are ranked higher than ordinary unsecured claims. This will, inter
alia, “contribute to reinforcing depositors’ confidence and to further preventing

the risk of banks runs”.®®

— Second, the legislative proposal introduces new provisions to the effect that, where
only part of the assets, claims or liabilities of the credit institution under resolution
are transferred through the use of transfer tools (in particular, through the sale of
business or the bridge bank), the resolution financing arrangement shall have a claim
against the residual institution for any expenses and losses incurred as a result of
any contributions made to resolution in connection with losses which creditors
would have otherwise borne. Such claims, together with those regulated in
Article 37(7) of the BRRD, shall have preferential ranking in national insolvency laws
which shall be higher than the ranking provided for the claims of depositors and of
DGSs under the (amended) Article 108(1).

35 Gortos (2023), pp. 46-47. The issues raised by the Commission in its consultation document were in line with the Eurogroup’s
2022 Statement.

36 See recital (39) of the proposal for a Directive of the European Parliament and of the Council of 18 April 2023 amending the
BRRD, with regard to the scope of depositor protection, the use of DGS funds, cross-border cooperation and transparency
(Colino Mediavilla, 2023). At this stage, it would appear that this idea has essentially been abandoned, as most Member States
are in favour of maintaining the super-priority and the discussion has instead moved towards relaxing the proposals on the
least-cost test, in order to allow the mobilisation of DGS funds in resolution. How this will be achieved, however, was not
clarified in the latest Council working group meeting held at the end of March 2024.
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8 Conclusion

The banking union, established in 2014 against the backdrop of a banking sector marked by
recent economic crises, made the Single Resolution Mechanism a cornerstone of bank
resolution, which sought to avoid the winding-up of significant credit institutions subject to
prudential supervision under a normal insolvency proceeding. By doing so, the potential
adverse effects on financial stability and possible contagion effects were avoided, fostering
the continuity of their essential functions, protecting investors and depositors, without affecting
taxpayers, who should not have to foot the bill for the banking sector’s errors.

As analysed in this article, it is a resolution model designed largely by reference to insolvency
law, requiring resolution authorities to apply insolvency legislation not only as part of the
resolution itself, but also counterfactually, in ex ante and ex post situations with respect to key
matters that are either not regulated in Directive 2014/59/EU on the recovery and resolution of
credit institutions, or are but very broadly (grounds for resolution and creditor safeguards and
hierarchy).

Here, it should be highlighted and stressed that one of the key problems, a decade after
banking resolution was launched, is that, in addition to the very tensions stemming from
equating two legal frameworks that pursue different objectives and protect different interests,
there is the particular issue arising from the lack of harmonisation of insolvency law across the
EU. In this respect, the harmonisation introduced at procedural level by the Regulation on
insolvency proceedings and the harmonisation of preventive restructuring procedures of
viable firms under Directive (EU) 2019/1023 are insufficient.

Negotiations are admittedly under way at present over the proposal for a Second Insolvency
Directive of 7 December 2022, which, opting for a targeted harmonisation, includes areas of
insolvency law that are not harmonised in Directive (EU) 2019/1023 (avoidance actions, pre-
pack proceedings, directors’ duty to request the opening of insolvency proceedings, winding-
up of insolvent microenterprises). However, several aspects that are key to bank resolution are
excluded from this harmonisation, in particular the concept of insolvency and the related
classification of claims that entail numerous problems and dysfunctionalities in the practical
application of principles such as NCWO.

This lack of harmonisation means that there are as many national insolvency laws as Member
States, with substantial differences among them and different degrees of efficiency. It also
means that the resolution authorities must apply and take into account the national
particularities vis-a-vis insolvency in order to conduct the above-mentioned assessments as
a part of a bank resolution. All this may lead to different results in resolution, with the legislation
on the forced restructuring of non-financial corporations not serving to interpret the gaps in
bank resolution, despite the use of parallel techniques (cram-down) and the equivalence in
terms of creditor safeguards in non-financial restructuring and in bank resolution (BIT/NCWO
principle).
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In addition, the lack of insolvency law harmonisation also has adverse consequences for those
banks that are not subject to resolution because they do not comply with the public interest
assessment but are subject to different winding-up procedures at national level. Here the
importance of the Unidroit project on the insolvency and liquidation of small and medium-
sized banks should be underscored. This project will foreseeably be adopted at the end of
2024 and aims to overcome to some extent this important handicap by developing an
international soft law instrument covering the main features that bank liquidation proceedings
should have.

The harmonisation of insolvency law, which is so important from various perspectives (e.g. the
construction of a capital markets union), is therefore a pressing matter, especially in the areas
that most affect the design of bank resolution, in order to achieve truly harmonised outcomes
and avoid the current differences across Member States and the lack of legal certainty
stemming from the lack of harmonisation.
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